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CORPORATIONS- Sp. 1997
I.  THE LAW OF AGENCY

A.  Parties Involved (most involve three parties)



1.  Principle  (P)



2.  Agent
(A)



3.  Third Party (T)


B.  Relationships


1.  In an agency relationship, P and T are bound 


if they were the parties to the actual deal.

C.  Creation of Authority


1.  Actual Authority (Agency § 26)




a.  Requirements





1)Any communication  (words/acts)





2)Belief in A caused by communication





3)Reasonable belief




b.  Examples


1)P writes to A directing A to act as P’s agent for sale of B. P also sends copy to T, a prospective buyer.  P leaves.  A and T negotiate and enter into an agreement.  P returns and wants out.  Here, there is a written, reasonable belief ( P is bound.



2.  Apparent Authority [agent runs amouck, R 2nd 


Agency § 27]




a.  Requirements





1)Communication by P





2)Caused belief in T





3)Belief was reasonable




( P is bound, even w/o reliance




b.  Examples


1)P adds to A’s letter (above), “don’t make a sale until you call me first.” T’s version doesn’t have this.  P leaves and A and T sign.  Here, there is no actual authority because there was no reasonable belief on the part of A (had it in writing).



3.  Who gets stuck?




a.  Actual Authority:  




P is bound




b.  Apparent Authority:  


P is bound, even w/o reliance.  A is most guilty, then P and T is innocent. HOWEVER, If P would never give authority under the circumstances, he is probably not bound b/c it would be unreasonable but reasonableness isn’t a concretely defined standard.


D.  Estoppel


1.  Requirements 




a)B makes a representation




b)T changes position relying on it




c)then B cannot back off from what he 




said.


E.  General Agency Examples


1.  A is on business for P driving a car and 


injures someone.  P warned A about driving 



safely.  Injured T sues. Is P liable?




a)No actual authority b/c no reasonable 



belief to drive fast




b)NO apparent authority b/c no 





communication to (.




c)INHERENT AUTHORITY under § 8A



2.  A takes side trip and gets drunk and into 


a fight.  Victim sues P.  Is he liable?




a)Here, there was no real actual 





authority, but there was apparent 





authority.  The question is do we want 




to make P liable.  




b)Foreseeability: [delineates scope of 




P’s liability]

  


P would argue it unreasonable b/c 





unforeseeable.  Speeding is OK b/c P can 



do things to try to prevent itl.  How 




could he anticipate drunken gambling 




escapade?




c)Incidental Authority: Inferred, §35





1)auth. to do acts incidental





2)usually accompanies business





3)reasonably necessary




d)common law:  “Frolick v. Detour”





1)Frolick:  P liable





2)Detour:   P not liable


F.Independent Contractors



1.  P contracts with them to do something, not 


employed by P.  They are not automatically the 


agent, but may be if that is what the arrangement 

is.

  

2.  Examples




a)NO AGENCY:  “Build me a dog house, I’ll 




pick it up”




b)POSSIBLE AGENCY:  Gives architectural plan 


and says “go to it.”  Usually more control 



over K and greater liklihood of agency.

SMALLER ENTERPRISES:  P-SHP,LLC
II.  PARTNERSHIPS

A.  Generally


1.  MUST have intent to enter



2.  Characteristics courts look at




a.  Contribution of capital [$, ideas]




b.  Sharing of Profits




c.  Sharing of Control 



3.  Can be informal, don’t need to file papers



4.  Aggregate for liability purposes--all partners 

responsible for debts as if they were their own.  


B.  Limited Partnerships


1.  Formal, MUST file with state



2.  Must have at least one General Partner and one 

    Limited Partner.



     a.  General Partner:  personally liable




b.  Limited Partner:  no control (passive 




investor), puts in $ and gets limited 




liability only to extent of investment.






LP’s exchange passivity for limited 




liability.  If they start trying to 




exercise control, they can lose limited 



liability.




b.  It is possible to be a LP and a GP at the 



same time.  Since most financial returns 



go with the LP, you align yourself as a 



GP with a LP.  EX.  A GP welcomes Lps 




b/c not GP has incentive to make $ but 




still retains personal liability.  (See 



notes 9/9).


3.  Taxed as partnerships.  IRS will tax it based 
on what it looks like to them.  If it looks 
like a corp, will tax it like one.  (No 
double tax when corp is GP)??  


C.  Limited Liability Corportation (LLC)



1.  DEF:  Company set up looking like a 




partnership BUT has limited liability 




conferred upon members.

          2.  Taxation:  Will IRS treat it as a partnership or a corporation and double tax it?  It is all tax driven.  Previously, thought to be a quid pro quo for limited liability=double taxation.  Now, IRS doesn’t want to double tax it if it is small and doesn’t look much like a corp. (ie, limited liab, tradeability of shares, centralized mgmt, unlimited life).  IRS allows limited liability and centralized mgmt.  It looks at ownership and trading of shares.



3.  In response to these tax issues, LLCs are




a.  limited liability




b.  MAY or MAY NOT have centralized mgmt.




c.  NO tradeable shares or ownership ints.




d.  SMALL, come from 2 directions





1).  stripped corp





2).  pshp. with limited liabilty




e.  Less restrictive than LLP????


D.  Subchapter S



1.  Corp., but small



2.  Shareholders must all be domestic . . . 



3.  If all restrictions met, single taxed like a 



p-shp.

FORMING THE CORPORATION

III.  DEFECTIVE INCORPORATION

[Do we give corp. attributes to an entity that isn’t one?]


A.  Common Law and Equity



1.  K-type args.



a.  A deal was made




b.  Expectations based on deal



2.  Agency args.



a.  Can only bind w/authority or personally 




liable.



3.  Estoppel



a.  Reliance on representation to detriment 




( estopped from denying.




b.  Scenario:





 Promoter---(C)---3rd pty.



4.  Partnership



a.  If not corp, then P-shp and personally 




liable.


B.  Traditional Corporate Law



1. De facto incorporation  [rare]



   (Requirements



a.  Must have a law in the state under which 



a corp. may be formed.  




b.  Colorable attempt to comply 






with the law. 




c.  Attempt was made in good faith



d.  Some kind of exercise of corp. powers has 



occurred.  [ie.Actual use of corp. 




form(carrying out business, Ks....)]



   (Operation





c.  State may challenge, 3rd parties cannot.




d.  For a 3rd pty, creates all attributes of 



a de jure corp.



2.  Estoppel  [exists]



a.  No colorable or good faith attempt to 




incorporate BUT, corporateness is 





imputed if parties have dealt with each 



other on the assumption that a corp. 




existed.




b.  Third parties are (estopped from denying 



corporate existence.  Traditionally 




estopped everyone (Pr, C, 3rd pty) from 



denying.  




c.  Subject to jurisdiction reqs.




d.  Look to 3rd party to see what he thought 





he was dealing with.



(Case Law

1.  Thompson & Green Machinery Co. v. Music City Lumber Co (cb 251 (1984)) - Walker signed a promissory note on behalf of Music City Lumber on 1/27.  The corporation’s articles of incorporation were not actually approved until the next day.  Thompson seeks to hold Walker personally liable for the note. Issue:  Is Walker liable for obligations incurred while purporting to act for a nonexistent corporation, or is Thompson estopped from denying the existence of a corporation where he dealt with Walker as if the corporation existed? Held:  Because the comments to the Tennessee code purport to abolish corporation by estoppel, Walker is liable on the promissory note.


a.  Plaintiff:“All persons who assume to act as a corporation without authority to do so shall be jointly and severally liable for all debts and liabilities incurred or arising as a result.”




b.  Defendant: “It is a general 




rule that one who deals with an apparent 


corporation as such and in such a manner 


as to recognize its corporate existence 


de jure or de facto is thereby estopped 


to deny the fact thus admitted.”




c.  Marks:  Seems to be some value to 



the bright line rule despite the 




arguments on the other side.  Do not 



want to let anyone and everyone 




“incorporate” simply by virtue of the 



way that that deal with each other.  Way 


to give entities the incentive to 




incorporate.  The procedures are not 



very difficult to follow after all.



Note:  This incorporation by estoppel is 

kind of the reverse of traditional 


estoppel.  Usually it is the party 


making the representations, or holding 


itself out that is estopped from denying 

any existence.


2.  Don Swann Sales Corporation v. Echols (cb 254 (1981)) - Swann sued Echols on an open account incurred by Echol’s Cupid’s Inc. Swann had always dealt with Cupid’s, but seeks to get money from Echols since incorporation occurred ten months after the contract was signed.Issue:  Can the party purporting to act for a non-existent corporation defend against personal liability by asserting corporation by estoppel?


Held:  Because there was not even a colorable 
organization, Echols must know that there was 
no corporate existence and must be held 

personally liable.




a. Possible Defenses for Echols?




1.  Windfall -- Why should the 



plaintiff get the benefit of a 



technicality?




2.  Expectations -- They thought 



they were dealing with a 




corporation anyway.  These two 



arguments kind of go together.


3.  BUT SEE Cahoon v. Ward (within case) 
distinguished.  There was at least something 
to give the defendant entity a “colorable 
basis” to believe that the corporation 
existed.  Filed for a name certificate.

Marks:  Difference in Cahoon because the doctrine is applied against the corporation.  The entity acting as a corporation is estopped from denying its existence.

Before the lease was executed in Cahoon, the defendant had four month certificate with Secretary of State.

4.  Walker v. Knox & Associates - P, a contractor, entered into contract with defendant for work to be done.  P corporation was not certified at time of contract, but subsequently was.  The plaintiff sued on the contract, and the Court held that because the defendant had dealt with the plaintiff as a corporation, was estopped from denying the corporation’s existence. Marks theory:  In all three cases, what would happen if did not find to be a corporation?  Neither Cahoon or Knox would be different if treated as a partnership.  Thus, these cases do not necessarily turn on organization form.  Yet, if Don Swann were treated like a corporation, then the plaintiff would have no remedy.


3.  De Jure Corporation:  



    
a.  Complete or substantial compliance 




incorporation guidelines.  




b.  Considered to have all corporate 




attributes--existence cannot be attacked.




C.  Statutes



1.  MBCA


2. RMBCA(1984) §2.04 - “All persons purporting to       
 act as or on behalf of the corporation, knowing 

 there was no incorporation under this Act, are 
 
 jointly and severally liable for all liabilities     
 created while so acting.




a.  If you didn’t know, you are not liable.  


If you truly believe, then ok.


b. Corporation by estoppel becomes 


irrelevant b/c if you really believe, 


you are incorporated under § 2.04 



anyway




c.  Marks:  Still envisioned as viable option 


where one company demands other company to 



enter into transaction knowing full well that 


the corporation is not certified.


1).  Small entrp., big company urges him to enter into agmt. w/o incorporating.  Tells him to worry about it later.  Company sues supplier wh is broke and goes after him personally when things go sour.  Both sides knew that there was no corp and entered into K anyway, but it doesn’t matter b/c of exception.  ( framers intended for estoppel to operate.



3.  Delaware



a.  Can’t use lack of corporate organization 



as a defense




b. Cahoon - Corporation itself of third party 



cannot exert lack of corporation as a 




defense.Applies to T(third pty).  Corp 




doesn’t apply when T sues Pr for 





personal liability b/c then its used as 



an offensive by (.


D. Policy Arguments


1.  Corp. edifice will crumble if defective corp. 


allowed

 

2.  Destroys incentives to incorporate

IV.  PIERCING THE CORPORATE VEIL [disregarding corp. entity]
A.  General Rule: A corporation will be looked upon as a legal entity as a general rule.  However, when it is used to defeat public convenience, justify wrong, protect fraud, or defend crime, the law will regard the corporation as an association of persons.  Courts will ask to withhold attributes of the corporation and find individual liability. Idea is that the corporations is the “instrumentality”or “alter ego” of the shareholders.

   (INDIVIDUAL SHAREHOLDER
B.  Potentially Determinative Factors
a.  Business is commenced without the issuance of shares.

b.  Undercapitalization.

c.  Either shareholder or director meetings are not held.

d.  Decisions of shareholders as if they were partners.

e.  Commingling of assets.

f.  Complete records are not maintained.

g.  Alter ego of an individual.

h.  Subsidiary is a mere instrumentality of the parent corporation. 


C.  Cases


1.  Zaist v. Olson (Handout 1,  1967) [Instrumentality Rule] In 1943, Martin Olson caused East Haven Homes, Inc. to be incorporated.  He controlled 198 of 200 shares, and was empowered to sign all checks for it.  In 1952 and 1953, Olson acquired land and then in 1954 asked plaintiffs to submit prices for clearing and grading the land.  Plaintiffs set account as Olson, but before any payment was made, Olson directed the plaintiffs to collect from East Haven.  In 1954, Olson formed Martin Olson, Inc.  East Haven paid various construction costs through bank loans.  All benefit inured to Martin Olson and Martin Olson, Inc.  East Haven had separate checking account, records, and had employees.  


Issue:  Whether the corporation (East Haven) is so 
manipulated by an individual or another corporate 
entity as to become a mere puppet of the 
manipulator.



a.  Instrumentality rule requires proof of 


    three elements: 




(1) Control, not mere majority or 




complete stock control, but complete 



domination, not only of finances but of 


policy and business practice in respect 


to the transaction attacked so that the 


corporate entity as to this transaction
 


had at the time no separate mind, will 



or existence of its own; 




(2) Such control must have been used by 


the defendant to commit fraud or wrong, 


to perpetrate the violation of a 




statutory or other positive legal duty, 


or a dishonest or unjust act in 




contravention of the plaintiff’s rights; 


(3) The aforesaid control and breach of 


duty must proximately cause the injury 



or unjust loss complained of.



b.  This case:  


1.  Olson dominated East Haven and 


Olson, Inc.


2.  East Haven had no funds on its own and acquired no funds for work on its own initiative.  It’s not that it didn’t make any profits b/c most startups don’t, but that it didn’t try to.  Marks says something is fishy.  If its only purpose as a corp was to facilitate Olsen’s running his others, then it looks bogus and the fraud lies in the fact that there was never any intent to earn profits.


3.  Appears that East Haven gained 


nothing from the transaction



c.  BUT SEE Dissent:  East Haven had built a 

large number of individual homes, and in 1954 

from 1959, it had paid plaintiffs 




$169,652.66 for services rendered.  



These facts solely support that Martin 



Olson engaged in speculative business 



dealings.  These facts do not support 



that Olson engaged in acts “used to 



perpetrate an unjust act in 





contravention of plaintiff’s rights.



d.  Marks:  If you are a creditor to East 


Haven, what do you worry about?



1.  Ability of East Haven to pay back 


the loan.



2.  Company has incentive to generate 


enough cash flow to pay you back.



3.  Start to worry when belief is that 


corporation is set up for something else 

then to make money.



4.  In this case, the structure did not 

prevent value transfer from corporation 

to shareholder.  In other words, if East 

Haven paid contractor $1,000,000 for 


job, yet charged Olson only $500K, then 

worried about manner in which 



transferring value.


2.  Perpetual Real Estate v. Michaelson Properties, Inc (cb 262 (1992))[COMPLETE DOMINATION IS NOT ENOUGH] Michaelson incorporated MPI for the purpose of entering into joint real estate ventures.  MPI entered into two ventures with PRES.  Each partner put up $100K and MPI put up an additional letter of credit for the first venture.  For the second venture, each partner put in $50K and $24 million from the bank after the Michaelsons agreed to personal liability.  Distribution of profits were made during ‘85 and ‘86 and Michaelson then distributed the profits to himself before any lawsuits were filed against PRES.  Should MPI’s corporate veil be pierced to allow PRES to get at Michaelson for the breach of warranty liability under an “an alter ego or mere instrumentality theory?”


Held:  There is nothing illegitimate about forming 
a corporation solely to limit liability, and where 
no wrongs are committed or deception made to 
others, then the court will not pierce.

ALSO: Rudds Swimming Pool - shows that Virginia law 
will not pierce in even extreme circumstances.  
Here the company signed two promissory notes, and 
subsequently reorganized and were not required to 
pay off the notes.

(Marks:  Does it make a difference as to who is suing MPI?  What if a homeowner were directly suing MPI for breach of contract or negligence or whatever?  Idea that INJUSTICE might be another factor that courts should consider if deciding whether or not to pierce.

(Marks:  Note--Piercing the corporate veil is a creditor protection doctrin.  Creditors want to know that that corp. they are dealing with is a money making entity and that they will be paid.  [Zaist--corp. not set up to make a profit]



3. Walkovsky v. Carlton (cb 266 (1966)) - 



Walkovsky was run down by a cap owned by the Seon 

cab company.  Walkovsky sued Carlton, saying that 

Carlton owned 10 cab companies, each carrying only 

the minimum of insurance required by law.  


He claimed that the companies act as a single 
entity and he should therefore be entitled to 
those assets as well as holding the stockholders 
personally liable because the structure 
constitutes an attempt “to defraud members of the 
general public.” ISSUE:  Did Carlton use the 
corporate form to further his own interest rather 
than the corporation’s purpose?


Held:  Although the court can pierce the corporate 
veil to prevent fraud or avoid inequity, minimum 
insurance is not enough to disregard the corporate 
form;  fraud goes to whether Carlton and his 
associates were shuttling money in and out of the 
corporations without regard to corporate form and 
to suit their own convenience.


( Marks:  Problem with Walkovsky’s complaint:  
difference between going after the shareholder and 
saying it was just one big corporate entity.  
Can’t allege that corps. are all run by same to 
get at Carlton.  Need more than shown in this 
case.

1.  Enterprise/Entity Liability -- Trying to 
say that there is really one large 
corporation rather than all these small ones.


2.  Alter Ego/Dummy Corp.:  Trying to say 
that the shareholder is personally liable.


a. Problem here is that they argued for 
the enterprise, but were actually trying 
to get the alter ego.  Needed to show 
that Carlton was using them all as a big 
front for himself, not that there was 
inadequate capitalization of the 
individual corporation.


( How is this case different from Mangan?

1.  In that case the defendant name displayed on all the taxis, D actually services, inspected and dispatched them.

         (PARENT/SUB CONTEXT

 [Courts are more likely to pierce in this context then in the individual shareholder context.]  

D.  General Rule of Non-Liability -- The veil will not be pierced, and the parent will not be liable so long as:

1.  Proper corporate formalities are observed.

2.  The public is not confused as to whether it is dealing with the parent or the sub.

3.  The sub is operated in a fair manner with the hope of making a profit.

4.  There is no other manifest unfairness.

E.  Factors Leading to Veil Piercing:

1.  Intertwined Operations.  Separate Corporate formalities are not observed.

2.  Unified parent and subsidiary capitalization.

3.  Misleading the public.

4.  Intermingling of assets.

5.  Operation of the sub to the advantage of the parent.

6.  Creditors are unaware that the parent is a nonprofit business.


F.  Cases


1.  Bartle v. Home Owners Cooperative (cb 282, 

(1955)) - Home Owners was a cooperative 


association designed to provide low cost housing 

to veterans.  Unable to secure a contractor for 

the construction planned, Westerlea was organized 
by the defendants to build houses to sell at cost
 
to the veteran shareholders of Home Owners. 
 

Westerlea went bankrupt and its contract creditors 
seek to recover from Home Owners.  Want to pierce 
the corp.veil arguing that Westerlea was merely a 
plaything of the co-op, designed as its 


instrumentality, not for profit. Held:  Where the 
creditors maintain outward indicia of 
separateness; do not mislead creditors; there was 
no fraud; and defendant performed no act causing 
injuries to the creditors of Westerlea by 
depletion of assets or otherwise, the court will 
not pierce simply because incorporation was for 
the purpose of limiting liability.


(Dissent:  Problem because business was done on 
such a basis that Westerlea could not make a 
profit.  At best it could break even.  Parties 
dealing with a corporation should be able to a
assume that it at least has the potential to make 
money.


(Marks:  Key here was that the creditors knew that 
the company was structured the way that it was.  
The disagreement comes in fact that not all 
creditors knew of the structure.  Estoppel 
Argument.



2.  Stone v. Eacho (cb 284 (1942)) - Tip Top 


Tailors had nine stores around the country, and 


one of these stores was located in Virginia.  All 

of the orders made in the Virginia store went to 


Tip Top’s facility in Newark which was 




incorporated in Delaware.  The New Jersey Tip Top 

went bankrupt, and several days later the Virginia 

corporation had an involuntary bankruptcy petition 

filed against it.



a.  Stone, Delaware Trustee Claims:  Virginia 

corporation was a separate entity and owes 


about $40 K and that the corporations were 


separate entities.



b. Eacho, Virginia Claims:  Virginia 



corporation was not a separate entity; 



therefore the Delaware corporations claim 


must be postponed to the claims of the other 

creditors; therefore the $40K is not true 


indebtedness but an advancement of operating 

capital.



c.  HYPO



1.  The Parent has $50K in debts and 


$14K in assets.



2.  The subsidiary has $10K in debts and 

$8k in assets.



3.  The sub owes the parent $30K.
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d.  Three Possibilities:



1.  Respect Corporate Identity - Respect 

it as a loan.  Therefore, when the 


Virginia corporation is liquidated, the 

creditors receive a pro rata share of 


8/40.  Delaware creditors will receive 


(30)*1/5 = $6,000.



2.  Equitable Subordination - Parent 


gets paid after all the creditors.  In 


other words, do not respect the debt.  


Thus, Virginia creditors would receive 


$0.80 on the dollar while Delaware 


creditors would receive a robust $0.28 


on the dollar.



3.  Pierce the Corporate Veil - Treat as 

one big corporation.  Total assets would 

be $22K; liabilities would be $60K.  Pro 

rata ratio of $0.36 would be the 



proportion received by both the 



creditors of Virginia and Delaware.



e.  Court’s outcome:  Pierced.  Parent would 

have preferred 1,3,2.  Sub would have 



preferred 2,3,1.

V.  PRE-FORMATION TRANSACTIONS


A.  Generally -- Occurs when an existing partnership 
becomes a corporation, or a new corporation is created 
to carry on the business of an existing corporation, or 
there is a “spin off” of a portion of an existing 
corporation to make a separate corporation.  What are 
the rights of the creditors of the predecessor 
enterprise.


1.  Partnership or Sole Proprietorship -- Cannot 
shed personal liability by the unilateral act of 
incorporation and continue to be bound.


2.  Corporation -- When all the assets of the old 
corporation are assigned to the successor in 
return for shares, then the creditors of the old 
corporation may hold the new corporation liable.  
But it is trickier when the specific transaction 



does not occur.




a.  A corp is like a person.  Once you have 



liability, it is not extinguished by changes 


in mgmt., business, ownership.  Only becomes 


an issues when form changes.  

B.  Successor Liability

1. General Rule -- Corporation which purchases the assets of another corporation does not succeed to the liabilities of the selling corporation.

2.  Exceptions -- Liability may be imposed when:

a.  the purchasing corporation expressly or impliedly agreed to assume the seller’s responsibility.

b.  the transaction amounts to a consolidation or merger of the purchaser and seller corporations.

c.  the purchaser corporation is merely a continuation of the seller corporation. 


1)Tift v. Forage King: ( was sole 
proprietorship making chopper boxes.  ( 
was injured by his purchase of a chopper 
box.  Btwn. purchase and injury, ( 
incorporated and sold its assets to the 
corp.  B/c merely a continuation of the 
seller business, it succeeds to the 
liabilities--as if same business were 
mfg. the same product.


2)BUT SEE Anderson Lumber:  Assets of first corp. were sold to second and cash was used to pay off some the creditors of the old corp.  None of the exceptions present here.  Fact that the new corp. carried on same business as old one was not enough to transfer liability.  As long as there is adequate consideration, liability does not transfer.

d.  the transaction is entered into fraudulently to escape liability for such obligations.


3.  Marks:  There is going to be a continuity, and 
therefore liability, if the assets and liabilities 
remain the same.  If you just buy the shares, as 
here, you get the liabilities as well as the 
assets.   How just to purchase assets? If you buy 
all the assets, treated as a merger and cts. 
usually find that you’ve bought the liability as
 
well.  You can K out of K liablity, but not out of 
Tort liability b/c you don’t know who the tort 
creditors are.


4.  Marks:  One thing that could be done in order 
to ensure adequate consideration is say, “we are 
going to assume inadequate consideration unless 
you go through the proper procedures -- 
bankruptcy.”

5.  Tift and Anderson compared.  Anderson says that identity is necessary but not sufficient factor to get successor liability.

a.  Different that Tift went from solvent entity to solvent entity.  It is more suspicious when this is the case.  It is pretty clear that no fraud is involved in an insolvent corporation, they just want a fresh chance from a failing business.


6.  Structure of the Transfers in Tift & Anderson


a.  In Tift owners of the old established the 

new with the old’s assets.  Then shares from 

the new went to owners of the old.  In 



Anderson the old owners received cash and the 

old shareholders received shares of the new.



1.  When money flows back into the old 


corporation as in Anderson, there is the 

danger that a plaintiff can “double dip” 

when the exceptions apply.  Where there 

are just shares, it as if the plaintiff 

is going after the same entity.  Shares 

of the new corporation and then the new 

corporation itself, so you have taken 


all you can the first time around.  If 


it is in cash, can get cash from old 


corporation and then go after new 



shares.



2.  In Anderson both the first and the 


second companies were corporations; in 


Tift the first was not a corporation but 

the second one was.



3.  Marks:  Something about shares; 


paper rights to a corporation, vastly 


inferior to actually getting assets 


which you are selling off.

VI.  ULTRA VIRES

A.  HISTORY -- Goes to the question of what’s beyond the powers of the corporation.  Until the 1960s corporations had to specify their purposes in the articles of incorporation. Now all jurisdictions have eliminated the need for these clauses.   It is basically assumed that a corp. was incorporated to do something legal, anything legal so long as it benefits the corp and protects the SH.  Have provisions that say something like: “Every corporation incorporated under this Act has the purpose of engaging in any lawful business unless a more limited purpose is set forth in the articles of incorporation.”


1. Ultra Vires Doctrine:  With statutes passed 
like Delaware purpose allowing “ . . . to gauge in 
any lawful act of activity” is it a dead doctrine? 
Assumes that any purpose allowed by the laws of 
Delaware.  

2.  Marks:  He does not believe that no longer exists.  Courts have held that “any lawful purpose” does not include turning the corporation into a charitable organization.


3.  RMBCA §  3.04:  Too much to ask any dealing 

iwth a corp to go back to the charter and look for 
purpose of incorporation.   Not bound if ignorant.



a.  Corp. power can be challenged by[§ 3.04b] 




1).  Getting to corp. b/f deed is done 



and getting an injunction




2).  Suing the agent (breach of duty of 


loyalty)




3).  AG can sue.  

B.  GENERAL RULE

1.Corporate officers and agents may only act within their authority. Exception - When a corporation allows it to appear that the officer or agent has the authority to perform certain business or to engage in certain transactions, the corporation is bound by those acts of the agent even though in fact he lacks the authority. [REC Corp. v. Thunder]

a.  Real Estate Capital Corporation v. Thunder (cb 67 (1972 Ohio)) - Cohen owned 80% of Thunder stock and Berman owned the remaining 20%.  Thunder took 
out a 2nd mortgage from Real Estate for 105K; Real Estate paid the amount to Winthrop Homes, a company wholly owned by Cohen  A gratuitous transfer of assets without shareholder approval was not within the corporate purpose of Thunder b/c the assent of all Shs was necessary to make the transfer of Winthrop valid. Even if it appeared that the agent was acting for the corp. it would be a loser b/c OH law extends only to acts that further the corp. purpose and here, Thunder did not receive any benefit from the mortgage.



b. Dodge v. Ford Motor Corporation (Handout) - 


Ford had declared large special dividends in 


addition to their regular dividends  Ford then 


decided to quit paying their dividends in order to 

reinvest money into the company.  The Dodge 



brothers, 10% shareholders, object.



1.  Courts will not interfere in whether or 


not a corporation decides to declare a 



dividend unless:



a.  The directors are guilty of fraud or 

misappropriation of corporate funds.



b. The corporation has a surplus of 


profits which it can, without detriment 

to the business, divide among its 



shareholders, and a refusal to do so 


would constitute a fraud or breach of 


good faith that they are bound to 



exercise toward shareholders.


c.  Marks:   Here the corporation was acting in the public interest instead of the shareholder interest.


Ford should have said that the reinvestment was for a business purpose rather than to benefit buyers; then the court would have probably left him alone.  Say something like “in the long run, if we reinvest, the company and shareholders will benefit.  Not a purpose contemplated or allowed by the corporate charter.

DUTIES OF MANAGEMENT

(Generally -- There are three people to whom the officers and directors cab be held liable for a breach of duty:  Creditors, Shareholders, and the corporate entity.  Most frequently, the problem arises with regard to the shareholders.

(Courts have generally imposed on corporate officers and senior executives the same fiduciary duties as those implied by directors. [RMBCA § 8.41]  Even those authorities who are offficers in name but not authority have traditional duties of loyalty and care as agents and are liable.

VII.  DUTY OF CARE

A.  Duty of Care:  Officers and directors must exercise “that degree of skill, diligence, and care that a reasonably prudent person would exercise in similar circumstances.”


B.  Test for Breach of Duty of Care



(Must prove that process, investigation 




unreasonable [Must show more thatn careless 



approval of transaction by some interested 



directors.  Must allege facts that show gross 


negligence--very hard to do]



(Look at decision itself




(If REASONABLE, Game over





-Apply BJR and ( wins!




(If UNREASONABLE, ( has case





-High level of scrutiny


C.  How much care is enough?

1. There are no figurehead directors


a. Francis v. United Jersey Bank (cb 82 (1981)) Mrs. Pritchard was director of a reinsurance company; the other two directors were her sons.  The two sons used corporate funds to pay insurance claims and booked withdrawals as shareholder loans and never paid them back.  Pritchard never made any effort to make herself aware of the operations of the corp.  She should have made some effort to obtain a rudimentary understanding.


1).   Where a director fails to fulfill the following responsibilities, her negligence is the proximate cause of the loss because an objection could have prevented the conduct:



a). Rudimentary understanding of 


business of corp. 




b).  Generally monitoring of 




corporate affairs and policies.



c).  Should maintain familiarity with the financial status of the corporation by regular review of the financial statements.



     d).  Attend board meetings 




regularly.


e).  Review financial statements 

regularly.





     f).  Make inquiries when something 




might be afoot.

D.  Business Judgment Rule:  The business judgment of the directors will not be challenged or overturned by the courts or the shareholders, and the directors will not be held liable for the consequences of the exercise of their business judgment unless he does not meet one of the following requirements:

1.  Three Requirements

1.  No self interest

2.  The decision is informed, judged by the gross negligence standard.

3.  The director must have rationally believed that his decision was in the corporations best interests.

2. Reformulation of BJR: “There is a presumption that in making a business decision, the directors acted on an informed basis in good faith and in the honest belief that the action was taken in the best interests of the corporation.”




a.  Gives deference to business 





decisions




b.  Rational Basis Test:  If decision is 



not completely wacko, leave it alone.  




Any rational basis and ( wins.



3. When does BJR kick in?  [Must jump 2 hurdles]




a.  Procedural Hurdle





1. Directors did their homework





2. Investigated what they should have





3. Rationally deliberated




b.  Substantive Hurdle





1. Process reasonable





2. Transaction disinterested



4. Cases

  

a.  Shlensky v. Wrigley (cb 75 (1968)) [


Wrigley, the majority shareholder in the Cubs 

organization, refused to install lights at 


Wrigley field.  Shlensky, a minority 



shareholder, brought suit to compel him to do 

so.Held:  Unless there is fraud, illegality 


or conflict of interest, the court is not 


going to overturn what could be a valid 


exercise of business judgment by the officer 

or the director.



b.  Miller v. American Telephone and 




Telegraph (cb 79 (1974)) - The Democratic 



National Convention owed AT&T $1.5 Million.  


The directors made no attempt to collect the 


debt.  Shareholders brought the suit, saying 


that the refusal to collect violated a 




statute making it an illegal campaign 




contribution. The Business Judgment Rule has 


no application in situations where the 




director breaks the law.


c. Graham v. Allis-Chalmers (cb 88 (Del 1963)) - Four subordinate employees of Allis-Chalmers violated anti-trust laws.  The company had a structure whereby the power was dispersed through various levels.  In total, the company employed 31,000 people and the directors concerned themselves with the overall business policy of the company, not specific problems with each division.  Held:  Business Judgment rule shielded directors who had failed to detect antitrust violations unless something puts them on notice that there is wrong doing.


d. Joy v. North (cb 91 (1982)) - Plaintiff brought derivative suit for $6 million against the directors and officers of Citytrust alleging violation of the National Bank Act asserting common law claims of negligence and breach of fiduciary duties in connection with authorizing and extending a series of unsecured loans. 

A corporate officer who makes a mistake in judgment as to economic conditions, consumer tastes or production line efficiency will rarely, if ever, be found liable for damages suffered by the corporation.  In this case, the loss to Citytrust resulted from decisions which put the bank in a classic ‘no win’ situation.  There was a low ceiling on profits, but only a distant floor for losses.




1)Directors not usually liable for bad 



decisions





2)Must reconcile bad decision exemption 



with Shareholder’s right to expect 




directors to be doing the job the right 



way.

e.  Smith v. Van Gorkum (cb 94 (185)) - Trans Union’s Board consisted of five management directors and five qualified outside directors.  The board approved a friendly cash out merger at $55 per share, a price that offered shareholders a 40-60% premium over prevailing market prices.  CEO Van Gorkum initiated, negotiated, and pushed through the board of directors a merger agreement that arguably favored the acquirer Pritzker.  (s allege that directors fell asleep at the switch, failing to seek out significant information.


1).Here:  The directors had failed to inquire into Van Gorkum’s role in the transaction; they failed to review the merger documents; they had not inquired into the fairness of the price and the company’s significant tax credits; they accepted the company’s chief executive officer view that the price was in the fair range; they had no independent banker assess the price; they acted at a two hour meeting without their being an emergency.  At subsequent meeting, the plan was amended to permit Trans Union to back out, but they could not solicit other bids. Board argued:  Despite their oversights, they were entitled to rely on Van Gorkum’s oral presentation and Roman’s opinion.


2). Held:  Although the business judgment rule creates a presumption that the director’s decision was an informed one, plaintiffs can rebut the presumption by showing that directors failed to meet their duty to inform themselves “prior to making a business decision, of all material information reasonably available to them.


5.  When should courts get involved?


a.  STANDARD AFTER VAN GORKUM:  



1).  Presumption of good faith where 
there is no evidence of 




a)fraud




b)self-dealing 

2)  Presumption rebuttable if  shareholders try to show that the decision reached was grossly 
negligent.  3)  As long as the directors went through a reasonable investigation, the courts are not going to second guess what went on.  Here the directors simply had no process in making their decision.


b.  Delaware:  After this case, Delaware 
passed a law that basically eliminated the 
duty of 
care.  Allowed corporations to put 
provisions in their charters to limit 
directors’ liability in duty of care 
cases 
to intentional, wilfull violations. Will have 
duty of loyalty however.



6. American Law Institute Sec 4.01 Duty of Care


a.  (a) a director or officer has a duty to the corporation to perform the functions in good faith, in a manner that he or she reasonably believes to be in the best interests of the corporation, and with the care that an ordinarily prudent person in a like position and under similar circumstances.


b.  (c)  a director or officer who makes a business judgment in good faith fulfills the duty under this section if the officer or director:


(1) is not interested in the subject of the business judgment;


(2) is informed with respect to the subject of the business judgment to the extent that the director or officer reasonably believes to be appropriate under the circumstances.



(3) rationally believes the business 


judgment is in the best interests of the 

corporation

E.  Social Responsibility of Corporations

  Two Theories of What Corporations Should Do
1.  Value Maximization:  


a.  Focuses managers on narrow objective


b.  Must justify acts on narrow criteria


c.  Troubling results often result from 
strict hardline value-max. Problem is that a 
lot of questionable ethical activities can be 
done, so long as it is in the interest of 
making a profit for the shareholders.  [i.e. 
selling fertilizer to poison gas user, 
profits of company versus social cost.]

d.  Shareholders are the owners, and the corporation should therefore act for their 

benefit only.

e.  Creates a clear standard whereby anything not in the interests of the shareholders is ultra vires.

f.  Contributions to charities and things like that should be done by shareholders individually.

g.  Directors work for the shareholders, not the public at large.

h.  Corporations are “people” and have no affirmative duty to help others.

i.  Should be able to do anything that is not illegal.

2.  Corporations as Citizen - Problem with this view is that the directors have a lot of discretion and will take shareholder’s money and invest in pet projects which find reprehensible.  Worried about board running amuck and giving away all shareholder money.  
a.  Allows moral/social concerns to factor in despite financial affect on SHs.  

b.  Gives managers much more discretion.  Could turn corp. treasuries into charitable accts. If corporations do not give, nobody will.

b.  Value maximization will lead to more laws in order to prevent overt unethical conduct by corporations.

c.  Market will keep officers and directors from running amok.

d.  If you do not like what a particular corporation is doing, you can sell your shares.



3.  Modified versions tend to move them closer 


together by often maximizing subject to law as 


well as ethical constraints.  Such versions 



consider community needs but also the fact that 


they are dealing with shareholder’s money and 


therefore need a good reason to give it away.



a. Current State of the Law:  Most states 


allow charitable contributions by statute w/o 

justification in terms of a bottom line.  



1.  They must be disinterested--no 



benefit to decision makers or their 



families.




2.  They should be reasonable in 




relationship to the corp. (proportional 


in size)  


4.  Case Law:  Managerial restraints on corp. 
activity is allowed.



5.  Other Constituency Statutes




a.  Allow directors to oppose takeover giving 


reasons not limited to considerations of 



Shareholders. [i.e.  people out of work, 



policy considerations]




b.  Opposition argues 





1.  That this just gives 






directors another tool to protect 





themselves. Threat of takeovers keeps 




managment working hard.  Way to isolate 



managers from the mkt. Protection of the 



community is sheer accident.





2.  LOCAL corps. in LOCAL courts with 




LOCAL judges who will support avoiding 




takeovers for LOCAL benefits.  

6.  ALI §2.01 Wrestled with this situation:


a.  Sec 2.01. The objective and conduct of 
the corporation.  a. . . . [A] corporation 
should have as its objective the conduct of 
business activities with a view to enhancing 
corporate profit and shareholder gain.

 (b) Even if corporate profit and shareholder           gain are not thereby enhanced, the corporation, in the conduct of its business:

(2) May take into account ethical considerations that are reasonably regarded as appropriate to the responsible conduct of business; and

(3) May devote a reasonable amount of resources to public welfare, humanitarian, educational, and philanthropic purposes.


b.  The corporation may or may not take into 
account “ethical considerations that are 
reasonably regarded as appropriate to the 
responsible conduct of business.” 


c.  Problem with ALI approach -- Greater the 
ethical importance, more money allowed to 
forego.  Want to maximize value, do not want 
unfettered ability to control assets.


F.   Attorney’s Responsibility


1.  Model Rules - § 1.6 Confidentiality.  Very 
tricky for an attorney to know what to do when a 
company you are working for is doing something 
that seems to be of an unethical nature.  Let the 
company know?  Resign?  Tell the Globe?  NOTE:  
1.6 is permissive.  Sometimes, if it is a really 
troublesome issue, it is worth it to disclose and 
face whatever disciplinary consequences might 
occur.




a.  Rule 1.6 is very revealing as far as 



influences





1)public good





2)self-protection/self-preservation




b.  It is a rule about confidentiality which 


is a good thing in some contexts.  Ideally, 



society wants to promote access to the legal
 


system to vindicate rights.  Equal access 



must be through lawyers, it is the only way.  


Lawyers can break confidences in only 2 



circs. Also, cant engage in fraud.

2.  Marks example:  Corporation is leaking a hazardous material -- somehow this is not an illegal act, yet the company knows that this will cause birth defects.

3.  Another Example:  What about a company that sells equipment to another country that they are pretty sure will be used to manufacture a poison gas.


4.  What is the purpose of having rules?


a.  Ethical Guidance 


b.  Protect Lawyer - written by lawyers to 
protect lawyers.


c.  Monopoly Rule - designed to promote the 
legal profession economically.

.VIII.  DUTY OF LOYALTY


A.   Generally -- Problems that arise where officers 
and directors have potential conflicts of interest.  
They may have interest in (1) another company with whom 
they do business; (2) compensation for services; and 
(3) opportunities in which the corporation also has an 
interest.


B.  Test for claims of breach duty of loyalty


    1.  Was there self dealing?




(Was director on both sides of transaction? 




(If NO, game is over.





(Apply business judgment rule [Sinclair]



(If YES, burden shifts to Director to defend 



actions on three arguments 




[Intrinsic Fairness [Case]]





(Procedural Arguments




1.  Action was disclosed to directors 




who were then allowed to vote on it.





2.  Action presented to Shs who were 




allowed to vote on it and authorize it 




by written consent.




    **Courts are generally more comfortable 



    with reviewing procedure and would apply 


    less scrutiny.





(Substantive Argument




3.  Action taken was fair to corporation



[FAIR=highest level of scrutiny--court 




substitutes its judgment for the board]


(Meeting these three requirements is not an automatic “off the hook” for the director.   After showing this, the director must show good faith, honesty and fairness.  [Still must show that a reasonable investigation, otherwise, duty of care violated]Courts will apply real fairness? 


(Also, courts may use their own interpretation of these statues.  For example, ALI § 5.02 requires disclosure as a neccessary precondition to getting to the three prongs above.  It also requires additional judicial scrutiny “disinterested” decision making.  Needs to be reasonable which is more than just rational basis.



( American Law Institute Sec 5.02


1.  Director is safe when (1) Disclosure is 
made to the corporate decisionmaker who 
authorizes the transaction, and (2) Either:

(A) The transaction is fair to the corporation when entered into;

(B) The transaction is authorized in advance by disinterested directors;

(C) The transaction is later ratified by disinterested directors; or
(D) The transaction is authorize in advance or ratified by disinterested shareholders.


2.  NOTE: The ALI requires disclosure under 
each prong.
   


C.  Cases

(K with interested director
1.  Cookies Food Products v. Lakes Warehouse (cb 116 (1988)) Herrig was a regular shareholder of Cookies and the owner of Lakes.  Cook entered into contract with Herrig with Lakes for the distribution of the barbecue sauce.  Sales increased dramatically, and about four years later Cook decided to sell his interest in Cookies.  Herrig bought enough shares to become to become a 53% owner.  Since then, Cookies has entered into an exclusive distributorship agreement with Lakes; Herrig took on an additional role in product development; replaced five Herrig took on an additional role in the product development; replaced five members of the board; the board approved two pay raises for Herrig. Issue:  Did Herrig breach his duty of loyalty by entering into self-dealing transactions? No -Safe Harbor -- A contract between a corporation and one of its directors with another entityin which there is a financial interest shall not be void as long as director has satisfied three prongs above.

([Partnerships]


2.  Meinhard v. Salmon (cb 683(1928)) Salmon leased property and entered into a joint venture with ( for the necessary funds.  Salmon paid the ( of the profits for the first five years and 50% per year after and retained the sole power to manage, lease and underlet the building.  With four months left, ( was approached by another party and they entered into a new lease, covering the whole tract.  Issue:  Whether Salmon owed 
Meinhard a duty of loyalty and should have
 
extended Meinhard an opportunity to get in on 
the deal. Held:  Partner is bound by his 
obligation to his copartners in such dealings 
not to separate his interest from theirs, but, if he acquires any benefit, to communicate it to them.
1).  Joint adventurers owe to one 
another, while the enterprise continues the finest duty of loyalty.

2).  The trouble about Salmon’s conduct is that he excluded his co-adventurer from any chance to compete, from any chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.

3).  The very fact tat Salmon was in control with exclusive powers charged him with more than duty of disclosure.

4).  Here the subject matter of the new lease was an extension and enlargement 
of the old one.

[Parent/subsidiary]

3.  Parent/Subsidiary Self-Dealing

a.  Self Dealing Occurs when the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from he subsidiary to the exclusion of, detriment to, the minority shareholders of the subsidiary.


c.   Case v. New York Central Railroad (cb 134, (1965)) [self dealing] Mahoning rented RR lines to NY Central who owns 80% of Mahoning.  A tax provision allowed companies where one owned 80% of another to file joint tax returns.  By using Central’s losses, Mahoning was relieved of paying nearly $4 million in taxes over three years that it would have paid otherwise.  Mahoning was able to keep $268K and returned the difference.

Mahoning shareholders claim that the Mahoning board, composed of all Central board members or employees but one, entered into this unfair deal just to benefit Central.


This self dealing did not violate the 



duty of loyalty

1). There has been no advantage obtained by the dominant group to the disadvantage of the subsidiary because Mahoning has shown no loss or disadvantage; 

     2)  The agreement should be looked 


at in terms of when it was 




executed--Mahoning knew 
that 



Central’s existence was necessary 



to its own.


3)Marks:  Look at this in terms of a three pronged test.  There was self dealing, so apply duty of loyalty.  Decision was not presented to disinterested directors or the shareholders of Mahoning, therefore it was up to Court to decide whether it is fair.


a).  Ideally you want a 




resulting deal as if the 



parties were dealing at arm’s 


length.  


b)In the absence of money 



being taken directly from the 


subsidiary, it is hard 
for 



the court to determine what an 


arm 
length’s deal would be.  


Here there is a benefit to 



both.  In a case such as 



this, courts have a hard time 


--clearly when one side gets 



nothing or the gain is so 



blatantly minimal it is a much 


easier case.

c)Its hard to be a minority SH b/c there are things the court may not be able to do to protect you b/c of limited competence to monitor transactions.  Can also be a pain for majority Shs.  w/o them there would be no fiduciary duty and majority could make all sorts of deals btwenn corps., just not pierce corporate veil.

d. Sinclair Oil v. Levien (cb 137 (1971)) [no self dealing] Sinclair owned 97% of Sinclair Venezuela and dominated the subsidiary’s board.  From 1960-66 Sinven declared excessive dividends, exceeding its earnings by 38 million. Where there is no evidence of self dealing the business judgment rule should apply.

1.  Business Judgment Test -- Absent fraud or gross overreaching, what the corporation does is o.k..  Here, this is the test to be applied, except as to the contract that Sinclair caused Sinven to enter into.  On this point, Sinclair failed to meet its burden.

2. Note:  This court kind of weird that incorporates “fairness” into the definition of self-dealing.


D. Corporate Opportunities 



1. A corporate manager cannot usurp corporate 


opportunities for his own benefit unless the 


corporation consents.



2. Slightly different from the traditional duty 


of loyalty case. At the outset you determine if 


there is a corporate opportunity



3.  Two Prong Analysis




a.  When is a business opportunity a 




corporate opportunity?



(Similarities by Jurisdiction





1)Corporate Connection




a)Came to director as director 




(by virture of office)






b)If offered to corp, corp. has 





right






c)Developed with corporate 






resources



**If you can prove 1 of these 3, then no 



matter what, it is a corporate 





opportunity. All other concerns eliminated.



END OF ANALYSIS!!!


**If not, then decide which test to 




apply.(Generally, the arguments made indicate 


where applicable).




(Available Tests (Vary by Jurisdiction)




1)Line of Business Test 






a)Looks at what the corp. does.  If 




the new project is funtionally 





related (competitive or synergistic 




overlap)to the corporations 






existing or anticipated business, 





the manager MUST obtain corporate 





consent before doing it.






b)Sweeps a lot in to get heightened 




scrutiny





c)Used by publicly held corps.




2)Interest or Expectancy (Berg)




a)Used by closely held corps.Idea 




is that small entrepeneur should be 



able to do things on his own.






b)Fiduciary may not harm, compete 





with or take advantage of his 





beneficiaries.






c)Theory is that legal interest or 




something close to it or expectancy 




or close to it [i.e. Meinhard:  





lease; corp. already has staked a 





claim in the lease]






d)Occurs where director takes some 




opportunity that corp. was set up 





to take. Something essential to 





corp, not just something corp. was 




making money from.




3)Fairness



4)MN Test (2 prongs)





a)Line of business





b)Fairness




   (Cases


1) Rapistan Corporation v. Michaels (cb 175 (1994)) - Lier Siegler Holdings owned Lier Siegler and subsidiaries which included Rapistan.  Michaels, Tilton, and O’Neill were all part of Rapistan’s management.  The three resigned their positions, and the next day took a job at Alvey Holdings, owned by Raebarn, Corporation.




a) Rapistan claims:  The three 



employees misappropriated a 




Rapistan corporate opportunity.




b).  Michaels, et al claim:  They 



learned that Alvey was for sale in 


their individual capacities, that 



the acquisition of Alvey was not 



essential to Rapistan, and there 



had not been significant Rapistan 



money ventured into the deal.




c)Held:  Where a fiduciary uses 



“hard” corporate assets [may be 



soft as well] to develop a business 


opportunity, the fiduciary is 



estopped from denying that the 



resulting opportunity belongs to 



the corporation even if the 




corporation could not feasibly 



pursue the opportunity or it had no 


expectancy in the project.


(Here, minimal corporate assets 
were used, the Alvey opportunity 
was not essential to Rapistan, and 
neither did they have expectancy.

[see outline for Guth and Guth Corollary]


2.  Burg v. Horn (cb 179 (1967)) - Burg and Horn were the sole shareholders of Darand Realty which owned and operated apartments.  Horn was also involved with other real estate dealings on his own.  From 1953 until 1963, nine similar properties were purchased by the Horns, while at the same time Durand purchase three.


a)Burg claims:  Horns purchases were corporate opportunities for Darand and he therefore breached his duty to Darand.


b)Held:  There was no evidence that the properties were offered to or sought by Darand, or were presented to Horn in his capacity as a director of Darand, therefore Horn did nothing wrong in buying them on his own.



c).  Here, the court thought the 


line of business test was too 


broad, thus wanted to take it by a 

case by case basis and examine the 

circumstances surrounding the 


corporation.



b. If you have found a corporate opportunity, 

what do you do with it?




a)Irving Trust Doctrine [Hardline,min.] 




 [“Incapacity is no defense”]






1)If its a corporate opportunity, 





it belongs to the corporation.  If 




the corp. can’t have it, neither 





can the director.


2)  Marks:  This absolute rule is not followed by a lot of courts.  However, the rigid requirement that directors simply cannot take advantage of corporate opportunities has the advantage of making it easier on the courts.  Incapacity defense is the majority rule:  it is just tricky to know when the best efforts were made by the directors.





b)ALI §5.05 (a):  [Majority]



A director may not take advantage of a 


corporate opportunity unless:


(1) The director first offers the 
opportunity to the corporation;


(2) The corporate opportunity is 
rejected by the corporation, and


(3) Either

(A) The rejection is fair to the 
corporation;


(B) The opportunity is rejected in 
advance, after disclosure to 
disinterested directors, in a 
manner that satisfies the standards 
of the business judgment rule or


(C) The rejection is authorized in 
advance or ratified by 
disinterested shareholders.




c. Cases


1). Irving Trust v. Deutsh (cb 168 (1934)) - Deutsh was a director of Acoustic Corporation, and was authorized to buy stock in DeForest Corporation so that the parent could use the patent owned by DeForest.  Acoustic did not have enough money to buy the capital of the stock, so Deutsch and others bought the stock themselves and profited on its subsequent sale.Held:   If a director were allowed to use corporate incapacity as an excuse for taking advantage of corporate opportunity, that would reduce the likelihood that the director would always attempt to act in the best interests of the corporation.

XIX.  SHAREHOLDERS SUITS


A.  Generally -- Shareholders who believe that those in 
control of the corporation have managed it unwisely 
have a number of alternatives:


a.  Seek to persuade management to modify its 
policies.


b.  Seek to persuade a sufficient number of other 
shareholders to elect new directors.


c.  Sell their shares.


d.  Lawsuit - shareholders conclude that those who 
control the corporation have violated certain 
legal obligations.


1.  Indirectly affected - charge that 
directors or officers have breached their 
fiduciary duties.


2.  Shareholders injury derives from fact 
that alleged misconduct has reduced the value 
of the corporate assets.


3.  Shareholder derivative suit -- allows a 
shareholder to bring a secondary action on 
behalf of the corporation in contrast to a 
direct action where the shareholder asserts 
his own rights.


a.  Concern about strike suits - where 
the motivation  is for personal gain 
forcing the private settlement as 
opposed to the potentially larger 
liability of a verdict.


b.  PROCEDURES:


1.  Internal remedies must be 
exhausted first.


2.  Demand on management itself 
undertake the suit is prerequisite.


B.  Requirements to Bring a Shareholder suit


  **Always refer to 1)challenged transaction 2)to sue


1.  All jurisdictions require demand unless 



excused.  Therefore, argument becomes either




a.  Demand was made




1) Was demand refused, denied? 




a)DELAWARE: [Levine] BJR;  If you 



demand, you conced 






disinterestedness of board and ct. 


will defer to it. DEMAND LOSES CASE 


IN DELAWARE!! Virtually no 




scrutiny, Court seems to be saying 


that the board deserves some 




protection.  Thus, disinterested 



board + Reasonable investigation = 


business judgment rule.





(Cases


Levine v. Smith (cb 790 (1991)) - Each of these derivative suits challenging GM’s repurchase from Perot, then GM largest SH and those of Perot’s closest shareholders.  An outside committee consisting of three outside non-management directors approved the transaction.  Levine demanded a rescission of the transaction, and the Board voted that legal action would not be in the best interest of the corporation.



1)Where a shareholder 
plaintiff makes a demand on a 
board before filing suit, he 
tacitly concedes the 
independence of a 
majority 
of the board to respond.  



2)The only issues to be raised 
are the good faith and 
reasonableness of the 
investigation.  (Then ask 
whether the board acted on an 
informed basis in rejecting 
Levine’s demand.)





   [Majority]






b)JUDICIAL SCRUTINY [Zapata,Alford]






1)Disinterestedness of board 






at time of demand







2)Merits of case (Fairness; BJ 





of ct.)


 Zapata Corporation v. Maldonado (cb 795 (1981)) - Maldonado instituted a derivative action in the Court of Chancery on behalf of Zapata against ten officers alleging breaches of fiduciary duty.  Maldonado alleging demand futility, commenced action in the United States District Court.


The Board created an Independent Investigation Committee composed of two new directors to investigate Maldonado’s actions.  The Committee’s findings were to be unreviewable by the Board, and they found that these suits would be “inimical to the Company’s best interests.”





1)After independent committee 



makes objective and thorough 




investigation and files 





pretrial motion to dismiss the 



Court will apply a two-step 




analysis:





a.  The corporation 




should have the burden of 



proving independence, 




good faith and 





reasonableness.





b.  The court should 




determine, using its own 



business judgment, 





whether the motion should 



be granted.

Rationale:

a.  Board decision to cause a derivative suit to be dismissed as detrimental to the company, after demand has been made and refused will be respected unless it was wrongful.


b.  Under Delaware statute Section 141(c) allows a board to delegate all of its authority to a committee.




c.  Demand is excused, thus 



must be mindful that the 



directors are passing judgment 


on other directors.






c)Special Litig. Committees[Alford]







1)Three Approaches

(Auerbach: [most deference] -- If they’ve done their homework, BJR kicks in using rational basis test.  Gets rid of most cases but there is a danger of throwing the baby out with the bathwater.



(Zapata:[middle ground]



 Court will apply a two-step 


 analysis:



a.  The corporation 


should have the burden of 

proving independence, 


good faith and 



reasonableness.



b.  The court should 


determine, using its own 

business judgment, 



whether the motion should 

be granted.


(Miller [least deference]  NO deference, ct. appoints a speical panel.  Directors charged with misconduct are prohibited from participating in the selection of special litigation committees.


2)Marks feels courts are moving away from Auerbach and toward Zapata.  Moving toward universal requirements and judicial scrutiny on demand refused cases.


3) Alford v. Shaw (cb 803 (1987)) - In response to charges of mismanagement by minority shareholders, the board of All American voted to appoint a committee to conduct an investigation.  Two disinterested outsiders were elected to board membership and were designated as a special investigative committee.  Committee recommended that a majority of claims be dismissed with prejudice and the two remaining claims be settled.Modified Zapata rule, where court approval will be required for disposition of all derivative suits, even where the directors are not charged with fraud or self-dealing.



EXAMPLE:






Suppose members are charged with 





misconduct.  Look to 2 new members.  




Delegate pwr. to them to 






investigate.  Refused demands and 





go to ct. How does it come out?





Under:






1)Auerbach: BJR, case dismissed






2)Zapata: disinterested, but not 





enough, Ct. will hear args. and 





decide if its in interests of corp.






3)Miller:  No deference to 






commission selected by directors 





charged with wrongdoing.  Either go 




to court to decide on merits or 





apply for independent review panel.





EXAMPLE:






If there is a self-dealing 






transaction and suit is brought by 




SH against certain directors.  When 




suit is brought, however, most all 




directors are new.  Elect committee 




now.  Could argue that Miller does 




not apply b/c new directors 






appointed the committee. Therefore, 




court has choice of BJR or Zapata.





  [Marks does not know how this would 




  come out b/c its never happened]





b.  No demand was made and here is why




1) Is demand excused? [Aronson]






a)Is there any liklihood that board 




would take corrective action?






b)Was majority of board 







personally involved in challenged 





transaction?(did they pocket 






anything?)


c)Does shareholder have a strong 
case?






d)DELAWARE  [high hurdle]







1)Is majority of directors 






disinterested? [incapable or 






not]







2)Is tranaction likely to 






receive protection of 







BJR?[likely to win in court?]






(Application:  If disinterested, 





let board make it.  If not, what 





about BJR? No BJR if:







1)Interested at time of 







transaction. [Interested in 






terms of bringing 








suit(directors being (s, or 






directors having participated 





in decision of transaction 






when carried out.] 





e.  CASES





(Aronson v. Lewis (cb 779 (1984)) - 



( stockholder of Meyers brought 




deriv. suit challenging the 





validity of transactions between 




Meyers and Fink, a 47% shareholder 



in the corporation.  Fink was pd 




for consulting services etc.  





( argues demand FUTILE b/c





1)Transactions have “no valid 



business purpose,”; “waste of 



corporate assets”; Because of 



Finks advanced age cannot  be 



expected to add any value;  


Held:  Where officers and directors are under an influence which sterilizes their discretion, they cannot be considered proper persons to conduct litigation on behalf of the corporation.




1)  Court of Chancery must 



decide that: (2 Prongs)



1.  the directors are 



disinterested and 




independent.




2.  The challenged 




transaction was otherwise 


the product of a valid 



exercise of business 



judgment.


2) But, in the demand futile context, a plaintiff charging domination must allege particularized facts manifesting a direction of corporate conduct in such a way as to comport with the interests of the corporations doing the controlling.
2.  Demand requirement
a.  Demand requirement insures that stockholders first exhaust intracorporate remedies and avoid strike suits.

b.  Function of business judgment rule plays significant role in derivative action.

1.  Addressing a demand.

2.  Determination of demand futility.

3.  Efforts by independent directors to dismiss action as inimical to corporation’s best interest.

c.  Protections of demand requirement - can only be claimed by disinterested directors whose conduct otherwise meets the test for business judgment.
d.  To invoke rule’s protection - Prior to making a business decision, directors have duty of informing themselves of all material information reasonably available to them.

e.  Mere threat of personal liability not enough; stock ownership not enough.

X.  VOTING

A.  Shareholders generally do not have much say


B.  Theories



1.  Berle & Means: [Ownership & control separated]



a.  Corporate design creates inability of SH 


to control mgmt.



b.  Economically, SH has little incentive.  


Tendency for SH is to sell if it doesn’t like 

it.  Mgmt. therefore, basically does what it 

wants. 





1)Example: If SH is small, 1/10 of 




corp and deal is for $100K, SH has $10K 



(1/10 of total deal).  






a)not enough to fund proxy contest






b)RATIONAL APATHY:  Why risk this 





much money.  Not worth spending so 




much if return is going to be so 





small.


C.  Occasionally, there will be a proxy contest 


    initiated by:



1.  Those with sufficient shares



2.  Those in disagreement with current mgmt. 



3.  Rosenfeld:  Proxy contest.  Dissidents 



proposing a new board.  Soliciting proxies from SH 

collecting enough to defeat incumbents.  Corp. is 

paying for  both sides and want recovery back into 

treasury.  Ct held:




a. Corporation had authority to pay expenses





1.  Good faith





2.  Policy arg.--direction of company






a)i.e. cannot be a fight for power, 




who is and who isn’t on payroll]





b)easy hurdle to jump




b.  Most battles of this sort are for the 



direction of the company.  Here, dissidents 



won--this is a rarety.  




c.  Both sides got expenses paid. 





1. Mgmt. pays proxy





2. Dissident pays for challenge.

 


[Tilts process in mgmt. favor.]


D.  Voting Example


[SH owns 100 shares and must elect 5 directors.  How 

can he distribute votes?]


1

2

3

4

5

6

A
100

100

120

500

60

100

B


80

80



100

100

C
100

80

60



60

100

D
100

80

60



60

100

E


80

60



60

100

F
100

40

60





100

G
100

40

60





H




1. Straight Voting:  



a. Each share = 1 vote for each director



b. Practical impact is that majority takes all. 



c. In above example, straight voting is ok 



in #s 1,2,5.


2. Cumulative Voting


a. Can cast all votes for a single director or 


spread them out.



c. Practical impact is that it really does not do 

much, but it does allow for minority 




representation.




1)Example: (three directors to elect)  





100Shs (maj)--300 votes





90 Shs (min)--270 votes





Maj. Directors--ABC





Min. Directors--XYZ





  [Minority Directors]







XYZ

XY**      X**




ABC

ABC

AXY

ABX



[Majority
  
Dirs]
    *AB

ABX

ABX

ABX




A

AXY

AXY

AX?

*Gets 2 on the board
    **Guarantees position
XI.  DISCLOSURE DUTIES


A.  Securities regulation was originally intended to 
give the Securities Exchange Commission power to 
prevent fraud; however, it has turned into a huge tool 
for private actions.


1.  Private right of action in which injured 
parties may sue for recovery of damages



2.  Action by SEC to sue civily--fines, injunction



3.  Prosecuted by DOJ [federally]

B.  Statutes


1.  Section 10.  Regulation of the use of 
manipulative and deceptive devices.  It shall be 
unlawful for any person, directly or indirectly, 
by the use of any means or instrumentalities of 
interstate commerce or of the mails, or of any 
facility of any national securities exchange . . .

(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate to the public interest or for the protection of investors.


2.  Rule 10b-5.  Employment of manipulative and 
deceptive devices.  It shall be unlawful for any 
person, directly or indirectly, by the use of any 
means or instrumentality of interstate commerce, 
or of the mails, or use of any facility of any 
national securities exchange,

(1) to employ any device, scheme, or artifice to defraud

(2) to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

(3) to engage in any act, practice, or course of business which operates or would operate as fraud or deceit upon any person, in connection with the purchase or sale of any security.


C. Elements of a 10b-5 Action


1.  Bad Act




a. Misstatement  [Basic]





1.Statement + False


2. Basic, Incorp. v. Levinson  (cb 326 (1988)) - The directors of Basic entered into merger negotiations with another corporation.  Three time the board denied rumors of the negotiations.  Basic finally announced the merger, and Levinson, a shareholder who had sold between the first denial and the official announcement, brought a 10b-5 action.


1. “Silence, absent a duty to disclose, is not misleading.”    Court does not really say that there is a duty to disclose this material information; just that if the corporation chooses to disclose, there is a duty not to lie. Next step in the inquiry is whether there is a duty.






2.  Federal cts. usually interpret 




no duty to diclose decisions as 





held to the BJR which is the 






functional equivalent of no duty 





b/c there is no scrutiny.







a. Cts. aren’t bound by BJR







b. See it as corp. decision to 





be upset only if its wacko.







c. If ct. wants to upset 






decision, must:








1). Find some authority 







that carries w/ it a duty 






to disclose (ie. statute)








2)Examples









a)insider trading









b)w/hldg of info in 







corp. report




b. Omission [Financial Industrial]





1.Duty + Failure to disclose





2.Texas Gulf No generalized duty to 




disclose facts, even if material ones if 



mgmt. chooses not to disclose for 





corporate purpose. If so, BJR kicks 




in. BUT if you say it, it must be 





true (if material??)




3. Financial Industrial Fund v. McDonnell Douglas (cb 322 (1973)) - The plaintiff, a mutual fund bought shares of McDonnell Douglas two days before the company announced a sharp earnings decline. 
The decision of officers or directors, and the corporate decision of the defendant to issue an earnings statement on other than the customary date for such statements, and the time of such statement was discretionary.




c.Deceptive Conduct


1. [Deceptive conduct required]-


Santa Fe Industries v. Green (cb 423 (1977)) Santa Fe acquired 95% of the shares in Kirby lumber.  Pursuant to state merger laws, Santa Fe merged Kirby into a new corporation specifically to eliminate minority shareholders.  The state statute allowed such a merger without notice or a vote as long as the controlling company owns more than 90% of the stock.  Shares were offered at $150 per share after the directors had determined that they had a market value of $125 per share.  Plaintiff alleges that they were worth $772 based upon the physical assets of the corporation.  Here, there was no deceptive conduct.Held:  Rule 10(b) only covers manipulation and deception that goes to breaching a fiduciary duty, not simple substantive unfairness where all facts are known to the injured party.


a)Marks:  10(b) does not cover what happened here.  Plaintiffs have to go to state court.  The thrust of the securities is to “get the information out there” and that has been done here, no matter how unfair the result.




2.  [Breach of duty of loyalty + 





purchase/sale of securities = deception 



and 10b-5 kicks in]


Goldberg v. Meridor (cb 428) 1977)) - Maritimecor owned a majority of UGO.  UGO announced an issuance of additional stock to Maritimecor, and stated that the issuance would be beneficial to UGO.  Shareholders claim:  The statements made by UGO were untrue and the issuance was made for inadequate consideration.




Whether misleading statements made by 



management to minority shareholders give 


rise to a 10b-5 action.  





a)Key:  To what degree should the 




knowledge of officers and directors 



be attributed to the corporation, 




thereby negating the element of 




deception.


b)Held:  There is deception of the corporation when the corporation is influenced by its controlling (interested) shareholders to engage in a transaction adverse to the minority shareholders’ interests and there are misleading statements made as to the material facts of the transaction.


c) Materiality -- Would the undisclosed facts have assumed actual significance in the deliberations of reasonable and disinterested directors . . . 





d)Reliance:  The shareholders could 



have brought a duty of loyalty suit 



to enjoin the transaction.


e).  Marks:  How is this different from Santa Fe?  Seems similar:  Santa Fe said the shares were worth 150 while analysis of all information showed it was worth much higher.  Here, they said this was a good deal, while perhaps the analysis of all information would have shown it was a bad deal.  Court here wants company to say “this is unfair, but we are going to do it anyway.”  Equivalent of Santa Fe saying “it is really worth 700, but we are going to give you 150.”


3.  Maldonado v. Flynn - Where disinterested directors approved the transaction there is no grounds for a 10b-5 action.  This makes the standard for a violation of 10b-5 kind of like the duty of loyalty test.


1.  Where approval by shareholders not necessary, disclosure to disinterested board is equivalent to disclosure to shareholders.




4.  Result of Santa Fe, Goldberg and 



Maldonado:




1.  Is transaction required by law 


to be disclosed to the 





shareholders?  If no, then 




disclosure to disinterested 




directors is sufficient.




2.  If either disclosure is 




required to shareholders, or it is 


not required but there was no 



disclosure made to disinterested 



directors, then were the 




shareholders given full disclosure 


of information?  If no, then 10b-5 


action exists.




a.  Santa Fe -- Full 




disclosure.




b.  Goldberg -- Not aware of 



everything.  Knew that the 



parent was buying shares, but 


not that inadequate 




consideration being given.




3.  In court the directors can 



defend by saying that the price was 


fair.  If that is the case, then 



there was no failure to disclose 



because a reasonable shareholder 



would not demand to know such 



information.


2.  Materiality  [Basic]




a. Rule:  A fact is material if there is a 



substantial likelihood that a reasonable 



investor would find it important in making an 


investment decision.




b. Test: probability and magnitude





1)Gut call





2)No real brightline like agmt. in 




principle test offers
 
c.Basic, Incorp. v. Levinson  (cb 326 (1988)) The directors of Basic entered into merger negotiations with another corporation.  Three time the board denied rumors of the negotiations.  Basic finally announced the merger, and Levinson, a shareholder who had sold between the first denial and the official announcement, brought a 10b-5 action. Held:  A fact is “material” for purposes of securities laws if its nature is such that a reasonable investor will find it significant with the totality of the circumstances used in arriving at an investment decision.



3.  Standing [Blue Chip]



a. Must be either Purchaser or Seller


b. Blue Chip Stamps v. Manor Drug Stores (cb 362 (1975)) - The government filed an antitrust action against Blue Chip, and as part of the decree, Blue Chip was required to offer its stock to all current and former users of its stamps.  Manor Drug decided not to purchase stock because the prospectus seemed too pessimistic.


1.  Where there has been no purchase or sale of securities, a party does not have the standing to sue under 10b-5.  The Act was drafted to prevent companies from inducing individuals to buy, not keep companies from telling people not to buy.


2.  The words of the statute are pretty clear: “in connection with the purchase or sale of securities.”  Congress should change the language of the statute if it wants to expand standing.


3.  There could be tons of frivolous lawsuits saying that they would have bought had the prospectus been worded more favorably to actually reflect the value of the company.


4.  Marks:  You could potentially interpret this statute broadly to include the plaintiff within the language of the statute.  Especially give the facts here; it is a very unusual scenario:  defendant forced to sell where they do not want to.  So the danger the statute was meant to prevent is present -- fraud. [Very Bright Line Rule]


4.  Causation




a.  Reliance




1)Omission: ( gets rebuttable 




presumption of reliance [Affiliated Ute]



2)Misstatement: ( must prove reliance 



on misstatement [Basic]





a)( received stmt.





b)( read stmt.





c)( acted on information


3) Affiliated Ute Citizens v. US (cb 388 (1972)) - The Ute Distribution Corporation was established by the government to manage assets of descendants of the tribe.  Pure and mixed blood members all received shares.  Mixed blood shareholders first had to give first right of refusal to tribal members.  Gale & Holsem were bank employees and solicited sales from mixed-blood members without disclosing non-tribal members were trading at a higher price that what they were offering.


1)Where the issue is a failure to disclose, there need not be positive proof of reliance; all that is required is that the withheld facts be material in the sense that a reasonable investor might have considered them important in making the decision.




 
4.  Basic, Incorp. v. Levinson  (cb 390 



(1988)) When material information is 




disseminated and share are traded on the 



market, can reliance be presumed?




Because misinformation is reflected in 



the price of the stock, the 





misinformation is incor
porated into 



the transaction, which is a sufficient 



causal to link to justify the 




presumption that parties relied on the 



information.


1)Fraud on the Market Theory -- In an open and developed market, the price of a company’s stock is determined by the available material information regarding a company and its business.  If a corporation makes a misrepresentation, this will effect the market price.  Therefore, misleading information will defraud purchasers of stock even if the purchasers do not directly rely on the misstatements; the purchasers are relying on a price that represents the seller’s information.


(Rebuttable presumption -- Defendant can show that the plaintiff would have bought or sold the shares anyway.  Defendant can show that the stock price would have been the same regardless.

2).  Three Types of Fraud on the Market Theory:


a.  Weak Version - Technical analysis of what the market will do at a particular time is not accurate because the market changes so quickly.  All past information is incorporated into the stock price as well as past patterns.


b.  Semi-strong Version -- All public information is already incorporated into the stock price.  The fundamental analysis does not work because the stock prices already reflect this information.


c.  Strong Version -- Because public and private information is included in the stock price already, it is impossible to think that they have “inside information” that no one else is privy to.


Marks:  Remember that fraud on the market theory applies to class actions also.  How can a defendant rebut reliance when he has tons of people going against him?  Maybe point to the character of the misrepresentation and say “there is no way that someone could have relied on this.”  Standard:  “Any showing that severs the link between the alleged misrepresentation and either the price received by the plaintiff, or a decision to trade at a fair price . . . .”




5)Litton [Transaction v. loss causation]





Friendly take over bid for Itek, Levine 



stands to make lots of $ by buying up 




shares.  ( argues that this drove price 



up and client had to pay more than would 



have had to absent insider trading.  




Question is whether giving the plaintiff 



the presumption would have made a 





difference. (loss causation)





EX.  Seller lies to B about age of 




car.  Based on this fact, B buys 





it.  Relied b/c wouldnt have bought 




it if knew age BUT later found it 





to be a vintage car.





-transaction causation--YES







-loss causation--NO







(even with transaction 







causation nothing is lost)


Here, presumption not given.  Ct. limited itself to the facts available.  Evidenc was accessible b/c small #s were involved.  This is the board making the decision.  Would be harder if whole mass of shs were involved in terms of evidence gathering.  May, therefore, give presumption in other cases where it was not given here.

5.  Mental State/Scienter




a.  Must have specific intent [Ernst]





1)Negligence is not enough





2)Recklessness is left open (407 n#1)





Some circuits says it is sufficient, 




others say it is too close to 





negligence.

b. Ernst & Ernst v. Hochfelder (cb 401 (1976)) - From 1946 to 1967 First Securities retained Ernst & Ernst to do audits of the firm’s books.  In 1968 it was discovered that First Securities had committed fraud by putting investors in non-existent escrow accounts.Hochfelder claims that Ernst should have discovered the fraud during its audits of the firm.


1)The language of 10b-5 shows congressional intent not to allow negligence to be sufficient for a cause of action: “any manipulative or deceptive device or contrivance” requires that the defendant act with intent to deceive, manipulate, or defraud.



6.  Damages  [Mitchell]




a.  Example:




    CEO makes
  CEO announces 
CEO buys      Judgment




      + mistmt.
  neg. correction
at $2






      at $100

  “earnings bad”



50----/----/-------/-2-wks.-------/---------10






( buys 

$20-$25






at $50

avg. $22








  mth



b.  Theories available to court





1)Expectation





a)not used in securites cases






b)simplest measure






c)$100 expected-$10value= $90/SH 






2)Out of Pocket





a)look at value post correction to 




determine value at time of 






purchase. To figure out value, look 




at mkt price after correction and 





take the average.






b)Purchase:  
price-value






  Sale:

Value-price






c)$50-$22=$28x1000sh=$28,000 

 



3)Recission





a)looks at judgment and says “undo 




deal”--gives ( enough money to buy 




the share now or if bought too 





high, gives ( money to buy for the 




excess spent.






b)Price on date of purchase/sale -





price on day of judgment






c)In example, ( started w/$50 in 





his pocket and therefore should end 




up with $50 in his pocket.  He now 




has $10.






$50-$10=$40x1000sh=$40,000






c)If he had sold at $8/sh before 





judgment, the court would award





$42,000.






$50-$8=$42x1000sh=$42,000  





4)Restitution





a)looks to hammer (





b)Insider sold at $50 and bought 





shares back at $2.  He made $48,000 




and still has the same number of 





shares. Court may order $48,000 





restitution.





5)Cover  [Mitchell]


a)recission up to a point--not going to give ( anything beyond the time when the correction was made.  Court picks arbitary time during which ( should have gone in and repurchased. Court then picks the highest or lowest day in which ( should have gone in and covered depending on whether it was a sale or a purchase. 







1)Seller: Price on day of 






purchase/sale-price at which 






was bought or sold.







2)Buyer: Price at which bought 





or sold-lowest?






b)allows for period during which 





or can protect himself from any 




   
gains and losses in market.  


c)( bought at $50, correction was made, stock sold at $20-25.  Option exists, can stay in or get out.  If you stay in and decision was a bad one, no compensation, too bad so sad, you chalk it up to bad judgment.  Doesn’t have to be timed perfectly, but if you got out during the two week period, the worst you could have done was $20 ( court gives $30,000.  Anything after that point is simple bad luck.






d)post correction period as 






calculated is a gut call

c.  Mitchell v. Texas Gulf Sulphur (cb 409 (1971)) - Texas discovered ore rich land and managed to purchase it.  Word leaked out, and major newspapers printed news of the strike.  Texas then made a press release downplaying the discovery on April 12.  Based on the press release, Mitchell and others sold between April 17&21.  On April 16, Texas held a press conference disclosing the actual magnitude of their discovery.

Held:  Although Texas made a material misrepresentation on April 12, plaintiffs should not be able to collect damages on the statement indefinitely;  damages only extend to the point where a reasonable investor would have become informed of the press release that disclosed the truth.




Reliance:  “By April 20, the diligent 



and reasonable investor was informed of 


the most recent statement.”

SUMMARY

	Damages
	Purchaser
	Seller

	1.  Out of Pocket
	P - P (post correction average)
	P (post correction average) - P

	2.  Rescission
	P - P (judgment)
	P (judgment) - P 

	3.  Cover
	P - P (minimum in p.c. period)
	P (minimum in p.c. period) - P

	4.  Restitution
	P (D sold) - P (D bought back)
	P (D bought) - P (D sold)



D.  AIDING AND ABETTING 



1.  NO aider/abetter liability  [Central Bank]



2.  HOOK is that you still may be able to find 


primary liability by arguing that (  is a primary 


violator.




a.  If intent is clear, case is easy




b.  Accountants/attys. aren’t automatically 



off the hook--if they are reckless in 




auditing someone’s fraudulently kept books, 



or if made stmts. themselves, then some 



courts say liable, others say not liable.




c. Courts ususally use “active participation” 


to determine type of liability.  Where 




primarily liable, usually recklessness is 



sufficient.



3.  SEC can bring aider/abettor cases


4.  Central Bank v. First Interstate (cb 432 (1994)) - The public housing authority issued bonds secured by landowner assessment liens in 1986.  The bond covenants required that the land subject to the liens would be worth about 160% of outstanding principle and interest.  AmWest was to provide Central Bank with update appraisal values of the land.  In 1988, a bond underwriter said that the 160% test was not being met.  Central Bank’s in-house appraiser then decided that the values of the land were overly optimistic.  Central Bank decided to delay independent review of the appraisal for six months, in which time the Authority defaulted on the bonds.


a.Bond Purchasers Claims:  Central Bank as the trustee of the bonds failed to get an outside appraisal of the land values and therefore aided and abetted the Housing Authorities deception that the land was worth 160% of the outstanding principle and interest.


b.Issue:  Whether 10b-5 liability extends to those who do not actually engage in the fraud or manipulation, but through their actions (or lack thereof) aid and abet the deception.


c.Held:  Because the language of 10(b) does not mention aiding and abetting, there is no liability for those who do not actually engage in the fraud or the deception.


d.Note:  This does not mean that secondary parties are always free from liability under the securities acts.  If a secondary party employs a deceptive device on which a primary party relies, that secondary party can be considered primarily liable.


5.  Marks:  In December 1995, the SEC added a provision that there is an aiding and abetting liability for SEC enforcement actions, but still not for private actions like Central Bank.


a. Forward Looking Statements -- There are three ways that a company can get out of liability for making predictions.  Provides a huge safe harbor from 10b-5 liability.


1).  Surrounding Cautionary language


2).  Statements were immaterial.


3).  Plaintiff has to prove that 


defendant knew what they were talking 
about.
XII.  INSIDER TRADING


A. Arguments for and against regulation.


1.  Pro Insider Trading Regulation

a.  Unfair to the person on the other side of 
the transaction.


b.  Enhances market efficiency by pointing 
the market in the right direction.


c.  Too costly to prohibit.


d.  If it were harmful, corporations would 
have taken steps on their own to prohibit it.


e.  Useful system of compensation that 
rewards entrepreneurs.


2.  Against Insider Trading Regulation

a.  Harm to the corporation (Info, 
reputation, decisionmaking)


b.  Allocational efficiency and injury of 
delay (cost of capital does not reflect true 
risks and prospects)


c.  Investor Injury - Insider’s purchase 
preempts a purchase that some other purchaser 
would have made.

B.  Who can be held liable?


  [Cady Roberts--core case]



1.  Was there a pre-existing fiduciary duty? 

  
(In the Matter of Cady Roberts & Co. [duty present](cb 437(1961)) - Cowdin, a director of Curtiss-Wright Corp who was also associated with Cady, Roberts attended a Curtiss-Wright Board meeting.  At the meeting, the board decided to cut the dividend.   Cowden left the board room and immediately called Gintel, a Cady, Roberts partner.   The firm immediately sold the Curtiss-Wright stock of the customers in the accounts of its customers and sold short. Held: 10b-5 antifraud liability extends beyond officers, directors and controlling shareholders.  The obligation to refrain from fraud rests on two principal elements:


1.  The existence of a relationship giving access, directly or indirectly, to information intended only to be used for a corporate purpose and not for the personal benefit of anyone.


2.  The inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.
Rationale:

1.  One of the major purposes of securities acts is the prevention of fraud, manipulation or deception in connection with securities transactions.

2.  Insiders must disclose material facts which are known by them by virtue of their position but which are not known to persons that they deal with.



3.  If disclosure is unrealistic, then 


the alternative is to forego the 



transaction.

2.  If no duty to corp. or shareholders, no liability [Chiarella] unless

 (Chiarella v. United States (cb 455 (1980))[no duty] - An employee of a financial printer was criminally prosecuted for using information gained from his employment to trade in the target for target corporations.  Held:  Rule 10b-5’s obligations to “disclose or abstain” arose only when there was a fiduciary duty owed to the corporation or its shareholders. The argument was that Chiarella owed no duty to the targets shareholders.  




a)Didn’t prosecute on misappropriation theory 


therefore could not use it at this level.



a.  Tippee Liability [Dirks]





1.Was tipper an insider?





2.If yes, did he breach his duty to the 



Shs by disclosing the information from 




the tippee?





3.Did the tippee know or should he have 



known there was a breach?


( Dirks v. Securities Exchange Commission (cb 445 (1983)) - Secrist, a former officer of Equity Funding, told Dirks, the officer of a brokerage firm, that the assets of Equity were overstated due to fraudulent practices within the company.  Dirks corroborated the fraud via an independent investigation, and tried to get the Wall Street Journal to publish a story about it, but they declined.  Dirks then told some clients and investors who sold their interest in Equity.  Breakdown:  Secrist = Insider & Tipper; Dirks = Tippee & Tipper; Traders = Secondary Tippees.





1) Insider’s breach:  Was the 




breach for personal gain?  Violate 



Cady, Roberts duty.  Therefore, did 



Secrist gain from Dirks action?





2) This case creates a wall between 



legitimate securities analysis and 



tippee liability.  Do not want to 




discourage securities brokers from 



doing their jobs.




b.  Misappropriation Theory



[Carpenter,O’Hagen]





1.  Was information stolen?





2.  Did ( trade on it?




c.  Temporary Insiders





1.  Example:  Father is CEO and 





consulted regularly with son regarding 




business.  Son prosecuted as temporary 




insider.

5.  Misappropriation Theory:

a.  Carpenter v. United States (cb 457 (1987)) - Winans wrote for the Wall Street Jouran.  The Journal required strict pre-publication confidentiality.  Winans developed a scheme to tip associates as to publication contents.

1.  Issue:  Whether Winans misappropriated property in violation of federal mail and wire fraud laws.

2.  Held:  A person who acquires special knowledge or information by virue of a confidential or fiduciary relationship with another cannot exploit that knowledge for his own profit.

3.  Note:  Winans also convicted under 10 (b), but the court evenly split on the issue, so they had to decide it on the mail and wire fraud theory.

4.  Marks:  Do not need any kind of duties to sahreholders under this theory, just “you traded on the information and it was wrong to do that.”  As long as you breach a duty to someone.  Misappropriation theory much braoder than traditional liability.  If you have traditional 10b-5 liability, there will also be misappropriation, but if you have misappropriation does not follow that have traditional 10b-5 liability.

5.  Rule 14e-3 -- Response to Chiarella.  Prohibits any person in possession of material nonpublic information about a tender offer from trading in securities affected by the offer without disclosing the information, and from communicating such information to other who do not need to know it.

a.  United States v. Chestman (cb 461 (1991)) - Loeb was a client of Chestman, a stockbroker.  It was known to Chestman that Loeb’s wife was the niece of William Waldbaum, the president and controlling shareholder of Waldbaum, Inc.  Waldbaum decided to sell his controlling share to A&P; he told his children and Loeb’s mother-in-law about the coming transaction, cautioning them all of them not to discuss it.  Waldbaum’s sister told her daughter who then told her husband Loeb.  Despite being cautioned not to tell, Loeb called Chestman and told him the next day.  Chestman bought Waldbaum shares for his own account and for some clients.

1.  14e-3 Issue:  Whether Chestman knew or should have reason to know that the information he traded on had been acquired “directly or indirectly” by an insider whether acquirer or acquiree.

a.  The answer is yes; the court’s inquiry was actually whether the SEC had the authority to pass the statute.  The court found that it did.

2.  10b-5 issue:  Because there was not a fiduciary relationship between Loeb and the Waldbaum family, Chestman does not have derivative type liability.

a.  Why not a fiduciary relationship?  May be the wall idea so not to discourage investors from gaining information.

3.  Marks:  Congress passed §20 A which pretty much allows anyone on the other side of the inside trading a private right of action under 10b-5 or misappropriation.

a.  14e-3 prevents people from trading on material nonpublic information having to do with a tender offer.

b.  This is one class of case where need misappropriation theory because no pre-existing duty between defendant and corporation B.  If breach duty, then trade on it, then 10b-5.  However under misappropriation, even though other person owed no duty, this type of transaction is just wrong.

c.  This is not a case of “tippee” because no insider breached fiduciary duty and conveyed to outsider.

d.  If Secrist had tipped Dirks for personal gain then there would have been a reach from insider to “tippee.”  Would have inherited the duty.

e.  Under misappropriation, just have to find some breach of duty.

f.  Under §20A, any one who violates the act is liable to someone on the other side of the transaction.  Means that if the jurisdiction accepts the misappropriation theory, then they also have an express private right of action.

X.  TAKEOVERS


1.  Unocal Corporation v. Mesa Petroleum Corporation (cb 910 (1985)) - Mesa, holder of 13% of Unocal shares, announced a tender offer for the controlling amount of Unocal at $54 per share.  The offer was two-tiered, where shares purchased after a certain number had already been acquired would only be accepted at a lower price; here the lower price was subordinated junk bonds.  Unocal, relying on expert valuation information, rejected the offer.  Unocal then developed a plan whereby if Mesa obtained 51% of the shares, Unocal would buy the rest with $72 of debt securities.  The company would be very highly leveraged and not worth much to Mesa. Eight outside directors were the ones who unanimously agreed to advise the board that it should reject the offer.

a.  Issue:  The validity of a corporation’s self-tender for its own shares which excludes from participation a stockholder making a hostile tender offer for the company’s stock.

b.  Held:  If the actions of the board had reasonable grounds for believing there was a danger to corporate policy by a takeover threat, and as a result they did a reasonable investigation, and any actions thereafter are reasonable in relation to the threat then the board is entitled to protection of the business judgment rule -- as long as disinterested directors acted in good faith, with due care, without abuse of discretion the court will not overturn their actions.

c.  Analysis:

1.  Delaware Code Section 160(a) confers a broad authority upon a corporation to deal in its own stock, provided that the directors have not acted with the sole or primary purpose to entrench themselves in office.

2.  Board’s power to act derives from its fundamental duty and obligation to protect the corporate enterprise.

3.  Excluding Mesa was valid because selective exchange offer is reasonably related to the threats posed.

ENHANCED BUSINESS JUDGMENT

	Duty of Care
	Unocal Standard
	Duty of Loyalty

	1.  No need to show self-dealing.
	1.  Takeover conflict
	1.  Self Dealing

	2.  Reasonable Investigation
	2.  Reasonable investigation
	2.  Reasonable Procedure

	3.  Rational Basis
	3.  Reasonable response (Proportionality Review)
	3.  (a) Disinterested Directors

(b) Disinterested shareholders.

(c) Fair (subject to judicial scrutiny)




2.  Moran v. Household International (cb 915 (1985)) - Court upheld the validity of a poison pill using an analysis that was consistent with intermediate standard.  Planning was adopted before any identifiable bidder.  Court found that did not deter tender offer, but was only a reasonable protection against a coercive two-tier offer.  Yet, the Rights plan is not absolute.  At time of offer, Board will be held to same intermediate scrutiny in deciding to adopt a defensive mechanism.

a.  Flip-Over Provision -- Acquire shares of the acquiring company after the merger.  Acquiring company acquires all of the obligations of the acquiring company.

3.  Revlon Incorporation v. MacAndrews & Forbes Holdings, Incorporated (cb 936 (1986)) - Pantry Pride made a hostile tender offer for Revlon for $45.  The Revlon board considered the price inadequate and instituted a “poison pill” whereby Revlon shareholders could exchange their shares for a $65 Revlon note.  The note holders would experience immediate decline if the notes value if Pantry Pride achieved control.  Pantry Pride continued to up its offer, so Revlon saw the break-up the company as imminent.  Revlon made a deal with Forstmann Little which involved Forstmann Little paying a little more, but also propped up the values of the notes.  They also came up with defensive measures to “lock out” Pantry Pride.

a.  Issue:  Whether Revlon’s board acted properly when it thwarted the efforts of Pantry Pride in acquiring Revlon.  What is the proper standard of review for this analysis.

b.  Held:  The Board early defensive measure were o.k., but once the board knew that a sale was inevitable, it had the duty to get the best price for the shareholders.
1.  In such circumstances, the “reasonable response” inquiry must go to getting a higher bid.  So, still using Unocal steps, just requiring a different motive for acting.

c.  Ultimate duty of board is to maximize shareholder value and that is not done here.

4.  Barkan v. Amsted Industries (Handout (1989)) - Issue:  When is a company’s investigation as to whether a bidder’s price is adequate considered sufficient to make a fair decision?  Held:  When only one bid is made, a market test is not always required.  It must be clear that the board has sufficient knowledge of relevant markets to show that it acted in the best interests of the shareholders.  This supports the board decision was in good faith and therefore adequate.

a.  Marks:  Revlon duties are triggered, and the Court indicates that these duties are satisfied by the actions of the Board.  Court looks at other factors:

1.  High suspicion: Investment Bank v. Market Test.  The fact that public knew the company was up for grabs; everyone in the market knew it was up for grabs [Pill was removed for 5 weeks -- Is that enough time?]

5.  Mills Acquisition Company v. MacMillan (cb 945 (1989)) -- Originally, MacMaillan management came up with this scheme where they would recapitalize MacMaillan into two parts, where management would control one half of the corporation, shareholders the other.  The Chancery Court intervened and held that an all cash offer by the Bass Group of $73 per share was better.  Then management recruited KK&R, and in turn were all going to keep their jobs and take a stake in the corporation.  Maxwell continued to up his bid until finally management realized that they would have to open an “auction” between all bidders.  Maxwell came in at $89 cash, called to inquire on bid but was misled into believing that hid bid was the highest.  Also KK&R was tipped and the scripts read to each party concerning the process was not equal.  The Board was not informed of the unequal process, and KK&R entered into “crown jewel” lock-up on basis of $90.05 bid.
a.  Issue:  The validity, under all the circumstances, of the asset lockup option granted pursuant to the KKR-Macmillan merger agreement with its attendant break-up fee and expenses.

b.  Held:  Where self-interested corporate fiduciaries illicit manipulation of a board’s deliberative processes and oversight by outside directors is lacking, the challenged transaction must withstand rigorous judicial scrutiny under the exacting standard of intrinsic fairness.  

c.  Analysis:  Tips were given to KK&R, silence of Evans, Reilly and Wasserstein in light of their affirmative duty, silence was misleading and can be no dispute that there was silence on the board, hence strict scrutiny.  Board was under impression that the auction process was fair on 9/27.

c.  Analysis:  Decisions made in a self-dealing transaction are voidable at behest of innocent parties to who a fiduciary duty was owed and breached.

d.  Issue 2:  The scope of the board’s responsibilities in an active bidding contest once their role as auctioneer has been invoked under Revlon.

e.  Held:  In a sale of corporate control the responsibility of the directors is to get the highest value reasonably attainable for the shareholders.
6.  Paramount Communications, Inc. v. Time Incorporated (cb 919-33, 957-62 (1989)) - Time entered into a deal with Warner to buy 51% of the company at $70/share.  Warner stock would be converted into common stock of Time, and the name would become Time Warner.  As part of the agreement, Time agreed not to solicit or encourage any proposals that could lead to a takeover except if a hostile bid was made for more than 25% of its stock, or if more than 10% of its stock was purchased.  Three months later, Paramount made a $175/share offer for Time.  Time’s board concluded that the offer was inadequate.  Paramount then upped offer to $200/share, which Time also rejected.

a.  Issue:  Whether a board may choose less current value in the good faith hope that they would gain greater value in the future.

b.  Time argues:  Unocal applies.  There is an attempted takeover and as long as there is a reasonable investigation and a reasonable response then Time is o.k..

c.  Paramount argues:  Revlon applies because the deal with Warner was a transfer of control from Time to Warner; this is equivalent to an inevitable sale which requires Time to get the best price for its shareholders.

d.  Held:  Where the takeover target has entered into negotiations with another firm that does not involve a change of control but a fluid transfer of shares, Revlon is not triggered and the Unocal enhanced BJR applies.

1.  Before the merger agreement was signed, control of the corporation existed in a fluid aggregation of unaffiliated shareholders representing a voting majority.

2.  Here, Time’s reaction to the Paramount threat can be considered reasonable under the circumstances.

7.  Paramount Communications, Incorporated v. QVC Network (cb 963 (1994)) -- Paramount and Viacom entered into an agreement to merge.  Paramount shares would be converted to Viacom shares.  Included in the agreement were three defensive measures: a “no-shop” provision, a termination fee, and a stock option agreement.  Stock option most significant aspect.  Gave Viacom the option to buy about 20% of Paramount’s outstanding stock at $69.14 if the deal feel through.  Also, could just be paid the difference between the agreed amount and market price.  Redstone, Viacom president would be the controlling shareholder.  QVC then put in a hostile bid for Paramount.

1.  Issue:  Was the transaction between Viacom and Paramount a change of control, triggering Revlon duties and requiring Paramount to fetch the highest price for its shareholders.

2.  Held:  Enhanced scrutiny must be given to a Change of Control sale: (a) to be diligent and vigilant in examining critically the Paramount-Viacom transaction; (b) to act in good faith; (c) to obtain, and act with due care on, all material information reasonably available, including all information available to determine which course of action would provide the best value to the shareholders; (d) to negotiate actively and good faith with both Viacom and QVC to that end.

a.  The strategic merger with Viacom provided a modest change of control premium to the stockholders, and the board at that time decided to invoke certain defense measures, coupled with the sale of control and disparity of treatment between bidders implicates the scrutiny of Unocal.
