CORPORATIONS: Prof. Marks

Is it a partnership? Vohland v. Sweet
1)  Capital contributions made

2)  Sharing of profits (not as employee)

3)  Control

4)  INTENT to do things above - create partnership

Is this a corporation?

De Facto (CL)

1)  law in state of alleged incorporation under which corp. may be formed, and

2)  there has been a colorable/apparent attempt

3)  in good faith to incorporate under that law, and

4)  come corporate use has occurred, and exercise of corp. powers.

Corporation by Estoppel (CL) (Thompson v. Music City)
Anyone who deals with apparent corp. as such to recognize its corp. existence, is estopped to deny the fact thus admitted.

1)  neither knew corp. not formed? - individuals jointly and severally liable under RMBCA (2.04 (incentive to be careful/incorporate)

2)  Corp. says not obligated b/c knowingly wasn't incorporated at the time? - Delaware  - can't use as defense (Corp. shouldn't benefit from goof-up) Cahoon, Donn Swann
3)  3rd Party says not liable because not corp.?  - Delaware -cannot use as a defense Walker
4)  Both know corp. not formed? No liability???

Liability as Claimed Agent (Donn Swann Sales Corp. v. Echols)

1)  One who assumes to act as an agent for a non-existent principal or one having no legal status renders himself individually liable in Contracts made. If there is no colorable organization and they do business, then must know that they are not a corp.

Can we pierce the Corporate Veil?

Enterprise Entity Theory

Aggregate Assets - treating all dummy corps as one entity

Instrumentality Theory (Zaist v. Olson)
Getting to parent or shareholder personally, Need ALL of the following:

1)  Control (complete domination)

2)  Use by D to commit fraud/wrong, violate duty, or to commit dishonest act against P's legal rights.

3)  Must proximately cause injury/loss

Proof:

1)  Corporation not set up to make profits? (creditors have right to assume profitability - unless otherwise agreed upon - Bartle)

2)  Commingling of assets, lack of formality? Zaist (Not enough alone - Walkovsky)

3)  Corporate Entity is "alter ego, alias, stooge or dummy of individual" Perpetual
When does a wholly owned subsidiary have its own existence for credit purposes? Stone v. Eacho
1)  Must have separate existence

2)  Must be adequately capitalized

3)  Must not be a "mere instrumentality"

What Theory of Recovery? (Stone v. Eacho)
1)  Equitable subordination - Treat dummy corp. as separate entity and postpone claim - until local creditors paid.

2)  Enterprise Entity Liability - Treat dummy corp. as separate entity and not postpone claim - assets absorbed and creditors get ½ dividends of major corp. creditors (COURT)

3)  Treat Dummy Corp. as separate entity. Consolidate proceedings, all creditors receive same amount.

Is there Successor Liability?

General rule: Corp. which buys assets of another, does NOT succeed to liability EXCEPT:

1)  Purchasing corp. expressly or impliedly agrees to assume old corp.'s debt. (Lenders can force agreement, or veto deal)

2)  Transaction = consolidation or merger

3)  Purchaser merely continuation of old Corp.

a)  Did Organizational Structure change? Tift v. Forage King structural metamorphosis, but same corp. 

b)  Does corporation have same Identity?

c)  Continuity of business, name and management alone is insufficient for holding transferee liable. (J.F. Anderson Lumber Co. v. Meyers) Consider: Insolvent Corp.- re-built under technically new corp., sufficiency of consideration for assets - good public policy.

d)  Doesn't matter if original "corp." was actually a partnership or proprietorship - same rules.
4)  Transaction entered into fraudulently to escape liability

a)  Transfer of assets w/inadequate consideration

POLICY: 

1)  Cannot attach personal liability - need to have access to corp. assets in order to satisfy creditors.

2)  Prevents corporations from retaining assets and shedding liability, i.e. can't isolate assets from liability when change in form.(Bankruptcy developed to help)

How may a corporation's power be challenged?

1)  In proceeding by shareholders against corporation

a) Court may enjoin or set aside act if equitable and if all affected persons are parties to proceeding, and may award damages for loss suffered by corp. or another party because of act.

2)  In proceeding by corporation, directly, derivatively, or through receiver

3)  In proceeding by AG?

What are Director's Powers? ULTRA VIRES

1)  Power to control dividends unless fraud or bad faith (Dodge v. Ford)

2)  Can't turn business into charitable organization - goal is to make $ (Dodge v. Ford)

Duty of Care?

Directors and officers must exercise that degree of skill, diligence and care that a reasonably prudent person would exercise in similar circumstances.

When do we apply the BUSINESS JUDGMENT RULE?

When directors:

a)  Not influenced by personal considerations

b)  Exercise power in good faith

c)  reasonable investigation

When do we apply DUTY OF CARE?

1)  Minority shareholders impliedly agree to be bound by the majority - as long as no violation of law or corruption/fraud, Court will not consider if there is a wiser business policy. (Shlensky v. Wrigley)

2)  Directors must have at least rudimentary understanding of corporation and fundamentals of business. Duty of loyalty does not tolerate blatant ignorance. (Francis v. United Jersey Bank) 

3)  Director is bound to use ordinarily prudent care - i.,e. directors may rely on honesty and integrity of subordinates until something puts them on notice that they shouldn’t. (Graham v. Allis Chambers Mfg.)

4)  Gross Negligence violates duty of care. Directors must avail themselves of all info - should do basic investigation. (Smith v. Van Gorkum)

When is it SELF-DEALING? DUTY OF LOYALTY STANDARD?

If Plaintiff shows self-dealing, burden shifts to D to show transaction OK.

Director can engage in self-dealing w/o violating duty of loyalty when:

a)  relationship or interest disclosed or known to board of directors or committee which authorizes, approves or ratifies transaction.

b)  relationship or interest disclosed or known to shareholders entitled to vote on transaction, and transaction approved.

c)  Contract or transaction is fair and reasonable to corporation (Cookies Food Products v. Lakes Warehouse Distributing, Inc.)

The Parent-Sub relationship 

1)  Sub may sometimes worry that advantage gained by parent is disproportionate to advantage gained by Sub. No breach of loyalty in this case - there must be an "undue" advantage, not just disproportionate. (Case v. New York Railroad)
2)  Excessive dividends paid to shareholders, including parent corp. can violate duty of loyalty b/c self-dealing. (Sinclair Oil Corp. v. Levien)

3)  Denial of opportunity to one subsidieary in favor of another is self-dealing and violates duty of loyalty (Sinclair) - Intrinsic Fairness Test

4)  Intrinsic Fairness test used when parent on both sides of transaction, and parent causes subsidiary to act to parent gets something from the subsidiary to the exclusion of and detriment of minority shareholders.

When is it a CORPORATE OPPORTUNITY?

1)  One partner/group cannot appropriate for himself an opportunity afforded to the corporation (Meinhard v. Salmon)

a)  Larger publicly held corp. - Line of Business Test
b)  Smaller Closely held Corp. - Interest or Expectancy Test (legal interest/long standing business relationship, corporate-developed opportunity)
c)  Fairness test - weighs facts (MA)
d)  Two part Test - Line of business(broad) and Fairness(narrower)
e)  Earned Trust Doctrine: (minority) Director cannot take if corp. cannot take.
2)  Channels through which opportunity must come:

a)  To director as director (belongs to corp.)

b)  To corporation specifically (belongs to corp.)

c)  Corporation's resources used (belongs to corp.)

When directors appropriate opportunity?

1)  Directors of solvent corporation forbidden to take over for own profit corporate contract on plea of corp.'s financial inability to perform. Incapacity is no defense. POLICY: wan to promote diligence (Irving Trust v. Detsch)

Individual takes opportunity?


GUTH RULE:

1)  If corp. officer or director presented with an opportunity which corporation is financially able to undertake, is in same line of business, and is of practical advantage to the corporation, the corporation has reasonable expectancy or interest - then it is a corporate opportunity.

2)  If opportunity comes to director in personal capacity, not essential to corp., corp. has no interest - then NOT a corporate opportunity.

3)  Director/Officer estopped from claiming a personal opportunity if significant amount of corporate assets used in development of opportunity. (Rapistan v. Michaels)
4)  If opportunity is in same line of business, corporate opportunity implied. (Burg v. Horn)

DERIVATIVE ACTIONS:

What must a shareholder/plaintiff do?

DEMAND REQUIREMENT: unless futile.

Demand Futile (excused)? (Aronson v. Lewis)


Directors under influence which would affect discretion?

1)  is there a reasonable doubt that directs disinterested and independent? 

2)  is there a reasonable doubt that the challenged transaction was otherwise the product of a valid exercise of business judgment?

FACTORS:

1)  Some jurisdictions will excuse demand if it looks like little chance of corrective action

2)  Some will excuse if majority of board is personally interested

3)  Some jurisdictions will look to see if case is strong

4)  Delaware looks to particular transaction and strength of case - need to allege particular facts re: personal interests

a)  board was interested at time of transaction (duty of loyalty); or

b)  board was grossly negligent (duty of care); and

c)  board is interested in decision to sue

1)  Some jurisdictions never excuse.

If demand not futile, and shareholder neglects to make demand, then shareholder goes back to corp.

2 Choices, Demand or not:

Demand that directors investigate, ensure disinterested decision. (threshold requirement to insure that a stockholder exhausts all intracorporate remedies and provides safeguard against strikesuits.

· If demand met, and board finds problem, inquiry over.

· If demand refused, shareholder sues.



Shareholder disallowed discovery…(Levine)

BJR applied, (Alford v. Shaw, Levine v. Smith) - Same standard as Demand-Futility cases - Duty of Care (not loyalty)

1)  Directors must be disinterested (tacitly admitted by demand), and

2)  challenged transaction was the product of a valid exercise of business judgment (Aronson two-part test)



(Only issues, good faith and reasonableness)

OR:



Zapata 2-part rule applied: (See Auerbach)

1)  independence of committee

2)  look at merits of case



POLICY: Worried about structural bias.

If demand futile:


Corporation sets up Special Litigation Committee ((141(c))


What deference is to be given to the SLC?
1)  Auerbach: Business Judgment Rule (complete deference)

2)  Zapata: 2-Part Test, looks at merit of case (some deference)

3)  Miller: Directors cannot be part of selecting committee (strict scrutiny) - court must select SLC.

When do we have a 10b-5 Violation?

10b-5: Bad Act

1)  Material Misstatement

2)  Material Omission (must show duty) (Financial Industries)
Elements:

1)  standing - Purchaser, Seller, Gov't (Blue Chip)

2)  materiality (Basic)

3)  causation(reliance) 

a)  Transactional Causation

1.  rebuttable presumption "but for" causation in fact (Affilited Ute)

2.  "Fraud on the Market" theory (Basic)

b)  Loss Causation (Litton)

4)  scienter - at least recklessness (Ernst)

5)  damages (Mitchell)

a)  Expectation (never)

b)  Out-of-Pocket

c)  Rescission

d)  Restitution

e)  Cover

Violation by Ommission?

Plaintiff has burden of proving that: (Financial Industries v. McDonnell Douglas Corp.)

1)  It exercised due care in making stock purchase

2)  Defendant failed to issue statement when sufficient info was available for disclosure

3)  There existed a duty to disclose - i.e. no valid business purpose for not disclosing (BJR). - Need to find duty to disclose somewhere outside of 10b-5.

4)  Plaintiff relied to his detriment

What is Material?

· Substantial likelihood that a reasonable shareholder would consider it important in making decision.

· Information can become material by virtue of statement denying its existence (Basic Inc. v. Levinson)

· Probability/Magnitude Materialityt test (p. 327) - to determine whether an investor would find this fact significant, the court balances:

1)  probability that event will occur, against

2)  anticipated magnitude of the event in light of the totality of company activity.

Who has Standing?

Must be a PURCHASER or SELLER (Blue Chip Stamps v. Manor Drug Store) - i.e. cannot be a "would-be" purchaser or seller.

POLICY: Don’t want to open the door too wide, 

Can a prospectus Bespeak Caution?

Warning must directly address the substance of future estimates. Sufficient cautionary language renders omissions or misrepresentations immaterial. (In re Trump)

When is there Causation/Reliance?

· There is a rebuttable presumption of reliance if more money can be had for sold stocks (Affiliated Ute)

· Any showing that severs the link between the bad act and either the price received or paid by a plaintiff, or his decision to trade at a fair market price, is sufficient to rebut the presumption of reliance. (Basic v. Levinson)

Transaction Causation:


Did plaintiff alter behaviour by relying on the info? (presumption of reliance) - P relied on integrity of market when he created the deal. If plaintiff knew integrity distorted of threatened, then plaintiff would have done something differently. (Fraud on the market theory demands that Plaintiff PROVE reliance) (Litton Industries v. Lehman Bros.)

Loss Causation:


If Plaintiff changed behaviour, did that result directly in a loss to them? (no presumption of reliance by insiders)

What type of Scienter Required?
Negligence is insufficient - must be at least recklessness. (Ernst v. Hochfelder)

No Aider and Abettor Liability (Central Bank)

What Damages Available? (Mitchell v. Texas Gulf)
Expectation: Never awarded, too difficult to calculate
Reliance (Out of Pocket):  Difference b/n what paid - and actual worth, as determined by average at correction.(2 weeks)

Rescission: Looks at time of judgment and undoes the deal. Stock returned, plaintiff gets money back

Restitution: Strips money made by insider (only awarded when Defendant actually profits from fraud)

Cover: Like rescission, but looks at time of correction, not time of judgment - looks at lowest value over correction period - POLICY: Could have sold.

When is there not 10b-5 Coverage?

· Breach of fiduciary duty not enough to trigger 10b-5 - must be a manipulation or deception. (Santa Fe Industries v. Green) You can screw 'em, as long as you tell 'em you're doin' it.

· Disagreeing with Santa Fe is Goldberg v. Meridor where Court says, there is deception of the corporation (minority shareholders) when the corporation is influenced by its controlling sharehol. LETS DUTY OF LOYALTY CASES INVOLVING SECURTIEIS INTO FEDERAL COURT. "Sue the Facts" theory - 

· Later, a 2nd circuit court says that if

1)  disinterested directors

2)  approve transaction

3)  They represent co.,  therefore, minority shareholders represented

· No 3rd party aiding and abetting liability - only primary, INTENT to defraud actionable. (BUT SEC CAN)

When do we have Insider Trading?
To be liable under 10B-5 for insider trading you must either

1)  Temporary Insider: be person who is not traditionally an insider but receives nonpublic info for a corporate purpose (equivalent of a "tipper" having a confidential relationship w/corp.) - lawyers, accountants, underwriters, etc.

2)  Derivative Duty: tippees of insider have duty to disclose or abstain from trading if inside into was made available to the insider improperly. Tippee derivatively liable only if insider breached their duty. Breach of tipper occurs when they will personally benefit from the disclosure. Tippee must have "known" or "should have known" tippers personal purpose - negligence standard.

3)  Misappropriation Theory: requires pre-existing duty which you don't need for tippee liability.

Mere possession of inside info is not enough - need:

1)  fiduciary relationship

2)  manipulation or deception (Santa Fe)

Is there a fiduciary duty to anyone?

· If it is to the company in whose stocks you are trading - then classic insider liability - "tipper" having a confidential relationship (Matter of Cady Roberts, Chiarella)

· If it is to another source, Misappropriation liability - duty and breach of duty coinciding with the trading of information = deception and therefore liability (Carpenter v. U.S.)

· If no fiduciary relationship, but have reason to know info is confidential, then one inherits the insider's duty. (Dirks v. SEC)

If Duty exists, also need

1)  personal gain, either directly or indirectly

2)  insider/tipper must have "bad purpose" IMPROPER PURPOSE REQUIREMENT

When is 14(e)-3 violated?
Violated if one trades on

1)  material

2)  non-public info

3)  about pending tender offer

4)  the Defendant knows or has reason to know

5)  has been acquired directly or indirectly

6)  from insider of offeror/issuer or someone working on their behalf.

NOTE: 14e-3 Gives the SEC authority to define fraud (misappropriation theory lives!)

20(a) gives private right of action for insider trading, common law fraud, and misappropriation of information.

When does 16(b) apply?

Curbs short-swing speculation - requires less proof than 10b-5.  Insiders who trade in securities of corp. within 6 mo. Period and made money doing so have to give the corp. the profits. STRICT LIABILITY RULE.

· Trader must be TRUE Insider (not just in name (Merrill Lynch)

· Insider by virtue of having over 10% of shares (at purchase and sale)

Damages: See page 499.

TAKEOVERS and CORPORATE CONTROL TRANSACTIONS

When are defense mechanisms ok?

Proportionality Test (Unocal)

1)  Is there a threat?

a)  Court looks at whether directors had reasonable grounds for believing danger to corporate policy (BJR).

b)  Board must prove reasonable investigation and exercise good faith.

2)  Were defensive measures reasonably proportional to the threat?

a)  more scrutiny than BJR. Even if you did a reasonable investigation under good faith, the defensive measure still has to be reasonable.

Once company up for sale, Corp. must try to get the Best Deal Available - (Revlon) 

Corp. may only grant defensive mechanisms during an auction if it is in the best interest of the SHAREHOLDERS. Shareholder interests outweigh bondholders, etc.

Revlon Duties:
1)  Did board treat one or more bidders on unequal terms?

a)  if directors were properly motivated, then court looks to proportionality of Unocal) Intermediate standard

b)  If directors were not properly motivated (favored one bid) then court looks to whether directors reasonably believed it was in the shareholders interest or whether it was out of directors' self-interest. - if breach of duty of loyalty, then fairness test.

What actions required to get the highest price?

Revlon duties may be satisfied without an active auction (management buyout ok, like in Barkan v. Amsted)

Defensive mechanisms:

asset lock-up, no-shop clause, cancellation fee

When is a corp. FOR SALE?
LOOK to CHANGE in CONTROL.

