CORPORATIONS OUTLINE
1. Discussion of corporation/ partnership organization:

1. Partnership

1. in order to establish a partnership relation, as between the parties, there must be 1] a voluntary contract of association for the purpose of sharing the profits and losses, as such, which may arise from the use of capital, labor, or skill in a common enterprise; and 2] an intention on the part of the principles to form a partnership for that purpose. [vohland v sweet ind 1982]

1. The intent is an intent to do those things which constitute a partnership.  Hence, if such an intent exists, the parties will be partners notwithstanding that they proposed to avoid the liability attaching to partners or have even stipulated in their agreement that they were not to become partners. [vohland]

1. It’s the substance which determines the legal relations of parties. [vohland]

1.  [here it appears that the parties intended that there should be a community of interest of both the property and property and profits of a common business or venture.] 

1. [here commission was used to share of the profits and the share of profits is prima facie evidence of partnership.

1. To be a partner one should have an interest with another in the profits of a business, as profits.  There should be a voluntary contract to carry on a business with intention of the parties to share the profits as a common owners thereof.

1. Factors which might indicate a partnership arrangement: [found in Vohland}

1. receipt by a person of a share of profits is prima facie evidence that he is a partner in the business.

1. but this can be rebutted if the profits were received in payment as: [ind law]

1. debt by installments or otherwise

1. wages of an employee or rent to a landlord

1. an annuity to a widow or representative of a deceased partner

1. interest on a loan through the amount of payment vary with the profits of the business

1. the consideration for the sale of a good will of a business or other property by installments or otherwise.

1. a partnership may be formed by the contribution of labor and skill by others.  The contribution of labor and skill by one of the partners may be as great a contribution to the common enterprise as property or money.

1. capital contribution is something that you buy that becomes part of the value of the business.

1. 2 forms of partnerships:

1. General partnerships:

1. any association of two or more people who carry on a business as co-owners.  A gen partnership can come into existence by operation of law, with no formal papers signed or filed.  Any partnership is a general one unless the special requirements for limited partnerships are complied with.

1. Limited partnerships:

1. a limited partnership can only be created where: 1] there is a written agreement among the partners; and 2] a formal document is filed with state officials

1. they will have general partners subject to all the debt and liabilities

1. and limited partners who are not liable for the debts of the partnership beyond their investment amount.

1. Liability structure of corporations and partnerships:

1. Corp:  in general [unless corp veil piercing], a shareholder’s liability is limited to the amount he invested.

1. Part: liability depends on whether it is limited or general

1. general : all partners are individually liable for the obligations of the partnership

1. limited : gen parts personally liable, while the limited partners liable only up to amount of their capital contribution. [but a limited partner will lose this limit on his liability if he actively participates in the management of the part.]

1. Continuity of existence: a corp has perpetual existence.  But a general partnership is dissolved by death or withdrawal of gen partner.  A limited partnership is dissolved by removal of gen partner but not limited partner.

1. Federal income tax issues:

1. Corps: corp taxed as separate entity.  it files own tax return showing its profits and losses, and pays its own taxes independently of the tax position of the stockholders.  This may lead to double taxation of dividends.

1. Part: are not separately taxable entities.  The partnership files an information return, but the actual tax is paid by each individual.  Therefore, double taxation avoided.  Also, a partner can use losses from the partnership to shelter from tax certain income from other sources.

2. Defective Incorporations:

2. Problem - when a corp defectively incorps, often the creditors try to go after the shareholder personally for the money. [unless you get CBE, it looks like shareholder out of luck]

2. corporation by estoppel concepts:

2. Common law corp estoppel:

2. one who deals with an apparent corp as such and in such manner as to recognize its corp existence de jure or defacto is thereby estopped to deny the fact thus admitted. [Thompson and green v music city lumber tn 1984]

2. the estoppel extends as well to the privies as to the parties to such transactions.

2. the gen rule is applied in actions brought by either of the contracting parties against the other, and in actions by the persons dealing with the corp, wherein the existence of the corp is assailed for the purpose of establishing individual partnership liability on the part of its members.

2. 2 main prongs:

2. creditor must deal with corp as a corp.

2. shareholder asserting the defense must not have known that the incorp was defective.  Thus, CBE often used when shareholder in good faith relies on some 3rd party to handle incorp, and based on assurance from the party, falsely but honestly believes that a corp has been formed.

2. Beware: some courts/states have rejected the CBE concept within the corp laws.  [see Thompson green v music city] [p1]

2. Tenn. incorp law:  all persons who assume to act as a corporation w/o authority so to do shall be jointly and severally liable for all debts and liabilities incurred or arising as a result thereof.

2. Tenn. looked to other states to determine issues: DC court drew plain line and held: it is immaterial whether the 3rd person believed he was dealing with a corp or whether he intended to deal with the corp.  The certificate of incorp provides the cutoff point; before it is issued, the individuals, and not corp are liable.

2. Negative policy incentives under CBE:

2. undermines state’s procedures for incorp b/c promoter could ignore filing fees and trying to get the CBE.  Requirement of good faith reduces this danger but it is present.

2. simple hypo structure for CL CBE:           S----------c--------3rd party

2. #1 - 3rd argues I planned to deal with a corp but since it is not then I’m gone -.   Still a deal.

2. #2 - corp might argue its non-existence relieves liability - still a deal.

2. #3 - 3rd party going after the shareholder of the corp.  We made a deal and we are not trying to get out of it, but we really made the deal with the shareholder so we want out money from him. - no personal liability attaches.

2. But See revised model business corp act § 2.04 liability for pre-incorporation transactions:

2. all persons purporting to act as or on behalf of a corporation knowing there was no incorporation under this act, are jointly and severally liable for all liabilities created while so acting.
2. unofficial commentary:

2. this exempts from personal liability one who act as a corporation w/o knowledge that there has been no incorp.

2. since most courts applying CBE have required such innocence on part pf D anyway, s2.04 leads to same result w/o using CBE

2. issue of whether this act removed most of CBE or incorporated CBE into the language.:

2. this seems to be a clean hands CBE approach.  You must not know you are nonincorp to get out of liability regardless of how the other party treats you.  Thus, the act removes most of old CL CBE.

2. unless - the commentary says where a large corp says we want to sell your product to a small entrepreneur, and entr says I am not incorp, but corp says that’s ok we want the deal now.  If things go bad later, the large corp has influenced you into deal with them as a corp when you were not.  Here you could invoke CBE.

2. Defacto corporation:
2. It is a dead doctrine. [see Thompson]

2. Old doctrine: so long as a colorable attempt to incorp was made, court would hold that the entity was a de facto corp.  Thus, entity not a true corp in relation to the state, but it was vis a vis creditors.  Thus no personal liability to creditors.

2. if steps were taken to incorp in goof faith and if parties held themselves out as corp, then it was a corp

2. Modern view:

2. Thompson
2. referencing the model act, any steps short of securing a certificate of incorp would not constitute apparent compliance. Therefore, a de facto corp cannot exist under model business corp act

2. orig MBCA commentary wanted to eradicate defactor corp.

2. see RMBCA § 2.04:

2. all persons purporting to act as or on behalf of a corporation knowing there was no incorporation under this act, are jointly and severally liable for all liabilities created while so acting.
2. most states interpreting this have abolished de facto corp. [but remember the no knowledge escape hatch]

2. Arguments to make in defective incorp situations:

2. Based on contract 

2. expectation arguments.  What did you really agree too?    If you dealt with the corp then implicitly you should not go after the promoter.  That was the meeting of the minds - x to corp.  

2. Getting the promoter personally would give a windfall they did not contract for.

2. Agency

2. principal hires x on principal’s behalf.  Say, look you held yourself out as an agent for a nonexistent principal [corp].  Typically if so, then the agent would be stuck.  So what is corp did not exist, you are stuck with the burden to pay

2. Partnership 

2. even though you are not a corp, you still are a partnership and you made the deal with us so you are still bound.  This works both ways p to corp and corp to p.

2. Any statutory arguments that you can find.

2. Policy arg.

2. we have to give people the incentive to incorp or they wont do it because business people often do not know about the law.  This my be tough love but it is necessary love.

2. Defacto - dead really

2. Corp by estoppel.

3. Piercing the corporate veil -   X Properly incorporated but p still wants to get personal liability:

3. Instrumentality rule : [or identity rule] [see zaist v olson conn 1967] [p1]   Courts will disregard the fiction of separate legal entity when a corporation is a mere instrumentatility or agent of another corporation or individual owning all or most of its stock.  The circumstances that control is exercised merely through dominating stock ownership of course is not enough.  There must be such domination of finances, policies, and practices that the controlled corporation has - no separate mind, will or existence of its own and is but a business conduit for its principal. [zaist]

factual application of these principles found in Zaist:

majority factual analysis:

3. olson created eh and ols inc and then completely dominated and controlled not only them but his corporate creations.  Eh had no proprietary interest and gained nothing from whatever part it played in the transaction.  It was used by olson for the benefit of olson and olson inc.  On the facts presented, justice would not be served by denying to p’s the amount found due them and unpaid b/c of the inadequate resources of eh.

3. the only reas meaning to attach to the transactions spread upon this record is that eh undertook no obligation of its own form p., was financially unable to cope with the actual transaction and reaped no benefit from it.  The undertaking was olson’s, planned and carried out through his various corporate creatures for his and olson inc enrichment.
3. dissent analysis:

3. dis argues that the facts did not support finding up d using corp to commit fraud or wrong, to perpetrate the violation of a statutory or other positive legal duty.......

3. eh has a history of being a profitable company set up to make money but got into trouble and went bankrupt.

3. other dissenter believed the facts supported a corporation used in a speculative business undertaking.  Olson had weak capital foundation but no support for control by d used for unjust act finding.
3. Inadequate capitalization: [discussed in walkovsky] 

3. Majority walkovszky position:

3. the corporate form may not be disregarded merely because the assets of the corp, together with mandatory insurance required for d are insufficient to assure p the recovery sought.

3. other elements like shareholder acting in his individual capacity required to pierce the veil or intermingling of personal and corporate funds.

3. maj factual analysis: while the complaint alleges the separate corps were undercapitalized and that their assets have been intermingled, it is barren of any sufficiently particularized statements that d and his associates are actually doing business on their individual capacities, shuttling personal funds in and out of the corp w/o regard to formality and to suit their immediate convenience.

3. While majority in walkovszky did not buy the undercapitalization idea, here is j. Keating’s dissenting view:

3. if a corporation is organized and carries on business w/o substantial capital in such a way that the corporation is likely to have no sufficient assets available to meet its debts, it is inequitable that shareholders should set up such a flimsy organization to escape personal liability.  

3. the attempt to do corp business w/o providing any sufficient basis of financial responsibility to creditors is an abuse of the separate entity and will be ineffectual to exempt the shareholders from corp debts.

3. it is coming to be recognized as the policy of the law that shareholders should in good faith put at risk the business unencumbered capital reasonablely adequate for its prospective liabilities.  If capital is illusory or trifling compared wit the business to be done and the risks of loss, this is a ground for denying the separate entity privilege.

3. dissent wanted this holding: a participating shareholder of a corp vested with a public interest, organized with capital insufficient to meet liabilities which are certain to arise in the ordinary course of the corp’s business, may be held personally liable for such liabilities.

3. Set up where business can not make a profit: [found in Bartle v Home owners cooperative ny 1955]

3. majority in case:

3. you can escape personal liability possibly if you up front inform creditors that you are not set up to make money. [class point]

3. here creditors knew or should have known that the corp was not designed to make money. 

3. gen speaking the doctrine of piercing the corp veil is invoked to prevent fraud or achieve equity.  But here there has been neither fraud, misrepresentation, nor illegality.  D’s purpose in placing its construction operation into a separate corp was clearly within the limits of out public policy.
3. in this case: the owner of both parent/sub maintained outward separation of the businesses, creditors were not mislead, there was no fraud, and that d never depleted the assets of the corp [debatable].

3. Dissent in case:

3. in this case the business was set up where it could not make a profit.

3. the subsidiaries had, to begin with, nothing, made nothing, and could only end up with nothing.

3. this set-up is often, though not necessarily, found in combination with a scheme whereby the corp cannot possibly make profits [or can at most make only nominal profits], and whereby all the net income in the course of the corp’s business is drained off as operating charges of one sort or another.  The presence of this additional factor should remove any doubt that may remain as to the right of the creditor of the corp not to be limited to the corp assets for the satisfaction of his debt.

3. The majority position regarding inadequate capitalization regards grossly inadequate capitalization as a factor but not dispositive.  They still want affirmative fraud or wrongdoing or a gross failure to follow corporate formalities.

3. but if there was zero capitalization, courts might pierce the veil w/o the other factors.

3. co-mingling of assets:

3. The equitable owners of a corp are personally liable when they treat the assets of the corp as their own and add or withdraw capital from the corp at will. [j traynor repeated in walkovszky dissent].

3. CONTRACT / TORT SCENARIO:

3. in contract cases courts have been more reluctant to pierce the veil than in tort cases.  This is b/c the party seeking relief in a contract case is presumed to have voluntarily and knowingly entered into an agreement with the corporate entity, and is expected to suffer the consequences of the limited liability associated with the corp business form, while this is not so in tort cases. Thus, in contract cases, where each party has a clear and equal obligation to weigh the potential benefits and risks of the agreement, courts have emphatically discouraged p’s seeking to disregard the corp form. [pres v mpi]

3. In such cases courts have required proof of some form of misrepresentation to the creditor. Unless the corp misrepresents its financial condition to the creditor, the creditor should be bound by its decision to deal with he corp; it should not be able to complain later that the corp is unsound.[pres v mpi]  

3. While not dispositive, courts are substantially more likely to pierce for tort creditors [or involuntary creditors] than contract creditors.

3. Parent/subsidiary structure:

3. Unlike piercing to go after shareholders personally, here it is a corp behind the veil not an individual.

3. in practice courts are more likely to pierce since it is a business paying creditors not personal funds.

3. Non-liability is presumed so long as:

3. proper corp formalities are observed

3. the public is not confused about whether it is dealing with the parent or the sub

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

3. and there is no other manifest unfairness

3. Bartle presented this issue and the majority held for D [with the profit motive of sub in dispute by dissent]

3. in this case: the owner of both parent/sub maintained outward separation of the businesses, creditors were not mislead, there was no fraud, and that d never depleted the assets of the corp

3. Factors leading to piercing:

3. intertwined operations - no separate corp formalities followed, ie same board members and such.

3. unified business and sub undercapitalized - parent and sub operating portions of a single business, and the sub is under capitalized.

3. see walkovszky idea of under insurance in a web structure.

3. misleading the public - piercing likely if parent and sub no not make it clear to the public which entity is handling each particular aspect of the business. [ie separately incorporated branch offices where creditors may not be sure who they are truly dealing with].

3. intermingling of assets - ie informal transfers of funds to subsidiary for capital.  Parent should be formal.

3. unfair manner of operation - usually this means operation of sub in a way that is for the advantage of the parent rather than advantage of sub.

3. thus if like in Bartle the sub is forced to sell to parent at cost preventing sub from ever making a profit.

3. it looks like Bartle should have gone with a liability finding but it is likely they did not due to fact the d shareholders were poor veterans.

3. Enterprise liability theory
3. Where p shows that a corporation is a fragment of a larger corp combine which actually conducts the business.  Here you can treat the corp as an agent for the principal, and pierce the veil.  The principal/parent would be held financially liable. [brief mention in walkovszky]

3. The various interrelated corporations are viewed as being a single enterprise, justifying the disregarding of corp formalities.

3. it can apply when there is a single corp parent and multiple corp subs [children] or when there are many brother-sister corps, all owned by the same individuals.

3. if the various pieces are really operating what is, for economic purposes, a single business, the court may treat all the pieces as belonging to one pot from which all creditors may be satisfied.

3. When a sub goes bankrupt and a parent corp is owed money, courts must decide whether to allow the claim or subordinate it.

3. You can respect the corporate identities and subordinate the debt. [Equitable subordination
3. the claims of a parent against a sub should be thus postponed where the sub has in reality no separate existence, is not adequately capitalized and constitutes a mere instrumentality of the parent corp or a mere corp pocket or department of its business. [stone v. echo, in re tip top tailors 4th 1942]

3. and even in the case of the insolvency of both corps there may be reason for recognizing the separate entity of the sub and postponing the claim of the parent, where the sub has been allowed to transact business as an independent corp and credit has been extended to it as such on the faith of its ownership of the assets in its possession. [stone]

3. but where both corps are insolvent, where the business has been transacted by and the credit extended to the parent corp, and where the subsidiary has no real existence whatever, there is no reason why the courts should not face the realities of the situation and ignore the sub for all purposes, allowing the creditors of both corps to share equally in the pooled assets. [stone]

3. Respect the corp identities and not subordinate the debt.

3. Pierce the veil and treat them as the same entities. [enterprise liability]
3. the regular factors in piercing the veil cases apply here. - inadequate capitalization, failure to follow corp formalities, fraud or wrongdoing.

3. it is well settled that courts will not be blinded by corp forms nor permit them to be used to defeat public convenience, justify wrong or perpetuate fraud, but will look through the forms and behind the corp entities involved to deal with the situation as justice may require......  Not only is this done for the purpose of holding a stockholder or parent corp for debts created by an in solvent corp agent or subsidiary which is a mere instrumentatility of the stockholder or parent, but also for the purpose of allowing the creditors of the stockholder or patent ro reach assets held by such a subsidiary.

3. where the court decides that the corp entity of the subsidiary should be completely ignored and its assets and liabilities treated as those of the parent corp, it is both logical and convenient that this be done in one proceeding.

3. Stone math problem:   ADD FACTS HERE

3. net worth = assets - liabilities

3. complete respect:

3. pc creditor would get 14,000 plus the 6,000 of pc = 20,00

3. sc creditor gets 2,000 of sc.

3. respect with subordination equitable subordination
3. sc creditor gets 8,000

3. pc creditor 14,000

3. make them same company enterprise liability
3. a gets 4/5 22,000   while b gets 1/5 22000
3. numbers will brake down differently depending on the numbers at hand.

3. ARGUMENTS AND FACTORS TO CONSIDER IN PIERCING VEIL CASES:

3. Check to see if the corp was set up to make money [or act as a siphon to other corps or shareholders].

3. Look for mingling of assets [corp and personal mingling of funds].

3. to avoid suspicion, separate yourself from the corp and take only money in form of dividends

3. Is it a tort or contract creditor involved?

3. Undercapitalization - viewed at time of issue not suit.  This rarely works in reality according to marks but see Emmanuel discussion..

3. Enterprise liability theory

3. Justice Traynor giving example of abuses of corp privilege:

3. the figurative terminology alter ego and disregard of the corp entity is generally used to refer to the various situations that are an abuse of the corp privilege....  

3. The equitable owners of a corp are personally liable when they treat the assets of the corp as their own and add or withdraw capital from the corp at will..., 

3. when they hold themselves out as being personally liable for the debts of the corp, 

3. or when they provide inadequate capitalization and actively participate in the conduct of corp affairs.

3. Reasons not to pierce veil/ respect corp identity in general:

3. general rationale for shareholder protection:   [found in zaist dissent]

3. business, commerce, manufacturer, and indus which provides employment 

3. obviously the useful and beneficial role of the corporate concept in the economic business affairs of the modern day world would be destroyed if the rule of freedom from individual liability for corporate obligations did not obtain.  

3. The protection of limited liability for venture or investment capital is essential to the efficient operation of a system of free enterprise, such protection from ind liab encourages and promotes, & creates sales of goods and commodities and adds to nation’s econ growth.

4. SUCCESSOR LIABILITY
4. Here we are trying to attach liability retroactively or prospectively from purchasing businesses. [ex - a buys b and x tries to reach a in suit. Or A malfeases then sells to B and x wants to sue B]

4. Often issue: whether a business corp which acquired substantially all of the assets of a predecessor sole proprietorship [or corp]  but which is substantially the same business org and manufactures an almost identical product as its predecessor may be liable for injuries caused by a defective product manufactured by the predecessor. [tift]
  

4. Tift was a tort case which might create a different decision.

4. General Rule - a corporation which purchases the assets of another corporation does not succeed to the liabilities of the selling corp. [found in Tift v. Forage King Industries wis 1982].  Anderson also presents general rule - where one company sells or otherwise transfers all its assets to another company, the purchasing company is not liable for the debts and liabilities of the transferor.

4. 4 exceptions + 1 other [attaching liability]

4. When the purchasing corporation expressly or impliedly agreed to assume the selling corps liability.

4. when the transaction amounts to a consolidation or merger of the purchaser and seller corps.

4. when the purchaser corp is merely a continuation of the seller corp.

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

4. when there is an absence of adequate consideration for the sale or transfer. [found in anderson].

4. transfers of all the assets of a person or corp in straightened circumstances, w/o fair consideration, to a corp having substantially the same ownership, by which the just claims of the creditors are defeated, are of such fraudulent nature that the new corp may be held to the debt of the old. Anderson
4. Formerly the rule was strictly construed to corp > corp successor liability.  But the TIFT court announced that:

4. the responsibility of a subsequent business organization, irrespective of the nature of either the predecessor or successor, proprietorship, partnership, or corp, cannot be facilely dismissed on the basis of the semantics of the rule.

4. the rule and its exceptions are applicable, irrespective of whether a prior organization was a corporation or a different form of business organization.

4. The tift dissent rejected the extension of the rule to orgs other than corps:

4. while a corp legally dissolves after a statutory period of time, a sole proprietor after business expiration remains a viable defendant to suit.

4. here, allowing continuation to D corp, would give p a windfall since he is provided an additional d.

4. Tests of identity: [exception 2&3]

4. When 2&3 apply, there is identity, because in substance the successor business organization which the p sues is, despite organizational metamorphosis, the same business organization which manufactured the product which caused his injury. Tift
4. When it is the same business organization that one is dealing with, whether it be by consolidation, merger, or continuation, liability may be enforced.  These are tests of identity.  Suit is possible in these circumstances, because there would be privity with the actual seller or manufacturer, ie, the exceptions are guidelines to determine under what circumstances the original entity continues to exist, albeit in an altered form. Tift.

4. A corp will not be able to get rid of liability merely by changing shareholders or changing the business. [class point] this seems in tension w/ case holdings.
4. In tift, d was substantially the same business org that manufactured the allegedly defective implement.  Court applied the traditional tests of successor liability.  The present org, although it has undergone a structural metamorphosis, remains in substance the identical organization manufacturing the same product.  It is liable for the defective product manufactured by the orig business org. 
4. dissent is critical of this analysis - maj looks at consumer protection purposes to find continuation.
4. Dissent view of de facto merger/continuation requirements: 2 reqs tift to attach liability

4. seller must quickly dissolve, and

4. the consideration for the sale of assets must be shares of the purchaser which are distributed to the seller’s shareholders

4. a sale of assets for stock transfers an ownership interest in the purchaser to the selling corp.  When the seller dissolves and distributes the purchaser’s stock to the seller’s shareholders, those shareholders are left as owners of the purchaser.  

4. for all practical purposes, a merger has occurred b/c the property of the dissolved is held by another corp entity which is, in part, owned by those who once shareholders of the seller.

4. no liability -- when, on the other hand, the sale is for the purchaser’s cash, only property is transferred to the purchaser, and the selling corp’s shareholders are w/ no interest in the buyer.  Here neither merger nor a continuation has occurred.

4. Anderson concept of the #3 exception - continuation. - which is more d-friendly than tift
4. such exceptions refers principally to a “reorganization” of the original, such as is accomplished occasionally under chapter 10 of bankruptcy act.

4. contrary to tift:  the mere fact that a purchasing corp is carrying on the same business as the selling corporation is not sufficient to make the purchasing corp liable for the debts of the selling corp.  The purchasing corp in the instant case was not a continuation of the selling corp within the meaning of exceptions to the gen rule..

4. here there was a transfer of tangible assets from 1st to 2nd with full and adequate consideration paid in amount of x; there was no transfer assets to the 2nd corp or to the stockholders with less than full consideration; and there were no intangible assets of the corp in the nature of good will transferred from the 1st corp to the second corp.
4. in the absence of a transfer of assets w/o adequate consideration, the alternative basis for the decision, appearing to rest on continuity of business, name, and management alone is not, court thinks, sufficient basis for holding a transferee liable for the debts of the transferor...

4. anderson holding: where one corp transfers its assets to another corp, absent consolidation, merger or a mere continuation of the selling corp such as a reorganization, the receiving corp is not responsible for the debts of the transferring corp except:

4. a] where the purchaser agrees, expressly or impliedly, to assume such debts, or

4. b] the transfer of assets is entered into for inadequate consideration, or otherwise fraudulently, in order to escape liability for such debts.
4. Reconciling tift -liability finding with anderson- no liability finding
4. We do not let successful corp re-organize to avoid debts and liabilities but we do permit failing corporations to do this.
4. Other factors to consider: [liability or no liability]

4. share or cash transfer

4. contract or tort case

4. business carryover or no business carryover

4. present claims or inchoate claims

4. solvent corp or broke corp

4. Whether goodwill transfer invokes an exception to nonliability   [mentioned and rejected in anderson]

4. Pro goodwill - transfer of an intangible assets from 1st corp to the 2nd corp labeled personal reputation and good will enjoyed by the contractor whether he does business as a sole proprietor or as a corp.  Suppliers of materials and lending institutions might rely to a large extent on the personal reputation and image of D. [lower court]

4. It is unclear to court how personal reputation of an officer and principal stockholder to justify a finding that the receiving the corp is liable for the debts of the transferring corp.  On the other hand, in a proper case, if there is an asset of the corp labeled good will, which is transferred and which can be measured in money terms, perhaps there would be some basis for determining that the creditor of the transferring corp has a claim against the receiving corp.

4. here there was no evidence of corp goodwill transfer.  The corp was insolvent at time of the second business incorporation.

5. ULTRA VIRES
5. § 3.04 ultra vires
5. A] except as provided in sub b, the validity of corp action may not be challenged on the ground that the corp lacks or lacked power to act.

5. B] a corp’s power to act may be challenged:

5. 1] in a proceeding by a shareholder against the corp to enjoin the act;

5. 2] in a proceeding by the corp, directly, derivatively, or through a receiver, trustee, or other legal rep, against an incumbent or former director, officer, employee, or agent of the corp; or

5. 3] in a proceeding by Atty. gen under sec 14.30

5. C] in a shareholder’s proceeding under sub b1 to enjoin an unauthorized corp act, the court may enjoin or set aside the act, if equitable and if all affected person are parties tor the proceeding and may award damages for loss [other than anticipated profits] suffered by the corp or another party b/c of enjoining the unauthorized act.

5. Commentary: the basic purpose of 3.04 is to eliminate all vestiges of the doctrine of inherent incapacity of corps.  Under this section it is unnecessary for persons to inquire into limitations or powers that may appear in its articles of incorp.

5. S124 lack of corp capacity or power; effect; ultra vires
5. No act of a corp and no conveyance or transfer of real or personal property to or by a corp shall be invalid by reason of the fact that the corp was w/o capacity or power to do such act or to make or receive such conveyance or transfer,

5.  but such lack of capacity or power may be asserted:

5. in a proceeding by stockholder against the corp to enjoin the doing of any act or acts or the transfer of real or personal prop by or to the corp........ if all parties preset and if equitable court may set it aside.

5. in a proceeding by the corp against incumbent or current director.

5. in proceeding by attny gen to dissolve corp or enjoin corp from unauth business.
5. Old doctrine of ultra vires:

5. If a corp purported to act beyond the scope of what it was authorized by statute to do [or beyond its own more limited articles of incorporation], these transactions were often labeled ultra vires or unenforceable transactions.

5. 2 exceptions:

5. if one party fully performed, the other would be estopped from relying on the doctrine.

5. under some circumstances, shareholders would be said to have implicitly or explicitly ratified the ultra vires act [by participating in the act or accepting its benefits.]

5. Modern abolition of the ultra vires doctrine:

5. Under most statutes unless the articles of incorp expressly limit the corp’s powers, it will be deemed to have the power to engage in any lawful business activity. 

5. see miller v at&t [3rd 1974] where illegal acts of a corp may not be permitted by courts [not using ultra vires directly]: perhaps illegality will void business judgment rule.

5. court convinced that business judgment rule cannot insulate d directors from liability if they breach law.

5. even though committed for the benefit for the corp, illegal acts may amount to breach of fiduciary duty in ny.
5. depending on the circumstances, proof of allegations in the complaint may sustain recovery under the rule that directors are liable for corp loss caused by the commission of an unlawful or immoral act.
5. Almost all states have abolished to doctrine as to lawsuits by or against a 3rd party who has done business with the corp.  See RMBCA § 3.04a - The validity of a corporate action may not be challenged on the ground that the corp lacks or lacked power to act.

5. exceptions: many statutes do allow the corp’s power to act to be challenged when:

5. suit brought by a shareholder to enjoin the corp’s act [if injunction equitable]

5. suit by corp against director or officer

5. suit brought by state to enjoin the act [see RMBCA § 3.04B&C]

5. When agent of corp purports to represent the corp: [real estate capital corp v thunder corp ohio 1972]

5. corporate officers and agents may deal only within their authority, but when a corp 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 he in fact lacks such authority. Thunder.

5. however, a corp has only that authority which is granted to it by x’s laws, and acts of the agent which are outside the authority granted to it by x’s laws cannot be performed even though such acts may be within the authority granted to the agent by the corp.

5. Facts and specific issues in REEC v Thunder corp [ohio]   basically a guarantee was issued while ohio law permitted this if shareholders approved but shareholder did not approve so no deal. [thunder corp purpose was all granted ohio law]
5. Thunder corp owned by Cohen -80% and burman 20%.  REEC was issued a mortgage from thunder but paid to winthrop corp.  Loan was guaranteed by Cohen and thunder.  Cohen was the sole shareholder of winthrop and burnam objected to the loan.

5. Ohio law permitted corp to secure loans for people as long as for corp purposes and according to oh law.  Thunder corp had right to do all acts permitted by ohio law as a corp purpose.  Here there was no consideration for the loan.   Thus it had to meet ohio gratuitous gifts guarantees law:

5. the voluntary transfer of property by a corp to secure the individual indebtedness of one of its officers is binding upon the corp if all its stockholder assent thereto, but such transfer is subject to rights of creditors prejudiced thereby

5. a gift or voluntary transfer of corporate property by a corporation is not constructively fraudulent as to subsequent creditors, and, if the corp is solvent and reserves property clearly and beyond doubt sufficient to pay its existing indebtedness, such gift or voluntary transfer is not constructively fraudulent as to existing creditors.

5. Since burham objected to the transfer, the shareholders did not approve.  No deal.

5. it is fundamental that the directors or other officers of a corp, have no right under mere guise of official capacity, to convert corporate funds or property to the use of themselves or others by means of a gift, a loan, or otherwise; so ordinarily a policy by which an officer is insured by the corp in its own behalf and at its own expense cannot be pledged by its directors or officers, acting by themselves, to secure the private indebtedness of one of its officers.

5. yet if the rights of creditors are not affected and all stockholders consent, such a pledge of the policy may be made in the absence of positive law forbidding it.

5. the rational basis for this power to pledge corp collateral is the well recognized principle of law that, subject to the rights of creditors, a corp may give away its property or pay out money from its treasury of the stockholders consent and the act is not illegal.

5. the consent of the stockholders, of itself, does not confer corp power, but does make the pledge good as between the corp and the creditor to whom the pledge is made.
5. Dodge and Wrigley cases:                                     Tie this into profit max/ corp citizen.

5. Dodge rescinded the corp decision while wrigley upheld corp decision where both to a degree involved communitarian actions by ds not designed for maximum profit.

5. The facts of dodge involved ford’s refusal to grant dividend in order to create products at lesser price and provide more cars to public.  Dodge, a  minority shareholder complained.   Wrigley involved wrigley’s refusal to install lights and play at night due to community concerns.  A minority shareholder objected since lights would increase revenue from night games.
5. Dodge v ford [mich 1919] overturning corp decision:

5. directors and them alone, have the power to declare a dividend of the earnings of the corp, and to determine its amount.
5. courts of equity will not interfere in the management of the directors unless it is clearly made to appear that they are guilty of fraud or misappropriation of the corp funds, or refuse to declare a dividend when the corp has a surplus of net profits which it can, w/o detriment to its business, divide among its stockholders, and when a refusal to do so would amount to such an abuse of discretion as would constitute a fraud, or a breach of that good faith which they are bound to exercise towards the stockholders.

5. the board of directors declare the dividends, and it is for the directors, and not the stockholders, to determine whether or not a dividend shall be declared.

5. when, therefore, the directors have exercised this discretion and refused to declare a dividend, there will be no interference by the courts with their decision, unless they are guilty of a willful abuse of their discretionary powers, or of bad faith or of a neglect of duty.

5. it requires a very strong case to induce a court of equity to order the directors to declare a dividend, in as much a equity has no jurisdiction, unless fraud or a breach of trust is involved.  There have been many attempts to sustain such a suit, yet although the courts do not disclaim jurisdiction, they have quite uniformly refused to interfere.  

5. the discretion of the directors will not be interfered with by the courts, unless there has been bad faith, willful neglect, or abuse of discretion.
5. considering the facts, a refusal to declare and pay further dividends appears not to be an exercise of discretion on part of the directors, but an arbitrary refusal to do what the circumstances required be done. [corp was trying to reduce price of profits and help public - plus shut out dodge brothers.] Thus, dodge could claim ford harming corp by not maximizing profits.

5. issue became: whether such expenditures are rendered illegal b/c influenced to some extent by humanitarian motives and purposes on the part of the members of the board of directors.  Question becomes whether the directors were acting in the corp’s best interest.

5. The corp was organized in order primarily to make money for stockholders.  the powers of the directors are to be employed for primarily the profit of the stockholders.  The discretion of directors is to be exercised in the choice of means to attain that end, and does not extend to a change in the end itself, to the reduction of profits, or to the non-distribution of profits among stockholders in order to devote them to other purposes.

5. board of director’s discretion must be exercised in good faith.  

5. court concludes that ford’s expansion procedures were within business judgment but the refusal to declare dividends when easily possible was not within proper judgment. [ford owed dividend payment].
5. quick synopsis of why court should overturn corp decision:    for not acting in best interest of stockholders. p wants d to act in the best interest of the stockholders. ford wanted to share reward to the general public by reducing the price of the vehicles and thereby decreasing value to stockholders. d can distribute dividend because there is a surplus of net profit which can w/o detriment to its business.  This constitutes fraud, and a breach of good faith owed to stockholders. we invested in s profit seeking company not a charitable corp.    
5. Shlensky v. wrigley [ill 1968] sustaining corp decision.

5. p argues that the directors were acting for personal reasons unrelated to the financial interest and welfare of the cubs.  Court not satisfied that the motives assigned to , and through him to other directors, are contrary to the best interests of the corp and stockholders.

5. p alleged that d was not interested in whether the cubs would benefit financially form such action because of his concern for the neighborhood, and that he would be willing to play at night if new stadium built.  p alleged that other d’s had full knowledge of the d’s motives and that d did not have a good faith concern for the best interest of d corp.

5. d advances principle that the courts will not step in and interfere with honest business judgment of the directors unless there is a showing of fraud, illegality, or conflict of interest.
5. court saying that the decision is one properly before directors and the motives alleged in the amended complaint showed no fraud, illegality or conflict of interest in their making of that decision.

5. while all the courts do not insist that one or more of the 3 elements much be present for a stockholder’s derivative action to lie, nevertheless we feel that unless the conduct of the d at least borders on one of the elements, the courts should not interfere. [case properly dismissed.]
5. Profit max verus corporate citizen model    




5. Profit max values maximizing profits to shareholders.  Ventures that do not contribute optimally to shareholder value are thereby inappropriate.

5. problems: prevents corp from addressing large scale problems with the money that corps can give that individuals may not be able to give.  It also leads to business decisions devoid of social or community morals which consider the bottom line profit motive.

5. Corporate citizen model values the corporation’s role as a contributor to society.  Maximizing shareholder profit is not the key concern.

5. problems: corps are formed to make money for shareholders [i.e. maximum profits].  People also worry about the causes supported.  They may not have shareholder support.  Also worry about too much discretion in dispersing corp funds.

5. Hybrid model is a more realistic model for today.  Profit max with a social conscience.

5. modern view:  charitable donations can be made by corps w/o justification of benefits to shareholders if they are disinterested donations and reasonable [i.e. not huge in proportion to the company.

5. both models in the purest form lead to absurd conclusions:

5. profit - board would have to approve product deal to known terrorists [or other harmful cause] if it maximized profits.

5. citizen - the corp funds could go to highly controversial causes, squander profits of corp to these causes, etc.

6. BUSINESS JUDGMENT RULE
6. Basic premise:

6. A director or officer who makes a business judgment in good faith will be entitled to the rule if the director:

6. is disinterested in the subject matter of the business judgment; [see duty of loyalty cases]

6. makes informed decision with respect to the subject of the bus judgment to the extent that a director of officer would reasonably believe necessary under the circumstances; [see francis, graham, & van gorkin]

6. rationally believes that the business judgment is in the best interests of the corp.

6. Courts will not try to second guess the wiseness of the decision if the above hurdles met.  Even if the transaction turns out bad or harmful, the court will not interfere.

6. majority of stockholders shall control the policy of the corp, and regulate and govern the lawful exercise of its franchise and business... everyone purchasing or subscribing for stock in a corp impliedly agrees that he will be bound by the acts and proceedings done or sanctioned by a majority of its stockholders, or by the agents of the corp duly chosen by such majority, within the scope of the powers conferred by the charter and court s of equity will not undertake to control the policy of business methods of a corp, although it may be seen that a wiser policy might be adopted and the business more successful of other methods were pursued.  Wrigley
6. the majority of the shares of its stock, or the agents by the holders thereof lawfully chosen, must be permitted to control the business of the corp in their discretion, when not in violation of its charter or some public law, or corruptly and fraudulently subversive of the rights and interests of the corp or of a shareholder. Wrigley
6. it is not the functions of the court to resolve for corps questions of policy and business management.  The directors are chosen to pass upon such questions and their judgement unless shown to be tainted with fraud is accepted as final. Wrigley
6. Exceptions: [possibly] [even when all prongs satisfied]

6. illegality of board actions. See miller v att&t [3rd 1974] (where corp action violated federal campaign contribution law designed partially to protect shareholders of corp).

6. overly pursuing social goals - ie ford.  If contributions too much and not related to corp goals or business then maybe judicial intervention.  But see wrigely (sustaining corp action for community thru deference and on grounds that ds believed action in best interest of corp)

6. Liability is based on gross negligence. See van gorkom and aronson.

6. When presented w/ BJR case, you must attack the decision making process b/c courts will likely rubber stamp the actual business decision.  They will sustain the business decision if there is any rational basis for it.

6. Often there are provisions in corp charters eliminating duty of care liability.  

6. Policy behind the rule:

6. Risk taking motivation - if directors were not entitled to this presumption, business diversity and innovation would be decimated and stilted with directors constantly worrying about their liability risks.  Overall business economic performance would decline.

6. Institutional competence - judges are not corporate executives.  They are not well versed in business decisions.  Directors are better at risk/return calculus.

6. Lesser - cost spreading/avoidance - imposing liability on directors is not as fair/effective as spreading loss on the shareholders at large.  Shareholders can diversify portfolios easier than directors can serve on multiple boards.

6. Promote and protect the full and free exercise of the managerial power granted directors.  The rule itself is a presumption that in making a business decision, the directors of a corp acted on an informed basis, in good faith and in the honest belief that the action taken was in the best interest of the corp.  Smith v van gorkom
6. The business judgment rule operates in 2 fashions: the first procedural aspect of the decision and then the substantive aspect of the decision.

6. Disinterested requirement:

6. The director of officer cannot have an interest in the deal.  Thus, if he is a party to the deal or is related to the party, or otherwise has some financial stake adverse to the corporation’s interest.  Any taint of self dealing will void the business judgment rule.

6. Rationale: when director self deals there is no judgement on behalf of the corporation, instead he has acted on his personal behalf.  Thus, this action does not deserve protection.

6. Informed decision requirement:          See van gorkin - procedurally informed decision process
6. degree of duty - gross negligence:

6. gross negligence is proper standard for determining whether a business judgment reached by a board of directors was an informed one. Van gorkom.

6. directors must discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent mem would exercise under similar circumstances in like positions. Francis see also Graham.

6. the nature and extent of reasonable care depends upon the type of corporation, its size and financial resources.  Francis.  Thus, a larger corp will come with greater duty than smaller corp as well as bank duties greater than small business.

6. if he has recklessly reposed confidence in an obviously untrustworthy employee, has refused or neglected cavalierly to perform his duty as a director, or has ignored either willfully or through inattention obvious danger signs of employee wrongdoing, the law will cast the burden of liability upon him.  Graham.
6. General understanding of business - as a general rule, a director should acquire at least a rudimentary understanding of the business of the corp.  Accordingly a director should become familiar with the fundamentals of the business in which the corp is engaged.  Francis v united jersey bank [nj 1981]

6. No dummy directors - Because directors are bound to exercise ordinary care, they cannot set up as a defense lack of the knowledge needed to exercise the requisite degree of care.  If one feels that he has not had sufficient business expertise to qualify him to perform the duties of a director, he should either acquire knowledge by inquiry or refuse to act. Francis.

6. Directors are under a continuing obligation to keep informed about the activities of the corp.  Otherwise, they may not be able to participate in the overall management of corp affairs.  Directors may not shut their eyes to corp misconduct and then claim that b/c they did not see the misconduct, they did not have a duty to look.  The sentinel asleep at his post contributes noting to the enterprise he is charged to protect. Francis.

6. some elements of staying informed: [found in francis]

6. general monitoring of corporate affairs and policies.

6. directors should attend meetings of the board of which he or she is a member.

6. director should maintain familiarity with the financial status of the corporation by a regular review of financial statements.  The extent of review, as well as nature and frequency of financial statements, depends not only on the customs of the industry, but also on the nature of the corp and the business in which it is engaged. Adequate financial review normally would be more informal in a private corp than in a publicly held corp.

6. see right to rely on subordinates if qualified.

6. Qualified right to rely on subordinates:

6. directors are entitled to rely on the honesty and integrity of the subordinates until something occurs to put them on suspicion that something is wrong.  Graham v allis-chambers manufacturing [del 1963].

6.  If such occurs and goes unheeded, then liability of the directors might well follow, but absent a cause for suspicion there is no duty upon the directors to install and operate a corp system of espionage to ferret out wrongdoing which they have no reason to suspect exists.



6. courts will listen to the realities of the corp structure.  Large corp directors cannot know everything/everyone.  That is why the law protects reasonable reliance by directors.

6. gen directors are immune from liability if, in good faith, they rely upon the opinion of counsel for the corp or upon written reports setting forth financial data concerning the corp and prepared by an independent public accountant or certified public accountant or firm of such accountants or upon financial statements, books of account or reports of the corp represented to them to be correct by the president, the officer of the cor having charge of its books of account, or the person presiding at a meeting of the board. Francis.

6. Procedural informed basis for decision making found in van gorkom:

6. issue turns on whether the directors have informed themselves prior to making a business decision, of all material information reasonably available to them.

6. informed judgement is a duty of care matter not duty of loyalty. 

6. MAJORITY: trans union breached their fiduciary duty to their stockholders 1] by their failure to inform themselves of all information reasonably available to them and relevant to their decision to recommend the merger; and 2] by their failure to disclose all material information such as a reasonable stockholder would consider important in deciding whether to approve the merger offer.
6. the majority seemed moved by the fact that:

6. it was van gorkom, not pritzker, who promoted the deal and named the eventual sale price, and the board never learned this

6. the board made no real attempts to learn the intrinsic value of the company

6. the board had no written documentation before it and relied completely on oral statements, mostly by van gorkom

6. the board made its entire decision in a 2 hour period, w/ no advance notice that a buyout would be the subject, and in circumstances where there was no real emergency or crisis.
6. DISSENT: thought that the persons concerned had the appropriate expertise to make an informed decision.  “Directors of this caliber are not ordinarily taken in by a fast shuffle.”

7. DUTY OF CARE
7. See above discussion of BJR particularly the duty to be disinterested, informed, and difficult standard to win on.      Today, statutes permit corps to abolish DOC liability in their corp charters.

7. Short form test
7. If directors disinterested, then 2 fold test:

7. Did directors conduct good faith reasonable investigation [if yes then go to 2]

7. Is there any rational basis for the decision made [very low standard - if yes then BJR applies]

7. Basic standard: a duty to take due care by all officers an directors.  The director must exercise that degree of skill, diligence, and care that a reasonably prudent person would exercise in similar circumstances in a manner he reasonably believes to be in the best interests of the corp.

7. Standard is objective : thus, even though Francis was elderly drunk, the standard measures how a reasonable director would act.    However, directors with special skills must exercise those special skills for the corp.

7. Case examples:

7. directors must discharge their duties in good faith and with that degree of diligence, care and skill which ordinarily prudent mem would exercise under similar circumstances in like positions. Francis see also Graham.

7. the nature and extent of reasonable care depends upon the type of corporation, its size and financial resources.  Francis.  Thus, a larger corp will come with greater duty than smaller corp as well as bank duties greater than small business.
7. See above - no dummy directors permitted, ie if dummy directors present a breach of duty of care might be found.

7. Also liability might attach in no-win transactions.  Thus, if transaction could at best benefit the corp slightly if at all, and at worst could damage it greatly, the court may find the decision so irrational as to be gross negligence in violation of DOC.

7. Disguised self dealing cases - when a court believes that the directors acted in pursuit of personal rather than for good of corp, but there is not enough evidence for such a finding of liability, courts seize upon lack of duty of care instead. [like in Francis when mother possibly permitted sons to do as they wished.]
7. Generally, directors are permitted reasonable reliance on subordinates.  See above but once directors has cause of suspicion then the reliance is not reasonable.  

7. directors are entitled to rely on the honesty and integrity of the subordinates until something occurs to put them on suspicion that something is wrong.  Graham v allis-chambers manufacturing [del 1963].

7. there is no general duty to detect wrongdoing, but if the directors are on notice of facts that would make a reas person suspicious that wrongdoing is present, they must act.

7. several courts today have rejected the graham no monitoring view and have imposed duty on board to place formal control systems to prevent/discover wrongdoing.  Court today may impose duty to apply current monitoring procedures.

7. The general rule:   burden on p to prove/disprove:

7. Good faith on part of directors

7. Reasonable investigation see above - francis and van gorkin reas investigation discussion

7. Rational basis for board’s decisions [almost anything goes for the courts]

7. Requirements of the rule:

7. Good faith

7. Acting in best interest of the corp

7. Ordinarily prudent person

7. Have to be informed person. See informed discussion above in BJR section.

8. DUTY OF LOYALTY
8. Intro language found in meinhard v soloman [ny - cardozo 1928]

8. Duty of finest loyalty.  Many forms of conduct permissible in a workday world for those acting at arm’s length, are forbidden to those bound by fiduciary ties.  A trustee is held to something stricter than the orals of the marketplace.  Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior.  Uncompromising rigidity has been the attitude of courts when petitioned to undermine the rule of undivided loyalty by the disntergrating erosion of particular exceptions.  Only thus has the level of conduct for fiduciaries been kept a t a level higher than that trodden by the crowd.  

8. Self dealing transactions
8. While the older CL used to prohibit self dealing transactions as a violation of fiduciary relationship owed officer to a corp, today corp directors and officers may under proper circumstances transact business w. the corp including the purchase or sale of property, but it must be done in the strictest good faith and w/ full disclosure of the facts to, and the consent of, all concerned.  And the burden is upon them to establish their good faith, honesty, and fairness.  Such transactions are scanned by the courts w/ skepticism and the closest scrutiny, and may be nullified on slight grounds.  It is policy of the courts to put such fiduciaries beyond the reach of temptation and the enticement of illicit profit.  Cookies food products.

8. If p can persuade court that the deal is self dealing, then the burden will shift to the D to prove that the deal should be upheld. [but see ALI framework.]

8. Judicial views concerning self-dealing transactions:

8. When a transaction involves a financially interested director, officer, or controlling shareholder, it will not be voided or voidable b/c of the relationship or interest if:   found in cookies food products v lakes warehouse [Iowa 1988].

8. the relationship or interest is disclosed or known to the board of directors or committee which authorizes, approves, or ratifies the contract w/o counting the votes of such interested director.

8. the relationship is disclosed to shareholders entitled to vote and they approve the transaction. [jurisdictions split on whether the vote is by all shareholders or disinterested shareholders only.]   

8. the contract/transaction is fair and reasonable to the corp.  This will entail stricter scrutiny than BJR.
8. the director must still show good faith, honesty, and fairness in his dealing in addition to the above criteria.

8. ALI § 5.02 transactions w/ the corp.
8. gen rule - a director or senor executive who enters into a transaction w/ the corp [other than a transaction involving the payment of compensation] fulfills the duty of fair dealing w/ respect to the transaction if:

8. disclosure concerning the conflict of interest and the transactions is made to the corp decision maker who authorizes in advance or ratifies the transaction; and

8. either:

8. the transaction is fair to the corp when entered into;

8. the transaction is authorized in advance, following disclosure concerning the conflict of interest and the transaction, by disinterested directors, or in the case of a senior executive who is not a director by a disinterested superior, who could reasonably have concluded that the transaction was fair to the corp at the time of such authorization;

8. the transaction is ratified, following such disclosure, by disinterested directors who could reas have concluded that the transaction was fair to the corp at time it was entered into, provided

8. a corp decision maker who is not interested in the transaction and could reas have concluded the trans was fair to the corp;

8. the interested director or senior executive made disclosure to such decision maker pursuant to subs a1 to the extent he or she knew of the material facts.

8. the interested director or senior executive did not act unreasonably in failing to seek advance authorization of the transaction by disinterested directors or a disint superior; and

8. the failure to obtain advance authorization of the trans by disint directors or a disint superior did not adversely affect the interests of the corp in a significant way; or

8. the trans. is authorized in a advance or ratified, following such disclosure, by disinterested shareholders, and does not constitute a waste of corp assets at time of shareholder action.

8. burden of proof - a party who challenges a trans between a director or senior executive and the corp has the burden of proof, except that if such party establishes that none of the sub 2,3,4 above is satisfied, the director or senior exec has the burden of proving that the trans was fair to the corp.

8. ratification of disclosure or non-disclosure - the disclosure requirements of above will be deemed satisfied if at any time [but no later than a reas time after suit is filed challenging the trans] the trans is ratified, following such disclosure, by the directors, the shareholders, or the corp decision maker who initially approved the trans or the decision maker’s successor.

8. strict prophylactic rule - transactions involving interested directors/officers will be automatically voided.  This was the old the CL.

8. the consensus view at least for avoiding invalidation of a self dealing transaction is the following:

8. by showing that it was approved by a majority of disinterested directors, after full disclosure

8. by showing that it was ratified by shareholders, after full disclosure; and

8. by showing that it was fair when made.  Highest standard of scrutiny.

8. What should be disclosed:

8. the conflict of interest at hand

8. the full complete details of the transaction - must disclose all facts about the underlying transaction that a reasonable observer would consider material.

8. When must disclosure be made:        most courts will uphold the transaction based on board approval even if the disclosure came after transaction entered into so long as the ratify it. [but see the ALI enacting closer scrutiny of post transaction board approval.]

8. Who is a disinterested director:   a director is qualified if he does not have either 1] a conflicting interest respecting the transaction, or 2] a familial, financial, professional, or employment relationship w/ a 2nd director who does have a conflicting interest respecting the transaction, which relationship would, in the circs, reasonably be expected to exert an influence on the 1st director’s judgment when voting on the transaction.  Typically a director put in by a majority shareholder will not be auto labeled interested.

8. as long as a majority if disint directors [2 or >] approve then it is also a quorum.

8. Discussion of fairness prong : in most states if the transaction is fair [under close scrutiny], it will be upheld regardless of approval. [also w/o prior disclosure]  The fairness is measured at time of transaction..   But under ALI prior disclosure is required even if deal fair to corp.

8. Burdens of proof:

8. traditionally, if you can convince court of self dealing, the burden will shift to them to show the transaction was fair to the corp, and not waste of corp assets.

8. but under ALI, board approval, shareholder ratification, and advance disinterested director approval place the burden on challenging party.

8. Typical remedies are 1] recission of deal or 2] restitution - paying back to corp benefit interested party received.

8. Majority/minority fairness/undue advantage:

8. When x exercises effective control over y, x is required to follow a course of fair dealing toward minority holders in the way it manages the corp’s business.  X could not use its power to gain undue advantage to itself at expense of minority.  This is the standard of responsibility of corp officers who, in a relationship of this kind, are able to exert large amounts of power over a corp.  Case v ny central rail [ny 1965].

8. a basic ground for judicial interference with corp decisions on complaint of minority interests is an advantage obtained by the dominant group to the disadvantage of the corp or its minority owners.      The reflex of gain by the use of corp power against loss to the corp itself is a common denominator of the decided cases. Case.

8. however, in this case, the minority benefit was slight and court held that enough to validate transaction.
8. if you can show some benefit to the minority, the court is likely not to interfere.

8. In the absence of undue advantage of major at minority’s stake, the BJ of corp officers will not be interfered w/. Case.

8. Side issues:
8. this case shows some of the limits of what courts can do in policing self dealing transactions.  If self dealing transaction were outlawed, neither corp would be able to benefit.  Here both benefitted.  Self-dealing worked to both’s advantage.

8. you don’t want to be a minority shareholder.  

8. if you are a corp with a sub you don’t want minority shareholders-   they are real pains and can sue.  If you only have a few minority shareholders, you want to get rid of them
8. Corporate opportunity cases
8. Into: key players appropriate to themselves some business opportunity or property that is found to belong to the corp.   There is split among the jurisdictions on the exact tests to be used.  See below regarding guth and test adopted in Burg.

8. Threshold question - is it a corp opp, if so then treat it like any self dealing trans.    Below is discussion of how to decide if it was corp opp.

8. Minority rule: strict prophylactic rule :   Irving trust doctrine [2nd cir. 1934]

8. if directors are permitted to justify their conduct on such theory [that once corp can’t buy then personnel can], there will be temptation to refrain from exerting their strongest efforts on behalf of the corp since, if it does not meet the obligations, an opportunity of profit will be open to them personally.
8. the rule is wise - rigid rule forbidding directors of a solvent corp contract on the plea of the corp’s financial inability to perform.  if they do, they may not substitute themselves for the corp any place along the line and divert possible benefits into their own pockets

8. facts: involves directors assuming a contract that the corp apparently did not have the assets to assume then selling the stock acquired to a personal profit for ds.  Incapacity case
8. other law: one who knowingly joins a fiduciary in an enterprise where the personal interest of the latter is or may be antagonistic to his trust becomes jointly and severally liable with him for the profits of the enterprise.
8. Guth rule/ corollary view: found in Rapistan corp v micheals [mich 1994]

8. guth rule:

8. if there is presented to a corp officer or a director a business opportunity 

8. 1] which the corp is financially able to undertake, 

8. 2]  is, from its nature, in the line of the corp’s business and is of practical advantage to it, 

8. 3]  is one in which the corp has an interest or a reasonable expectancy,

8. 4]  and, by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of his corp, 

8. the law will not permit him to seize the opportunity for himself.

8. guth corollary:

8. it is true that when a business opportunity comes to a corp officer or director 

8. 1] in his individual capacity rather than in his official capacity, 

8. 2] and the opportunity is one which, b/c of the nature of the enterprise, 

8. 3] is not essential to his corp, 

8. 4] and is one in which it has no interest or expectancy, 

8. the officer or directors is entitled to treat the opportunity as his own, and the corporation has no interest in it if, of course, the officer or director has not wrongfully embarked the corp’s resources therein.

8. process court should follow when determining whether a business opportunity is a corp opportunity

8. 1] a court must ascertain whether the opportunity was presented to a corp officer in the officer’s individual or representative capacity

8. 2] after determining manner opp presented, court must determine the nature of the opportunity.

8. 3] the nature of the opp is analyzed differently, depending on whether the opportunity is presented to a corp official in the official’s individual or corp representative capacity.

8. Ny burg view: [more d friendly b/c of int/tang exp test] [case involved small scale partn/corp as opposed to complex corp]
8. under ny law, property acquired by a corp director will be impressed with a constructive trust as a corp opportunity only if the corp had an interest or a tangible expectancy in the property when it was acquired.

8. although this test had faced criticism [see more extensive guth rules] as vague and unhelpful.

8. but it clearly expresses the judgment that the corp opportunity doctrine should not be used to bar corp directors from purchasing any property which might be useful to the corp, but only to prevent their acquisition of property which the corp needs or is seeking, or which they are otherwise under a duty to the corp to acquire for it.

8. ny law requires a court to determine in each case, by considering the relationship between the directors and the corporation, whether a duty to offer the corp all opportunities within its line of business is fairly to be implied.  

8. a person’s involvement in more than one venture of the same kind may negate the obligation which might otherwise be implied to offer similar opportunities to any one of them, absent some contrary understanding.

8. The DISSENT disagreed and quoted meihhard for tighter reins:
8. applying these standards to the facts of case:

8. in the absence of a contrary agreement or understanding between the parties, the horns, who were majority stockholders and managing officers of the darand corp and whose primary function was to locate suitable properties for the company, were under a fiduciary obligation to offer such properties to darand before buying the properties themselves....   

8. That the horns used Dardand’s funds to effectuate certain of these purchases reinforces the conclusion that their conduct was improper and failed to comport with the standards established by law.

8. horns were under fiduciary duty imposed by law not to take advantage for themselves of corp opp, and were not able to select the best properties for themselves.
8. majority applies a loose fairness standard promoting multiple ventures that can operate independently.  The dissent ties closely to the cardozo finest duty of loyalty standard and the line of business test being construed plainly [unlike majority saying interest or tangible expectancy being construed tightly.]   dissent also uses use of corp funds as support for argument whereby majority ignores this aspect.
8. Use of corp assets /   when a director will be estopped to deny corp opp. / apart from typical Bus opp cases.

8. even though a business opportunity may not constitute a corp opp under the conventional tests employed in determining whether a corp opportunity exists, a corp representative will be estopped nevertheless from denying that business opportunity was a corp opportunity if the representative wrongfully embarked the corp’s assets in the development or acquisition of the business opportunity.  Rapistan
8. this is b/c the fiduciary is seen as having previously asserted to the corp that the opportunity was worth pursuing, and as an equitable matter the fiduciary will not be allowed to deny the truth if his prior assertion.

8. the core principle of the corp opp doctrine is that a corp’s fiduciary will not be permitted to usurp a business opp which was developed through the use of corp assets. Rapistan
8. when a corp’s fiduciary uses corp assets to develop a business opp, the fiduciary is estopped from denying that the resulting opportunity belongs to the corp whose assets were misappropriated, even if it was not feasible for the corp to pursue the opp or it had no expectancy in the project. Rapistan.

8. the general proscription against misapplication of corp funds applies equally to business opps outside the corp’s line of business.  Thus, a business opp falling outside a corp’s line of business and which would not otherwise be considered a corp opp, nevertheless will be deemed a corp opp if developed or financed w/ corp funds. Rapistan.
8. What are corp assets:

8. a fiduc’s compensated time is regarded as a corp assets; accordingly, the rule of estoppel applies to a person who sues company time to develop a bus opp.  Likewise, use the compensated time of other corp employees triggers an application of the estoppel doctrine.  

8. includes also cash, facilities, contracts, goodwill, and corp info.

8. estoppel more likely invoked when hard assets [cash, facilities, and Ks] rather than soft [goodwill, working time, corp info]

8. gen, estoppel applies where there has been a significant use of corp assets by fiduc and where there is a direct and substantial nexus or causal connection between the assets embarked and the creation, pursuit, and acquisition of the bus opp. Rapistan.

8. Mass adopted a fairness standard where courts can determine whether the taking of the opp was fair to the corp by looking at it w/o having to apply these tests.    Does it look unfair to the corp when the person took the opp.

8. Several commentators have suggested that rule vary w/ the type of entity involved:
	TYPE OF CORPORATION
	Large, public corp
	Small, private corp

	WHAT STANDARD
	Higher Standard
	Lower Standard

	WHAT TEST
	Line of Business Test (broader test, easier for ( to prove)
	Interest/Expectancy Test (narrower test, harder for ( to prove)

	WHY
	Directors are getting paid a lot to devote all their energy to the corp, and shouldn’t have their fingers in many pies
	Directors tend to have various involvements and fingers in different pies, it would be a hardship to require them to cut off all other involvements and opportunities


8. Whether corp incapacity is a defense: the majority rule says it is a defense while Irving trust rejects corp incapacity as a defense.

8. Brief discussion of 4 types of tests found in Emanuals: [I like guth more]
8. interest or expectancy: whether corp had an interest or expectancy in the opp. If it is essential to the corp it is corp opp.  A corp has an expectancy w/ respect to opp if its existing business arrangements have led it to reasonably anticipate taking advantage of the opp.  An opp is essential to the corp if corp will suffer serious harm should not be able to take advantage of opp.  This is the narrowest test for p’s.

8. line of business: it is corp opp if it is closely related to the corp’s existing or prospective activities.  If corp has special expertise in area, even if not already engaged in project, the court will likely find it a corp opp.  Look for functional relationship between the opp and the corp’s type of business capabilities.

8. fairness standard: measure the unfairness on the particular facts of a fiduc taking advantage of an opp when the interests of corp justly call for protection.

8. combined line of bus w/ fairness : even if opp comes w/in line of bus test, the officer will not be liable for usurping it if he can show that his conduct was fair to the corp.

9. Derivative suits
9. Basic component of derivative suits:

9. Suit by s/h to compel corp to sue, AND

9. Suit by the corp asserted by s/h on its behalf.        [p/l does attach in these cases.]

9. Corps must be able to end meritless or harmful litigation and strike suits but also a corp should not be able to end arbitrarily bona fide deriv actions since it is a valid intra-corporate means of policing corp directors.

9. Demand on the board - generally courts require the shareholder to make a written formal demand on the before suits can proceed.  Chancery rule 23.1 requires suing shareholders to allege w/ particularity the efforts, if any, made by ps to obtain the action he desires from the directors or comparable authority and the reasons for his failure to obtain the action or for not making the effort.

9. Hence the demand requirement of 23.1 exists at the threshold, 1st to insure that a stockholder exhausts his intra-corporate remedies, and then to provide a safeguard against strike suits.

9. thus, by promoting this form of alternate dispute resolution, rather than immediate recourse to litigation, the demand requirements is a recognition of the fundamental precept that directors manage the business and affairs of corps.
9. Demand excused/futile - when is a s/h’s demand upon a board excused as futile prior to the filing of a derivative suit?

9. 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.  Thus demand would be futile.  Aronson v lewis [del 1984]

9. in determining demand futility, courts exercising proper discretion must decide whether, under the particularized facts alleged, a reasonable doubt is created that:      [1 or 2]

9. 1] the directors are disinterested and independent 

9. 2] the challenged transaction was otherwise the product of a valid exercise of business judgment.        [informed decision and the like]

9. court using sound discretion must be satisfied that a p has alleged facts with particularity which, taken as true, support a reasonable doubt that the challenged transaction was the product of a valid exercise of business judgment.  Only in that context is demand excused aronson.

9.  court must make 2 inquiries:   aronson
9. one into the independence and disinterestedness of the directors
9. in this inquiry, directorial independence and disinterestedness, the court reviews the factual allegations to decide whether they raise a reasonable doubt, as a threshold matter, that the protections of the business judgment rule are available to the board.  

9. Certainly, if this in an interested directors transaction, such that the business judgment rules is inapplicable to the board majority approving the transaction, then the inquiry ceases.  In that event futility of demand has been established by any objective or subjective standard.  This includes situations involving self-dealing directors.

9. the mere threat of personal liability for approving a questioned transaction, standing alone, is insufficient to challenge either the independence or disinterestedness of directors, although in rare cases a transaction may be so egregious on its face that board approval cannot meet the test of business judgment, and a substantial likelihood of director liability therefore exists. 

9. and the other into substantive nature of the challenged transaction and the board’s approval thereof.
9. try to show a waste of corp assets but you must allege particularized facts ti support allegation of waste of corp assets.
9. show the decision was grossly negligent at time of transaction.

9. try to show the board’s actions are clearly not in the best interest of the corp.  This will be tough though.

9. in this examination the court does not assume that the transaction is a wrong to the corp requiring corrective steps by the board.  Rather, the alleged wrong is substantively reviewed against the factual background alleged in the complaint.

9. consider:  to invoke the rule’s protection directors have a duty to inform themselves, prior to making a business decision.  Having becomes so informed, they must then act with the requisite care in the discharge of their duties.
9. Discussion of director independence/ board domination: aronson
9. in demand context even proof of majority ownership of a company does not strip the directors of the presumptions of independence, and that their acts have been taken in good faith and in the best interests of the corp.  There must be coupled with the allegation of control such facts as would demonstrate that through personal or other relationships the directors are beholden to the controlling person.

9. independence means that a director’s decision is based on the corp merits of the subject before the board rather than extraneous considerations or influences.

9. each director must have brought his or own business judgment to bear with specificity upon the corp merits of the issues w/o regard for or succumbing to influences which convert an otherwise valid business decision into a faithless act.

9. [board is normally appointed by majority shareholder if one present] it is the care, attention and sense of individual responsibility to the performance of one’s duties, not the method of election, that generally touches on independence.
9. in the demand-futile context a p charging domination and control of one or more directors must allege particularized facts manifesting a direction of corporate conduct in such a way as to comport withe the wishes or interests of the corp [or persons] doing the controlling.   

9. Demand refused cases: levine v smith [del 1991]

9. In Delaware: a shareholder p, by making demand upon a board before filing suit tacitly concedes the independence of a majority of the board to respond.   [removes the duty of loyalty prong] levine
9. when a board refuses a demand, the only issues to be examined are the good faith and reasonableness of its investigations.  Levine
9. court should apply business judgment rules tests and requirements to decide the issue [burden on p]

9. reasonableness implicates the BJR’s requirement of procedural due care; that is whether x board acted on an informed basis in rejecting the demand.

9. p will have to plead particularized facts and this will be difficult to win.

9. To demand or not to demand:

9. Assuming you are not required by statute to demand, if you do not make demand then the court will look at the underlying transaction. [perhaps if arguing particularized facts you will get in.- was the challenged transaction covered by BJR]   

9. However, if you make demand and are refused, then you lose your DOL prong and the court will not consider the underlying transaction.  It will only look at the decision refusing to sue and whether it was worthy of BJR w/ presumption in its favor/ not the challenged transaction.

9. But in juris that require demand for all suits, you will not lose the DOL prong.  If you are required to demand then there is no reason to say you are tacitly conceding board approval.

9. Modern commentators suggest following the 2nd view which invokes aronson analysis concerning whether the case should continue.

9. Special litigation committees were set up b/c corp’s knew they may lose under the aronson analysis.  When should these “independent committees” ‘s decisions be upheld?  There is a wide variety of opinions on this issue:

9. Zapata [del view] when a court is faced w/ a special committee motion to dismiss pending litigation court should apply a 2 STEP TEST to the motion: [limited to demand/excused but see extending it to all demand cases.]

9. inquire into the independence and good faith of the committee and the bases supporting its conclusions.
9. Limited discovery may be ordered to facilitate such inquiries.  

9. The corp should have the burden of proving independence, good faith and a reasonable investigation, rather than presuming independence, good faith, and reasonableness.

9. if the court determines either that the committee is not independent or has not shown reasonable basis for its conclusions, or if the court is not satisfied for other reasons relating to the process, including but not limited to the good faith of the committee, the court shall deny the corp’s motion.

9. if however, the court is satisfied that the committee was independent and showed reasonable bases for good faith findings and recommendations, court may proceed in its discretion to 2nd step of inquiry
9. court should determine applying its own independent business judgment whether the motion should be granted.

9.    [courts know when to litigate/merits of litigation.  This is not intrusion into normal BJ’s of corps.]

9.    this means times could arise where a committee can establish GF and its independence and still have motion denied.

9.    this second step is designed to thwart times where corp actions meet the criteria of step 1, but the result does not appear to satisfy its spirit, or where corp actions would simply prematurely terminate a stockholder grievances deserving of further consideration in the corp’s interest.

9.    courts should pay attention to issues of policy and law as well as a corp’s best interests.

9.    court should weigh how compelling is the corp’s interest in dismissing the suit when faced with a non-frivolous suit.

9.    this is essential key in striking the balance between corp claims as expressed in a derivative stockholder suit and the corp’s best interests as expressed by an independent investigating committee

9. Auerbach [ny view] extending the BJR to the decisions of special litigation committees, precluding judicial review of the merits of those decisions.  Under auerbach, judicial review of committee decisions is limited to the issues of good faith, independence, and sufficiency of evidence.

9. Milller [prophylactic rule] adopted as a means of circumventing the structural bias inherent in the committee appointment process.  Under miller, directors charged w/ misconduct are prohibited from participating in the selection of special litigation committees.

9. modified Zapata rule in alford v all american insur comp [nc 1987]   

9. while Zapata is limited to demand futile/excused, here court approval required for disposition of all derivative suits, even where the directors are not charged with fraud or self dealing, or where the p and the board agree to discontinue, dismiss, compromise, or settle the lawsuit.

9. court must of necessity evaluate the adequacy of materials prepared by the corp which support the corp’s decision to settle or dismiss a derivative suit along with the p’s forecast of evidence.  If it appears likely that p could prevail on the merits, but that the amount of the recovery would not be sufficient to outweighed the detriment to the corp, the court could still allow discontin, dismissal, or settlement w/o looking at the proposed action substantively.

9. although the recommendation of the special litigation committee is not binding on the court, in making this determination the court may choose to rely on such recommendation.
9. Why are we suspicious of special litigation committees?

9. directors are being asked pt pass judgment on fellow directors in the same corp, fellow directors who might have appointed them.

9. is independent committee enough to avoid subconscious abuse.

9. corp’s can delegate decision authority in general to these committees to save time, resources, but courts will view them w/ skepticism.

9. trend away from auerbach rule is an indication of growing concern about the deficiencies inherent in a rule giving great deference to the decisions of a corp committee whose institutional symbiosis with the corp necessarily affects its ability to render a decision that fairly considers the interest of p’s forced to bring suit on behalf of the corp.

10. § 10b AND RULE 10b-5
10. s10 manipulative and deceptive devices
10. 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 of any facility of any national securities exchange-

10. b] to use of employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security no 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 in the public interest or for the protection of investors.

10. rule 10b-5 employment of manipulative and deceptive devices
10. 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 of any facility of any national securities exchange,

10. a] to employ any device, scheme, or artifice to defraud,

10. b] 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 light of the circumstances under which they were made, not misleading, or

10. c]to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, 

10. in connection with the purchase or sale of any security. [covers all 3]

10. The fundamental purpose of the act was to implement a philosophy of full disclosure sante fe
10. There are 2 main types of cases arising under 10b-5:   omissions and misrepresentations whether they be in normal actions or insider trading actions.

10. Basic elements of r10b-5 action::

10. Bad act:

10. misstatement [statement + false]

10. omission [duty + failure to disclose]

10. Material [affects total mix of info to reas investor]

10. Standing [purchaser or seller of securities]

10. Causation [omission - reliance presumed if reas investor would value / misrep - fraud on market

10. Scienter [knowing/intentional/willful conduct by D]

10. Silence/ omission cases:

10. Silence, absent a duty to disclose is not misleading under r10b-5.  No comment statements are generally the functional equivalent of silence.  Basic 1.

10. Before there can be a duty to disclose, the information must be available and ripe for publication.  To be ripe, the contents must be verified sufficiently to permit the officers and directors to have full confidence in their accuracy. [also in the 2nd cir, it means that there is no valid corp purpose which dictates that the information not be disclosed.  An undue dely not in good faith, in revealing facts, can be deceptive, misleading, or a device to defraud under r10b-5.  Financial industrial fund v mcdonnel douglas [10th 1973]

10. to prevail the p in this silence case had the burden of proof to establish:   financial
10. 1] that it exercised due care in making its stock purchase, 

10. 2] that d failed to issue the info when sufficient info was available for an accurate release [or could have been collected by the exercise of due diligence], 

10. 3] and to show there existed a duty owed by the d to the p to so disclose as to do otherwise would be a violation of rule 10b-5,

10. 4] and upon inaction under such showing p relied to its detriment.

10. D might assert a defense of good faith and exercise of business judgment in time of disclosure of info.

10. where silence is at issue, the proof must be directed to the corp and individual reactions to the facts showing a change in corp circumstances, and how the decision was reached to issue a statement at a particular time.

10. in these considerations the evidence, as indicated in this record, is well within the decisional processes of the corp financial specialists and corp management.  

10. the silence or the timing are matters which require the court or the jury to examine how these decisions were arrived at by using many subjective factors and by excluding hindsight.
10. Definition of materiality requirement:    there must be a substantial likelihood that disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the total mix of information available.  Basic inc v levinson [sct 1988]

10. Materiality standard for speculative/contingent info will depend upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of te event in light of the totality of the company activity.  Basic 1.

10. whether merger discussions are material therefore depends on the facts.  In order to assess the prob that the event will occur, a fact finder will need to look to indica of interest in the transaction at the highest corp levels.

10. to assess the magnitude to the issuer of securities allegedly manipulated, a fact finder will need to consider such facts as size of the 2 corp entities, and of the potential premiums over market value.

10. Materiality depends on the significance the reas investor would place on the withheld or misrepresented info.   Basic 1
10. The same standard adheres whether insiders profited or not. However insider trading can serve as an indica of materiality.

10. Purchase and sale of securities requirement:   [whether p can sue under 10b5 w/o having either bought or sold the securities]

10. The p must actually have bought or sold the challenged securities.  Blue chip [sct 1975] citing birbaum rule.

10. longstanding acceptance by courts plus congress’ failure to reject birbaum’s reas interpretation of wording of s10b - in connection w/ purchase or sale of security - provides support for accepting rule.

10. policy concerns support this rule:

10. while birbaum prevents some deserving p’s from recovering damages which were caused by violation of 10b5, there are countervailing policy advantages supporting it.

10. worry about strike suits / avoid vexatious ligation.   - where cases w/ little chance of success at trial will have disproportionate settlement value to p.  - frustrating normal business activity unrelated to the lawsuit.

10. worry of abuse of extensive discovery for ad terrorem actions and time consuming discovery.

10. w/o birbaum rule, case would turn on oral evidence basically assuring it got to trial.  Birbaum makes things judeable from motions to dismiss or summary judgement motions as a gatekeeping function. 

10. while the birbaum rule excludes ps who have been damaged by violations of 10b5, it separates in a readily demonstrable manner the group of ps who actually purchases or actually sold, and whose version of the facts is more likely to be believed by trier of fact, from te vastly larger world of potential ps who might successfully allege a claim but could seldom succeed in proving it.

10. Also it avoids difficult hazy issues of historical proof depending largely on oral testimony.

10. fear of floodgate of litigation.
10. there will be no tight exceptions to the rule.

10. the DISSENT wanted a test showing a logical nexus between the alleged fraud and the sale or purchase of a security. [no fear of floodgate - rule of proof/damages would answer problem].

10. bespeaks caution/ cautionary language designed to avoid liability.   DEFENSE 

10. S20e application of safe harbor for forward looking statements
10. c] safe harbor

10. 1] in general -   Except as provided in sub b of this section, in any private action arising under this chapter [10] that is based on an untrue statement of a material fact or omission of a material fact necessary to make the statement not misleading, a person referred to in sub a of this section shall not be liable w/ respect to any forward- looking statement, whether written or oral, if and to the extent that–

10. a][materiality req] the forward looking statement is –

10. identified as forward looking statement, and is accompanied by meaningful cautionary statements identifying important factors that could cause actual results to differ materially from those in the forward looking statement; or

10. immaterial; or

10. b][scienter req] the p fails to prove that the forward looking statement–

10. if made by a natural person, was made w/ actual knowledge by that person that the statement was false of misleading; or

10. if made by a business entity; was-

10. made by or w/ approval of an executive officer of that entity; and

10. made or approved by such officer w/ actual knowledge by that officer that the statement was false or misleading.

10. Bespeaks caution doctrine as in text: in re trump [3rd 1993]

10. dismissal b/c the cautionary language in the offering document negated the materiality of an alleged misrep or omission.   The application depends on the specific text of the challenged document/communication.
10. as gen rule - when an offering document’s forecasts, opinions or projections are accompanied by meaningful cautionary statements, the forward-looking statements will not form the basis for a securities fraud claim if those statements did not affect the total mix of the info the document provided investors.  In other words, cautionary language, if sufficient, renders the alleged omis or misrep immaterial as a matter of law.  In re trump.

10. a vague or boilerplate disclaimer which merely warns the reader that the investment has risks will ordinarily be inadequate to prevent misinformation.  To suffice, the cautionary statements must be substantive and tailored to the specific future projections, estimates or opinions in the prospectus which ps challenge.

10. Reliance req for both omission and misrep cases:

10. In Omission cases:    positive proof of reliance is not a prereq to recovery                                     

10. All that is necessary is that the facts withheld be material in the sense that a reasonable investor MIGHT have considered them important in the making of this decision.   
10. The obligation of X  to disclose and the withholding of a material fact by X  establish the requisite element of causation in fact.              affiliated ute citzs v us [sct 1972]

10. it appears that reliance will be presumed as long as the omission is material to a reas investor.

10. basically to prevail in omission case = show that d violated 10b5 and that a reas investor would have relied on the challenged omission.  You still must meet the standing requirement.

10. issue of damages in the case:

10. CORRECT MEASURE OF DAMAGES is the difference between the fair value of all that the seller received and the fair value of what he would have received had there been no fraudulent conduct...except for the situation where the d received more that the seller’s actual loss.  In the latter case damages are the amount of the d’s profit.   Affil ute.

10. In misrepresentation cases:    Basic 2 [sct 1988]

10. court recognizes that class actions are effective tools to deter violators of 10b5 and sticking to tight requirements of reliance would shatter class action suits and give potential ds windfalls.  Basic 2 [sct 1988]   w/o class actions, p’s would have little incentive to bring small scale suits.

10. if FOM not available then you must show reliance.

10. fraud on the market:

10. based on hypothesis that, in an open and developed securities market, the price of a comp’s stock is determined by the available material information regarding the company and its business...   [therefore even if you did not rely on the info, the market did and has altered the price to reflect the misleading info]

10. misleading statements will therefore defraud purchasers of stock even if the purchasers do not directly rely on the misstatements
10. the causal connection between the d’s fraud and the p’s purchase of stock in such a case is no less significant than in a case of direct reliance on misreps.

10. the fraud on the market theory presumes reliance for publicly traded securities traded.  For nonpublicly traded securities where the market is not efficient you may still have a reliance requirement.

10. ways to rebut the reliance presumption [for D]:

10. if can show the market makers were privy to the truth about the merger discussions with x, and thus that the market price would not have been affected by their misreps, the causal connection could be broken: the basis for finding that fraud has been transmitted through the market price would be gone.

10. if despite x’s allegedly fraudulent attempt to manipulate market price, news of the merger discussion credibly entered the market and dissipated the effects of the misstatements, those who traded basic shares after the corrective statements would have no direct or indirect connection wit the fraud.

10. could also rebut the presumption of reliance as to the ps who would have divested themselves of their x shares w/o relying on the integrity of the market.
10. although this case involved class actions, today you do not need to show reliance in private suit if theory based on fraud on the market.

10. Discussion current market reality:

10. current securities market is not face to face like present in early fraud cases.  The understanding of 10b-5 reliance requirement must encompass these differences.

10. in face to face transactions, the inquiry into an investor’s reliance upon info is into the subjective pricing of that info by that investor.

10. with the presence of a market, the market is interposed between the seller and buyer and ideally, transmits info to the investor in the processed form of a market price.

10. thus the market is performing a substantial part of the valuation process performed by the investor in a face-to-face transaction.  The market is acting as the unpaid agent of the investor, informing him that given all the info available to it, the value of the stock is worth the market price.

10. Securities Analysts:
10. Technical Analysts: they just look at prices and chart them
10. Fundamental Analysts: they look at earnings, debt, mgmt, new products, etc. and try to figure out how stock will do based on ALL the public info regarding the stocks
10. Efficient Mkt Hypothesis: the market moves TOO QUICKLY and is soooo efficient:
10. Weak EMH: you can’t make any money by doing technical analysis
10. Strong EMH: you can’t make money doing fundamental analysis either – the market moves too fast for you to sit there and analyze all the available info
10. Really strong EMH: insider trading doesn’t work either b/c again, the market moves too fast even for you

10. Side Note re: Causation
10. Transaction Causation (aka, “reliance”): did you change your behavior in light of the misrepresentation? Well, this is not enough – you must also show:
10. Loss Causation: even though you changed your behavior, did you lose? If so, THEN you recover.   #1 disappears under the Basic test, but you still have to show #2 (have to show injury/damage).]
10. Scienter requirement =   [whether private coa will lie under 10b/10b5 in absence of scienter intent to deceive, manipulate or defraud] ernst & ernst [sct 1976]

10. The conduct of d must be knowing/intentional or willful  -   intent to deceive, manipulate, defraud.  Scienter = mental embracing intent to deceive, manipulate, defraud.   The burden will be on p to establish scienter presence.
10. Negligent conduct will not be enough to impose liability under 10b5.  While ernst does not state this, today most courts will attach liability under 10b5 for reckless conduct. 

10. however under §20e cautionary statements, liability might not attach unless he knew there were false statements in the prospectus.   Thus, you can be reckless about forward looking statement but you cannot about past facts.

10. Court’s decision is based on - text - manip/decep, legis history, procedural hurdles imposed on other coa’s w/ negligence.

10. While 10b5 is drafter like neg is ok, 10b5's validity depends on the language and power enabled by the law s10b.  10b5 cannot act more liberally than congress intended in s10b.
10. Publication of corrective statements:   ie - when will the liability cease?

10. at some point after the publication of a curative statement, stockholders should no longer be able to claim reliance on the deceptive release, sell, and then sue for damages wen the stock continues to rise.   Mitchell.   

10. Stockholders have a duty to act in good faith and w/ due diligence in purchasing and selling stock.  Mitchell.

10. When a reasonable investor would have learned of the curative measure [exercising good faith/due diligence] liability can not longer be premised on the misleading statement/omission.  Paraphrased from mitchell.

10. however, this undercuts the FOM theory since under FOM, the market would learn of the curative measure quickly and correct itself thus ceasing liability.  But perhaps this placed here so that a p can have a reasonable time window to redress..... not convincing.
10. Damages under 10b5:

10. Cover damages - used by court in mitchell v TGS [10th 1971]

10. should award the reas investor the amount it would have taken him to invest in the x market w/in a reas period of time after he became informed of the curative measure.  Mitchell.   However this rule is not binding on all 10b5 actions, just the facts at hand for that case.

10. after the reasonable investor had opportunity to appraise himself of the curative measure and its import to investment, a reasonable time lapse may be allowed to expire to permit the investor to decide whether or not he would re-invest and take advantage of a spiraling market.  If he has failed to re-invest, he must suffer the consequences of his own judgment.  The award proposed would permit one to cover by re-investment and suffer neither loss nor forced sale.  Mitchell
10. the damage will be the highest value of the stock during the allotted time periods.

10. there will be no averaging since the focal purpose is to award a reas investor an amount which offsets any loss he suffered by a deceitfully induced sale. [But a court might find averaging the values during the time involved as a just award of damages if you are a D try to argue it. - its better than the highest point.]

10. while this is a compromise b/w restitution and actual damages, it is a fair way to reinstate stockholders who were wrongfully deprived of their gain b/c of the deceitful release and, at the same time, deny recovery to those who suffered only by their own lack of due diligence.

10. this supposes that sometime after the corrective statement the p made a decision as to whether to be in or out of the stock.  Any price change from that point on is not the result of the misstatement.  In other words, if the p though that the stock would continue to rise after the correction then the p could have covered himself by buying the stock back and taking advantage of that rise.  Failure to take advantage of that rise is not attributable to the misstatement.  Failure to take advantage of the rise between the misstatement and sometime after the correction is attributable to the misstatement.

10. Recission damages

10. give p enough money to rescind the transaction by buying back the shares.   For example, if p sold shares for 30 and the shares at time of judgment sell for 80m we could give p 50 since this amount plus the 30 the p already had is enough for the p to buy back the shares and be back in the position of owning the shares.

10. Restitution damages

10. take away any ill-gotten gains of the d.  For example, if the p had sold shares to d at 30 and d turned around and sold them on market at 100 [making a 80 profit] we could strip the profits from the d by awarding 80 a share to p.

10. restitution theories are typically imposed when faced w/ direct-personal dealing in which there is privity and/or unjust enrichment upon which to justify the remedy.  Mitchell. Show this and maybe get restitution damages. [in mitchell d neither bought/nor sold shares plus would have been a hardship on the corp to award p rest dam.]
10. Out of pocket / actual expenses
10. this measures the difference in the price received and the value of the shares at the time of the sales.  For example, if the misrep caused someone to sell shares for 30 when really worth 50 at time of sale, then the damages would be 20 per share.
10. Expectation damages will not be given ever since the proof of profits is too speculative.

10. What types of transactions will be covered by r10b5?
10. The claim of fraud and fiduciary breach in a complaint states a COA under any part of r10b5 only if the conduct alleged can be fairly viewed as manipulative or deceptive w/in meaning of the statute.   Sante fe v green [sct 1977] [must have omission/misrep]

10. It requires more than simply a corp treating shareholders unfairly.  Sante fe.    But see goldberg end-run around sante fe.

10. examples of manipulation include = wash sales, matched orders, or rigged prices, intended to mislead investors by artificially affecting market activity.
10. If you make full disclosure and there are adequate state remedies at hand you will likely be out of luck.

10. If the COA is one traditionally relegated to state law, it is entirely appropriate to deny fed COA under r10b5 and relegate it to whatever remedy is created at state law.  Sante fe.

10. The court is very much afraid of a floodgate of COA’s arising under r10b5 that used to be matters of traditional state law.    Absent a clear indication of congressional intent, court reluctant to federalize the substantial portion of the law of corps that deals w/ transactions in securities, particularly where established state policies of corp regulation would be overridden.
10. except where the federal law expressly requires certain responsibilities of directors w/ respect to stockholders, state law will govern the internal affairs of the corp.  Sante fe.

10. Congress did not seek to regulate, using 10b5, transactions which constitute no more than internal corporate mismanagement.

10. Short-Form Merger Statute (DE statute): 

10. if a parent corp owns at least 90% of a sub, it can merge w/the sub w/permission of parent’s board, and can make cash payments for minority s/h shares
10. it doesn’t have to get the consent of, or give advance notice to, the minority s/h

10. notice of the merger must be given w/in 10 days of the effective date
10. any dissatisfied s/h can petition the Ct of Chancery for a decree ordering the surviving corp to pay him the fair value of his shares
10. parent corp has to have a valid corp purpose
10. R10b5 in derivative actions
10. the problem with the application of s10b and r10b5 to derivative actions has lain in the degree to which the knowledge of officers and directors must be attributed to the corp, thereby negating the element of deception.  There need not be one virtuous or ignorant lamb among the directors in order for liability to arise under s10b or r10b5 on a deception theory as to securities transaction with a controlling stockholder.  goldberg [2nd 1977]

10. there is a deception of the corp  [in effect of its minority shareholders] when the corp is influenced by its controlling shareholder to engage in a transaction adverse to the corp’s interests [in effect, the minority shareholders’ interest (the board is interested so they are not applicable)] and there is non-disclosure or misleading disclosures as to the material facts of the transaction.  Goldberg.

10. court does not read sante fe as ruling that no action lies under r10b5 when a controlling corp causes a partly owned subsidiary to sell its securities to a parent in a fraudulent transaction and fails to make a disclosure or, as can be alleged here, makes a misleading disclosure.  Goldberg.

10. when, as in a derivative action, the deception is alleged to have been practiced on the corp, even though all the directors were parties to it, the test [for materiality] must be 

10. whether the facts that were not disclosed or were misleadingly disclosed to the shareholders would have assumed actual significance in the deliberations of reasonable and disinterested directors 

10. or created a substantial likelihood that such directors would have considered the total mix of info available to them to have been significantly altered.          Goldberg.

10. Procedural hoops to jump through to avoid sante fe holding:

10. have to prove standing (sue derivatively to get standing)

10. have to prove minority s/h actually represent the corp (as opposed to bd representing the corp)

10. have to prove that bd should’ve disclosed that it is a bad deal (a rip-off)

10. have to get around causation by showing that you could’ve sued and enjoined the corp (reliance: b/c they relied on bd’s judgment, and since bd didn’t say it was unfair minority s/h didn’t know to sue)
10. Facts of goldberg:   [This is a Duty of Loyalty case w/securities.] UGO’s parent transferred all its assets to UGO in return for UGO issuing 4.2million shares to parent and assuming all of parent’s debts and liabilities. (s/h alleged the transaction was grossly unfair to UGO and violated 10b/10b5 and common law fiduciary duties.  Ct says: (s/h’s complaint should not have been dismissed.​   there is a widely recognized ground for a claim when a corp is influenced by controlling s/h to engage in a transaction that is adverse to the corp’s interests (and minority s/h’s interests), and there is nondisclosure or misleading disclosure as to the material facts of the transaction
10. You must allege a material misrep or material failure to disclose /w duty to disclose.

10. However, a breach of fiduciary duties w/o deception, misrep, or non-disclosure will not give rise to r10b5.  Sante fe and goldberg.

10. Examination of procedural hoops jumped thru in goldberg:

10. standing comes through the corp who buys/sells securities.  While sate fe speaks of deception, goldberg says board interested and can’t be said to represent the corp.  The corp is not the interested directors or even interested maj stockholder.  It is the disinterested minority stockholders who must be deceived/ not the board. [how were they deceived - they knew the price of the deal] they were deceived since they did not know that the price was inadequate/ fraudulent nature of the transaction.  Now you enter reliance requirement.  They could have brought a DOL case in state court but did not.  Sue facts theory - they were deceived since the board did not tell them that the deal was bad for the corp and they did not bring DOL case since they relied in bd.
10. this does seem like an end run around sante fe but it could have its place.
11. INSIDER TRADING
11. rule 10b-5 employment of manipulative and deceptive devices
11. 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 of any facility of any national securities exchange,

11. a] to employ any device, scheme, or artifice to defraud,

11. b] 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 light of the circumstances under which they were made, not misleading, or

11. c]to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, 

11. in connection with the purchase or sale of any security. [covers all 3]
11. 6 basic theories to get people for I/T under 10b5:
11. Classical Theory: directors have duty to s/h, and can’t trade on non-public material info

11. Temporary Insider Theory: if you’re hired as Atty., you acquire the same duties to the s/h as a director (you become insider while you are their counsel)

11. Misappropriation Theory: you have a duty to disclose to the SOURCE OF INFO that you are trading on the inside info (see O’Hagan)

11. Tippee Liability: tippee is liable if the tip was made in violation of INSIDER’S duty to HIS corp, and tippee knows or should’ve known of the breach of insider’s duty (see Dirks)

11. 14e3 Liability: (for tender offers) (see Chiarella)

11. 20a Liability: (civil liability) creates liability to person on other side of transaction if you violated a law AND you traded on non-public material info, irrespective of whether a duty to disclose exists or not
11. Cady roberts = [omission case] if you are an insider you should disclose your information or abstain from trading on it.

11. insiders must disclose material facts which are known to them by virtue of their position but which are not known to persons w/ whom they deal and which, if known, would affect their investment judgement.
11. Failure to make disclosure in these circumstances constitutes a violation of the antifraud provisions.  

11. If disclosure prior to effecting a purchase or sale would be improper or unrealistic under the circumstances, court believes the alternative is to forgo the transaction.
11. obligation rests on 2 principal elements:   2 part SEC test

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

11. the inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing.
11. thus, court will try to identify those persons who are in a special relationship with a company and privy to its internal affairs, and thereby suffer correlative duties in trading in its securities.  Intimacy demands restraint lest the uninformed be exploited.
11. one who fails to disclose material information prior to the consummation of a transaction commits fraud only when he is under a duty to do so.  And the duty to disclose arises when one party has information “that the other party is entitled to know b/c a fiduciary or other similar relation of trust and confidence between them.  Chiarella on cady roberts.


11. obligation to disclose to abstain arises from: affirm duty to disclose material info, which has been traditionally imposed on corp insiders, particularly officers, directors, or controlling stockholders. We, and courts have consistently held that insiders must disclose material facts which are known to them by virtue of their position but which are not known to persons with whom they deal and which, if known, would affect their investment judgment.
11. at time of chiarella, a duty to disclose under s10b does not arise from the mere possession of nonpublic market info.

11. Not all breaches of fiduc duty in connection w/ securities transactions come w/in r10b5, there must also be manipulation or deception.  In an insider trading case this fraud derives from the inherent unfairness involved where one takes advantage of info intended to be available only for a corp purpose and not for personal benefit of anyone.  Thus an insider will be liable under r10b5 for insider trading only where he fails to disclose material nonpublic info before trading on it and thus makes secret profits. Dirks.
11. Application of classical theory to temporary insiders:   the classical theory apply not only to officers, directors, and other permanent insiders of a corp, but also to attorneys, accountants, consultants, and others who temporarily become fiduciaries of a corp.

11. Misappropriation theory:

11. the misappropriation theory holds that a person commits fraud in connection with a securities transaction, and thereby violates 10b and 10b5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.  Us v o’hagan [sct 1977]

11. under this theory, a fiduciary’s undisclosed, self-serving use of a principal’s information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of that information.

11. in lieu of premising liability on a fiduciary relationship between company insider and purchaser or seller of the company’s stock, the misaprop theory premises liability on a fiduciary-turned-trader’s deception of those who entrusted him w/ access to confidential info.
11. While the classical theory targets a corp insider’s breach of duty to shareholders w/ whom the insider transacts; the misappropriation theory outlaws trading on the basis of non-public info by a corp outsider in breach of a duty owed not to a trading party, but to the source of the info.  O’hagan.

11. The missaprop theory is thus designed to protect the integrity of the securities market against abuses by outsiders to a corp who have access to confidential info that will affect the corp’s security price when revealed, but who owe no fiduciary or other duty to that corp’s shareholders. O’hagan.

11. Full disclosure forecloses liability under the missaprop theory: because the deception essential to the misapprop theory involves feigning fidelity to the source of the info, if the fiduc discloses to the source that he plans to trade on the nonpublic info, there is no deceptive device and thus no s10b violation - although fiduc-turned trader may remain liable under state law for breach of duty of loyalty.   O’hagan.   For a d to escape liability under this theory he must disclose his info to his source. [to satisfy the securities act that there be no deception, there would only have to be disclosure. O’hagan.]

11. The in connection w/ sale of security req satisfied b/c the fiduciary’s fraud is consummated, not when the fiduc gains the confidential info, but when, w/o disclosure to his principal, he uses the info to purchase or sell securities.  The securities transaction and the breach of duty thus coincide.  This is so even though the person or entity defrauded is not the other party to the trade, but is, instead the source of the nonpublic info.  O’hagan.

11. while a missappropriator is deceiving the source he is also harming the investing public.

11. the missap theory targets info of a sort that the misaprops ordinarily capitalize upon to gain no-risk profits thru the purchase or sale of securities.  Should he put such info to other use, the statute’s prohibition would not be implicated.  The rule catches fraudulent means of capitalizing on such info through securities transactions.   O’hagan.

11. Policies of why this theory valid:

11. to insure honest securities markets and thereby promote investor confidence.

11. an investor’s informational disadvantage vis-a-vis a misapropriator w/ material nonpublic info stems from contrivance, not luck; it is a disadvantage that cannot be overcome w/ research or skill.

11. Tipper / tippee liability
11. The tippee’s duty to disclose or abstain is derivative from that of the insider’s duty.  Dirks [sct 1983].

11. not only are insiders forbidden by their fiduciary relationship from personally using undisclosed corp info to their advantage, they also may not give such info to an outsider for the same improper purpose of exploiting the info for their personal gain.  Dirks.

11. A tippee assumes a fiduciary duty to the shareholders of a corp not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the info to the tippee and the tippee knows or should know that there has been a breach.  Dirks.

11. tippee responsibility must be related back to the insider responsibility by a necessary finding that the tippee know the info was given to his in breach of a duty by a person having a special relationship to the issuer not to disclose the info.  Dirks.

11. tipping is thus a means of indirectly violating the cady, roberts, disclose or abstain rule.

11. Basically - tippee is liable if the tip was made in violation of tipper’s duty to his corp, and the tippee knows or should’ve known that the tipper was violating that duty.

11. Did insider/tipper breach his duty to his corp? (If yes, tippee may acquire duty)
Did insider/tipper personally benefit from his breach of duty/tipping? (“Benefit” is broadly construed, and is a question of fact.)
11. In determining whether a tippee is under an obligation to disclose or abstain, it thus is necessary to determine whether the insider’s tip constituted a breach of the insider’s fiduciary duty.

11. whether disclosure is a breach of duty therefore depends in large part on the purpose of the disclosure. This standard was identified by the sec in cady roberts: a purpose of the securities laws was to eliminate the use of insider info for personal advantage.

11. thus, the test is whether the insider personally will benefit, directly or indirectly, from his disclosure. [such as pecuniary gain/ reputational benefit that will translate into future earnings.]

11. there may be a relationship between the insider and the recipient that suggests a quid pro quo from the latter, or an intention to benefit the particular recipient.

11. the elements of a fiduciary duty and exploitation of nonpublic info also exist when an insider makes a gift of confidential info to a trading relative or friend.  The tip and trade resemble trading by the insider himself followed by a gift of the profits to the recipient.

11. § 14e untrue statement of material fact or omission of fact w/ respect to a tender offer.
11. It shall be unlawful for any person

11. to make any untrue statement of a material fact or

11. to omit to state any material fact necessary in order to make the statements made, in light of the circumstances under which they are made, not misleading, or

11. to engage in any fraudulent, deceptive, or manipulative acts or practices

11. In connection w/ any tender offer or request or invitation for tenders, or any solicitation of security holders in opposition to or in favor of any such offer, request, or invitation.

11. The commission shall, for the purposes of this subsection, by rules and regulations define, and prescribe means reasonably designed to prevent, such acts and practices as are fraudulent, deceptive, or manipulative.

11. R14-3 transactions in securities on the basis of material, nonpublic information in the context of tender offers
11. a] if any person has taken a substantial step or steps to commence, or has commenced, a tender offer [the offering person], it shall constitute a fraudulent, deceptive or manipulative act or practice w/in the meaning of §14e of the act for any other person who is in possession of material info relating to such tender offer which info he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired directly or indirectly from:

11. 1] the offering person,

11. 2] the issuer of the securities or to be sought by such tender offer, or

11. 3] any officer, director, partner or employee or any other person acting on behalf of the offering person or such issuer, to purchase or sell or cause to be purchased or sold any of such securities or any securities convertible into or exchangeable for any such securities or any option or right to obtain or to dispose of any of the forgoing securities, unless w/in a reas time prior to any purchase or sale such info and its source are publicly disclosed by press release or otherwise.

11. Many jurisdictions have rejects r14e3 but it has been upheld as valid under r14e in o’hagan.

11. S16b profits from purchase and sale of security w/in 6 months                                                                                [any round-trip trans that an insider makes belongs to the corp w/in 6 months, the corp can sue to collect the money]
11. For the purpose of preventing the unfair use of information which may have been obtained by such beneficial owner [10% owner], directors, or officer by reason of his relationship to the issuer,

11. any profit realized by [insider] from any purchase and sale, or any sale and purchase, of any equity security of such issuer within any period of less than six months... shall incur to and be recoverable by the issuer by the issuer, 

11. irrespective of any intention on the part of such beneficial owner, director, or officer in entering into such transaction of holding the security purchased or of not repurchasing the security sold for a period exceeding 6 months.

11. Suit to recover such profit may be instituted as law or equity in any court of competent jurisdiction by the issuer, or by the owner of any security of the issuer in the name and in behalf of the issuer if the issuer shall fail or refuse to bring suit within 60 days after request or shall fail diligently to prosecute the same thereafter;

11. but no such suit shall be brought more than 2 years after date of such profit was realized.

11. applies to 10% owners also.  - this is the definition of beneficial owner.

11. Damages - p is allowed to construe the transactions in way to maximize the profits.
11. How is r16b different than r10b5?

	§16b
	§10b/10b5

	Specifically addresses I/T
	It is a general anti-fraud statute

	Requires a round-trip transaction (buy AND sell), and within six (6) months
	Just have to prove you bought OR sold shares based on material, non-public info (no round-trip required)

	No showing necessary that it was non-public material info – liability imposed even if trader got lucky off of random info
	Have to show that trading was done on basis of non-public material info

	No scienter needed – mental state doesn’t matter (basically strict liability)
	Scienter is needed – action had to have been done intentionally or recklessly

	IN GENERAL, focus is on gains to traders/(s 
	IN GENERAL, focus is on losses to victims/(s

	Statute of Limitations is explicit (2 yrs)
	Statute of Limitations is NOT explicit (depends on jurisdiction)

	Corporation recovers (even if s/h brings suit, it is as a derivative suit and corp gets the money)
	S/h recovers

	No criminal consequences – just civil case
	Possibility of criminal prosecution (as well as civil)

	Applies to directors and officers and 10% owners only
	There is extension of liability to tippees, lawyers, etc.


Some cases fall under both 16b and 10b5.

Some fall under 16b but not10b5 (( traded but there’s no evidence they possessed inside info).

Some fall under 10b5 but not 16b (insider trading went past the 6-month limit).

11. S20A liability to contemporaneous traders for insider trading
11. a] private rights of action based on contemp trading

11. any person who violates any provision of this chapter or the rules or regulations thereunder by purchasing or selling a security while in possession of material, nonpublic info shall be liable in an action in any court of competent jurisdiction to any person who, contemporaneously w/ the purchase or sale of securities that is the subject of such violation, has purchased [where such violation is based on a sale of securities] or sold [where such violation is based on a purchase of securities] securities of the same class.

11. B] limitations on liability

11. 1] contemporaneous trading actions limited to profit gained or loss avoided

11. the total amount of damages imposed under subsection a] of this section shall not exceed the profit gained or loss avoided in the transaction that are the subject of the violation.

11. 2] offsetting disgorgements against liability

11. the total amount of damages imposed against any person under sub a] of this action shall be diminished by the amounts, if any, that such person may be required to disgorge, pursuant to a court order obtained at the instance of the commission, in a proceeding brought under sub21d of this title relating to the same trans or transactions.

11. controlling person liability [no agency liability]

11. no person shall be liable under the section solely by reason of employing another person who is liable under this section, but the liability of a controlling person under this section shall be subject to 20a of the title.

11. SOL = no action shall be brought under this section more than 5 years after the date of the last transaction that is the subject of the violation.

Pros and Cons of Insider Trading:

	I/T Should Be Illegal(
	I/T Should Be Allowed(

	People don’t have equal info and they should
	It’s impossible for everyone to have equal info b/c of different news sources, etc.

	Then, people should have equal ACCESS to the same types of pertinent info
	Regulation of I/T hinders the free flow of info

	Preventing I/T helps small traders by leveling the playing field somewhat
	

	You need a democratic market where everyone has equal opportunity (Democratic Market Argument)
	

	You want to prevent volatile markets (if insider trades, then everyone trades – it’s chaos!)
	I/T stabilizes the market (action is taken on near-accurate info, and info gets out there faster)


	It’s unfair to have people benefit privately – others will definitely be worse off (it’s a distribution issue)
	It’s ok for insiders to benefit – someone’s going to benefit anyway, and distribution isn’t THAT important

	Directors should be encouraged to do their job: take care of the s/h. The relationship shouldn’t be tarnished (Fairness/Fiduciary Relationship Argument)
	

	Should encourage market participation: who wants to get involved in a market w/rampant insider trading?! Money won’t flow into companies and market won’t function as efficiently in channeling savings into 

investments (Savings/Investment Argument)
	But money should be placed in the hands of experts and people (insiders) who KNOW what’s going on – investment happens this way


Pros and Cons of Insider Trading REGULATIONS:

	Arguments FOR I/T Regulation
	Arguments AGAINST I/T Regulation

	Fairness To Investor: there is a fiduciary duty by director to the s/h; you want a level playing field (broader fairness argument)
	Allows Info to Get to Market More Quickly (rebuttal: but there’s also an incentive to w/hold info for a while, while you trade on it)

	Efficient Operation of Capital System: investors don’t want to be in a minefield, and this will hurt companies b/c people won’t want to put money into them
	Efficient Method of Executive Compensation: especially in start-ups that are cash-poor (rebuttal: but you might be sacrificing the corp; AND you can do the same thing legally by giving people stock options that are only good if the start-up does well)

	Corporate Decision-Making: allowing I/T will affect the way businesspeople make corporate decisions and this will probably be bad for the corp
	Enforcement: there’s ALWAYS I/T going on – look at the run-up on stock prices right before a takeover is announced! It’s not being caught, so why try to enforce the laws? They are worthless.


12. Mergers / acquisitions / takeovers
12. Unocal duties of board in face of takeovers
12. Before the BJR is applied to a board’s adoption of defensive measures, the burden will lie on the board to prove:     Paramount v time [del 1990] discussing Unocal.

12. board had reasonable grounds for believing that a dangers to corp policy and effectiveness existed; and

12. this is satisfied by demonstrating good faith and reasonable investigation.

12. proof is materially advanced by approval of a board comprised of a majority of outside independent directors who have acted in accordance with these standards.

12. that the defensive measure adopted was reasonable in relation to the threat posed.

12. The court will apply enhanced scrutiny [< than SS] to the board actions.  Burden on D to prove both.
12. Use of defensive measures to thwart takeover will invoke unocal.

12. Discussion of what board can consider in evaluating threats by takeover bids:

12. inadequacy of the price offered, nature and timing of the offer, questions of illegality, the impact on constituencies other than shareholders.... the risk of non-consummation, and the quality of securities being offered in the exchange.   Paramount.

12. the open ended exercise mandated by Unocal is not intended to lead to a simple mathematical exercise.   Courts should not attempt to appraise and evaluate the relative merits of a long-term versus short term investment goal for shareholders.  Paramount.

12. Discussion of reasonable relation prong:

12. requires an evaluation of the importance of the corp objective threatened; alternative methods of protecting that objective; impacts of the defensive action, and other relevant factors. Paramount.

12. directors are not obliged to abandon a deliberately conceived corporate plan for a short term shareholder profit unless there is clearly no basis to sustain the corp strategy. Paramount.

12. but, even in light of a valid threat, management actions that are coercive in nature or force upon stockholders a management sponsored alternative to a hostile offer may be struck down as unreasonable and non proportionate responses. Paramount.

12. corps can incur a debt load to avoid takeovers when the directors could reasonably perceive the debt load not to be so injurious to the corp as to jeopardize its well being.  Paramount.

12. The BJR does not apply to board’s defensive action decisions until both prongs of Unocal are met.
12.    [BJR is a presumption that in making a business decision the directors of a corp acted on a informed basis, in good faith, and in honest belief that the action taken was in the best interests of the comp aronson]

12. Because of fear of director entrenchment, - board acting in its interests rather than shareholder’s, there is the enhanced judicial scrutiny: Unocal.

12. inherent danger of purchasing shares w/ corp funds to remove a threat to corp policy when a threat to control is involved.  The directors are of necessity confronted w/ conflict of interest and objective decision is difficult. Unocal.

12. directors may not act solely or primarily out of desire to perpetuate themselves in office.
12. from this it is now well established that in the acquisition of its shares a Del corp may deal selectively w/ its stockholders, provided the directors have not acted out of a sole or primary purpose to entrench themselves in office.

12. board’s power to act derives from its fundamental duty and obligation to protect the corp enterprise, which includes stockholders, from harm reasonably perceived, irrespective of its source.  In the broad context of corp governance, including issues of fundamental corp change, a board of directors is not a passive instrumentality.

12. standard of proof is designed to ensure that a defensive measure to thwart or impede a takeover is indeed motivated by a good faith concern for the welfare of the corp and its stockholders, which in all circumstances must be free of any fraud or other misconduct.
12. REVLON RULE:

12. When the corp is up for sale/ change of control [ie, no longer preservation of corp entity] is inevitable, the boards duty is to maximize the comp’s value at sale for the stockholders benefit.

12. Get the best price for the corp.

12. Bd may not use defense tactics to destroy the auction process

12. What triggers the REVLON duties:

12. When a corp undertakes a trans that will cause:

12. a change in corp control, or

12. break up of the corp entity.

12. cash outs of public stockholders.

12. auctions /defacto or intended.

12. a break up is not required if change of corp control is present.

12. is the dissolution or break up of the corp inevitable?  If so then Revlon attaches.  If not, it still can though.

12. look at effects of control premium.

12. If court finds a bd’s reaction to a hostile tender offer constitutes only a defensive response and not an abandonment of the corp’s continued existence, REVLON duties are not triggered though Unocal is.  Paramount.

12. when presented with these problems, look at what the deal is when the dust settles.  Look for true ownership of the corp.  - shareholders of the resulting corp compared to the previous corps.
12. LOOK AT POSITION OF PUBLIC SHAREHOLDERS BEFORE THE DEAL AND AFTER THE DEAL.  If they start public and end minority, then you must consider sale of control.

12. What is a change of corp control:

12. When control premiums are lost

12. When control goes from public stockholders to controlling stockholders

12. When shareholders are cashed out of their stock

12. When in restructuring, former majorities go into the minority or minorities go into the majority.

12. when a majority of a corp’s voting shares are acquired by a single person or entity, or by a cohesive group acting together, there is significant diminution in the voting power of those who thereby become minority owners.  Qvc.

12. When a controlling shareholder acquires his position, he has acquired the voting power to:

12. elect directors, cause a break up, merge it, cash out public holders, amend certificate of incorp, sell all or substantially all of the corp assets, or otherwise materially alter the nature of the corp and the public stockholder interests.  Qvc
12. thus, when control goes from public aggregate to controlling holder, the previous holders deserve a control premium and/ or protective devices of significant value.  Qvc.

12. Change/sale of control this kicks in Revlon.  W/ enhanced judicial scrutiny
12. When there is a sale of control, directors have the obligation of acting reasonably to seek the transaction offering the best value reasonably available to the stockholders.  The courts will apply enhanced scrutiny to ensure that directors have acted reasonably.  Qvc.

12. In the sale of control context, directors must focus on one primary objective – to secure the transaction offering the best value reasonable available for the stockholders – and they must exercise their fiduciary duties to further that end.  Qvc.

12. Bd should evaluate critically all aspects of proposed transactions [separately and in the aggregate] to determine whether they are reasonable and in te best interests of the stockholders in light of the present circumstances/ provisions of the deal.  Qvc.  

12. consider questions of whether the provisions: a] adversely affected the value to stockholders, b] inhibited/encouraged other bids, c] were enforceable contractual obligations in light of director’s fiduc duties under law or where they prevent directors from exercising those fiduc duties, d] and in the would advance or retard directors’ obligation to secure the best value reas available.

12. Barkan teaches some of the ways board can fulfill obligation to seek best value reasonably available:    these methods are designed to determine the existence and viability of possible alternatives.

12. they include conducting an auction, canvassing the market, etc.

12. directors should analyze the entire situation and evaluate in a disciplined manner the consideration being offered.  Where stock or other non-cash consideration is involved, the bd should try to quantify its value, if feasible, to achieve an objective comparison of the alternatives.

12. bd may assess variety of practical considerations including: qvc
12. an offer’s fairness and feasibility, 

12. the proposed or actual financing for the offer,

12.  and the consequences of that financing; 

12. questions of illegality; 

12. the risk of non-consummation; 

12. the bidder’s identity, 

12. prior background and other business venture experiences; 

12. and the bidder’s business plans for the corp and their effects on stockholder interests.

12. the goal is after full informing: the directors must decide which alternative is most likely to offer the best value reasonably available to the stockholders.  Qvc.

12. it must be clear that the bd had sufficient knowledge of relevant markets to form the basis for its belief that it acted in best interests of s/h.  Barkan.

12. Key features of enhanced judicial scrutiny: in qvc.

12. a] judicial determination regarding the adequacy of the decision making process employed by the directors, including the info on which the directors based their decision; and

12. b] judicial examination of the reasonableness of the directors action in light of the circumstances then existing.  The directors have the burden of proving that they were adequately informed and acted reasonably.

12. court should not ignore the complexity of the director’s task though.  A court applying enhanced judicial scrutiny should be deciding whether the directors made a reas decision not a perfect one.  Qvc.  If the board selected one of several reasonable alternatives, a court should not second guess that decision even though subsequent events cast doubt on that decision.  Courts should not substitute their bus judgment for the directors, but should determine if the directors’s decision was, on balance, w/in a range of reasonableness.  Qvc.

12. Why enhanced judicial scrutiny is merited in sale of control transactions:

12. the threatened diminution of the current stockholder’s voting power

12. the fact that an asset belonging to public stockholders [control premium] is being sold and may never be available again

12. tradition concern of del cts for actions which impair or impede stockholder voting rights.

12. When a board treats 2 competing bidders disparately:

12. P must show that the directors of the target company treated one or more of the respective bidders on unequal terms.  Qvc discussing Macmillan.  This must be shown before test applies.

12. Then, for the BD decision to be valid, a court must determine that:   qvc.

12. the board properly perceived that shareholder interests were enhanced by this treatment, and

12. the bd’s action was reas in relation to the advantage sought to be achieved, or conversely, to the threat which the particular bid allegedly poses to stockholders.

12. If that met then BJR applies.  The latitude that a bd has in responding to differing bids will depend  on the degree of benefit/detriment to the shareholder’s general interests that the amount or the terms of the bids pose.  Macmillan.

12. Vested contract rights in relation to fiduciary duties:

12. To the extent that a K, or a provision thereof, purports to require a board to act or not to act in such a fashion as to limit the exercise of fiduciary duties, it is invalid and unenforceable.  Qvc.

12. X cannot contract away his fiduc duties.  Qvc.

13. Examples of defensive and coercive takeover techniques
13. Pre-offer maneuvers:

13. Requirements of shareholder approvals by majority / supermajority for any merger/sale of assets.

13. Staggered boards to dely takeover power

13. New classes of stock requiring both classes approval for mergers.

13. Poison pill defenses
13. call plans = gives s/h the right t o buy cheap stock in certain circs.    Distributes to each target s/h one right for each target share.  Key feature of the right is a flip over provision, which is triggered when an outsider buys say 20% of target stock.  Once this flip has occurred, if the outsider gets control and causes the target to merge w/ the outsider, the right entitles the holder to acquire shares of the bidder at half price.

13. flip in provision = the right holder’s opportunity to buy cheap stock is triggered also in the case of purchases by the bidder of assets from the Target at below market prices, loans by the target to the bidder.  This theory gives holder right to buy stock cheap in te bidder and target.

13. put plan = they calculate a price for the target’s shares.  If a bidder buys some but not all of the targets shares, the put gives each target shareholder the right to sell back his remaining shares in the target at a fair price.  The price could be a fixed price or a formula [often the highest price paid so far by the bidder for the target’s shares].   It is effective against 2 tiered front loaded tender offer.

13.  they often are post offer defenses also since they do not require shareholder approval typically.    

13. generally the poison pill will either be upheld and bidder goes away, rescinded and deal follows, or it is enjoined and deal progresses.

13. when properly employed the function of a poison pill is to protect s/h from coercive takeover tactics and to enhance the bidding for corp that is up for sale.  B/c potential bidders know that a pill may not be used to entrench management or to unfairly favor one bidder over another, they have no reason to refrain from bidding if they believe that they can make a profitable offer for control of the corp.  Barkan.

13. Post offer defenses:

13. Defensive lawsuits [breach of fiduc/10b5 - used to slow them temporarily.

13. Finding a white knight

13. often a lock up provision is granted to promote a white knight.   - designed so that the knight will beat any bidder.  They may give knight crown jewels [option to buy target’s most attractive businesses at below market price].   However lock ups are suspect and often set aside.

13. also a stock option plan - option on target’s own common stock at a very favorable price or on favorable terms.  Often struck down also.

13. Defensive acquisitions incurring heavy debt.

13. Corporate restructuring increasing short term value to s/hs. It may borrow heavily from banks, grant a one time large dividend of cash or stock or bonds

13. Standstill agreements where bidder agrees for compensation to half future acquisition plans unless certain events free him. 

13. Greenmail where target buys bidder’s stock at above market price.

13. Pac man defense - target bids for the bidder.

13. State antitakeover statutes.

13. Courts will examine these provisions to see if they are tenable.

13. Lock ups must be used to expand competition not preclude it to be valid.  Revlon.

13. Stock options which have a chilling on other bidders will likely be invalidated while ones with no chilling effect might be validated.

13. Termination fees also depend on the circumstances - the higher the price the less likely to be validated.

13. In general  - if the plan so economically burdens bidders that practically no bidder is likely to come forward, the court is much more likely to strike down the plan than if it has merely a minor impact on the whole takeover process.

13. No shop provision - when a board has no reas basis upon which to judge the adequacy of the contemplated trans, a no-shop restriction gives rise to the inference that the board seeks to forestall competing bids.  Barkan
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