CORPORATIONS OUTLINE FALL 2006


A. NON-CORPORATE ORGANIZATIONS

I. General Partnership
A. STRUCTURE
1. Informal business entity consisting of more than one person exercising control over the business; does not require legal documentation
2. Many characteristics can be modified by a contract.
3. Default organization for courts when you fail to do the formalities

4. Ownership interests are not transferable but can be modified by contract.

5. Sole proprietorship – same as a partnership but with one individual owner/operator

6. Joint venture – partnerships among corporations with each corporation treated as a partner

B. FORMING AND DISSOLVING PARTNERSHIPS
1. Creation of a partnership
a. To establish a partnership, there must be
i. A voluntary contract of association for the purpose of sharing the profits and losses

ii. An intention on the part of the principals to from a partnership for that purpose.  The intent is an intention to do those things which constitute a partnership.

b. Profit-sharing arrangements create a presumption of a partnership

i. May be rebutted if the profits were received in payments as: debt by installments, wages of an employee or rent, an annuity to a widow, interest in a loan through a percentage of profits, or consideration for the sale of a good will

c. Substance determines the legal relations of parties.  They may form a partnership by acting like one, even if they give their business another name

d. Three main characteristics of a partnership

i. Contribution of capital

ii. Sharing profits and losses

iii. Sharing control

e. Other evidence of a partnership
i. Declaratory evidence (tax forms, agreements, documents, etc.)
ii. Type of relationship (control, contribution of capital, and sharing of profits and losses; contribution of labor and skill by one of the partners may be as great a contribution to the common enterprise as property or money)
iii. Taxation attribution (partners are taxed individually for the gains they receive from the partnership)
2. Destruction of a partnership
a. A partnership dissolves when a single partner leaves; partners must agree to accept new partners or to continue without old ones.
C. LIABILITY
1. Personally liable for the debts and liabilities of the business.  Liability for one partner equals liability for all.  Creditors will go after partners’ personal bank accounts.
2. Today, partnerships can sue and be sued in their own names. 
3. Liable even if you are a passive partner

4. Partnerships 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. 

D. EXAMPLE CASES
1. Vohland v. Sweet
a. People may not want to be a partner if the partnership is being sued and thus might contend that they are not partners
b. It is the substance of the parties actions, not the name attached, which determines their legal relation toward each other
E. PARTNERSHIP ISSUES
1. Whether there is a partnership and whether a person is a member of the partnership?
a. When business is good, people want to be partners.  When business is bad, people want to characterize their relationship differently.

2. Whether the assets sought were partnership assets?
a. Ex: Vohland court determined that the trees were assets of the partnership

II. OTHER ORGANIZATIONAL FORMS

A. Limited Partnership
1. STRUCTURE
a. Formal organization involving a two-tiered partnership structure: general partners and limited partners
b. General partners are liable for the debts and liabilities of the limited partners
c. Limited partners are liable only to the extent that they buy into the general partnership; limited partners cannot participate in the management of the partnership. Limited partners are passive investors, giving their money to the partnership and collecting returns. Limited partners have a right to the profits, but they have no control over the company.
d. Typically not used for many other businesses except in real estate
2. LIABILITY
a. General partners are liable for their debt and for the debt of the business
b. Limited partners are only liable for the amount bought into the company
3. CREATION AND ENDING

a. Created when a certificate is filed with a state official and there is a written agreement among the parties
b. Ends upon agreement, or until a general partner withdrawals

B. Limited Liability Company (or Limited Liability Partnership)
1. Designed for special circumstances like lawyers who may not be liable for another attorney’s negligence but will be liable for their own
2. Created by fling a statement of qualification or registration with state officials
C. Limited Liability Company
1. STRUCTURE

a. Hybrid between a corporation and partnership

b. Members of the LLC provide capital and manage the business according to their agreement

c. Their interests generally are not freely transferable
d. Structure only works with a few members (less than 35)

e. Based on the IRS ruling that says the hallmark of corporateness is having tradable ownership interests

i. If you have tradable interests, the IRS will tax you like a corporation

2. LIABILITY/Taxation
a. Members are not personally liable for debts of the LLC entity

b. Personal taxation – have advantage of single taxation

c. Small corporations could apply for a sub-chapter S status and would get taxed as a partnership, but a LLP is more flexible.

3. CREATION AND ENDING

a. Created when a certificate is filed with a state official


A. CORPORATE STRUCTURE

I. WHAT IS A CORPORATION
A. Basic Structure

1. Requires formal filing with state

2. Shareholders provide capital, and directors and officers manage the business

3. Principal means or organizing businesses with complex organizational structures and large capital needs; the corporate form, however, works for any size business, including a one-person “incorporated proprietorship” 
4. Corporations are perpetual, meaning their existence is indefinite and potentially infinite in duration.  They have independent existence, independent of their owners.
5. Most corporations are “Chapter C” Corporations, meaning they will be taxed for the profits they make. The shareholders will also be required to pay taxes when the corporation makes a dividend payment (double taxation).
6. Some attributes may be modified by agreement, such as a bank may request that directors are subject to personal liability

7. De jure corporation – formed correctly with laws

B. Governance

1. State law – Corporate law is determined under state law, which sets the boundaries for any corporation’s constitution or charter.  All states have an incorporation act.

2. Corporate charters and constitutions – Corporations exist under constitutions; they are fictitious entities created by law. Each corporation has its constitution, or its charter that specifies whom has the power, when and how decisions are voted on and by whom, etc. There are also by-laws
3. Federal Acts – there is also federal law working, namely the Securities Exchange Acts, Investment Company Acts, etc

C. Liability
1. Corporate participants are not personally liable for corporate debts; only the corporation is liable

II. CORPORATE VOTING PROCEDURES

A. General 

1. Voting is regulated under federal and state law. State law defines the number of directors, the conditions for elections, etc. Federal law sets up the disclosure requirements to the shareholders. Additionally, corporate charters define the internal procedures for elections.
B. Straight Voting

1. Under straight voting, if a shareholder has 100 shares, then he is allowed to vote those 100 shares for each of the available positions but not across the positions—900 votes if there are nine board positions.

C. Cumulative Voting

1. Cumulative voting means that shareholders get to vote their total number of votes however they choose. Thus, if a shareholder has 100 shares and there are 9 board positions, the shareholder will receive 900 votes and she can use all 900 votes to vote for a single person if she chooses. Shareholders receive one vote for each position available for every share they have, and they can distribute them however they choose.
2. Cumulative voting allows minority shareholders to receive board positions. Cumulative voting in most jurisdictions is permissible, but a corporation must provide for it in its charter; some jurisdictions, such as California, require cumulative voting.
D. Board of Directors

1. Most boards are elected annually, but state law often allows for staggered boards—i.e., only 1/3 of the directors are elected each year. Staggered boards tend not to be a disincentive to takeover entrepreneurs, as in the event of a takeover the remaining board members will likely resign
B. DEFECTIVE INCORPORATIONS

When a corporation defectively incorporates, often the creditors try to go after the shareholder personally for the money [unless you get CBE, it looks like shareholder out of luck]

I. CORPORATION BY ESTOPPEL

If an entity holds itself out to be a corporation and another entity entered into an agreement believing it to be a incorporated, then, if it turned out that the purported entity was not in fact a corporation because of some technicality (not fraud), the corporation would still receive the limited liability of a corporation. Requires clean hands—the purported directors cannot have actual knowledge that the entity they are representing is not incorporated. 
A. Traditional Common Law View (accepted)
1. A person that deals with a purported corporation as a corporation is later estopped from denying that it is a corporation; corporation by estoppel stops everyone, including the corporation, from claiming that it was not incorporated at the time
2. The idea is that the person contracting with the purported corporation assumed the risk that the entity would not be able to satisfy a liability and that the individuals operating the corporation would not be personally liable for the purported corporation’s actions. Therefore, that the entity was not in fact a corporation was irrelevant. 
3. Corporation by estoppel functions more like assumption of the risk than traditional estoppel.

4. Thompson & Green Machinery v. Music City Lumber – D signed an agreement with P in the name of a corporation and as a corporation.  D was not in fact a corporation. D defaulted, and P sued D as an individual. D claimed that it was a corporation, despite the fact that it was not incorporated, under the doctrine of “corporation by estoppel.” P assumed the risk that the corporation would go under and that he would not be able to recover from the purported directors personally, even though, as a formal legal matter, the entity was not really a corporation. The court does not buy it, which is in accordance with the Model Act and the Revised Model Act.

B. Modern View or Model Act View (rejected)
1. Most modern courts reject corporation by estoppel for the following reasons:
a. Incentive to incorporate properly – there is no need to be careful with respect to articles of incorporation if an entity can get the benefits of incorporation through an equitable doctrine;
b. Judicial economy (bright line rule) – strict liability saves judicial resources 
c. Others are not in an equal position to determining whether an entity really is a corporation
2. The Model Act also rejects the doctrine of corporation by estoppel. 
a. The individuals organizing an entity are strictly liable for ensuring that the articles of incorporation are in accordance with state law. If such articles are not followed, then individuals organizing the entity will not receive the limited liability that corporations enjoy, but rather will be personally liable as partners for the liabilities of the entity.

3. There are some criticisms of the modern view, including:
a. Strict liability may chill the incentives to start a corporation, particularly in regard to small business entities;
b. Fairness (innocent mistake)
c. Provides an unfair windfall for the contracting entity – if a party is willing to deal with a purported corporation as a corporation, then the mistaken party is no worse off than it expected to be in the event a purported corporation becomes insolvent.
d. A newly-formed corporation should not have to wait for a state to register corporations before beginning its business; a delay slows business, and society ought to encourage efficient economic activity
II. DE FACTO CORPORATION

The de facto corporation doctrine requires (1) some colorable, good-faith attempt to incorporate and (2) actual use of the corporate form, such as carrying on the business as a corporation or contracting in the corporate name.  A de facto corporation has all the attributes of a de jure corporation, including limited liability.
A. Traditional View

1. Unlike corporation by estoppel, which looks at what third parties—i.e., those contracting with the purported corporation—believed, de facto corporation looks to what the purported directors believed and did.  If the purported directors acted enough like a corporation, then they will be deemed a corporation, regardless of some technical reason why they were not acting on behalf of a corporation. 
2. Under the traditional view, the directors would not be personally liable, even though they were not running an actual corporation
B. Modern View (rejected)
1. Most courts reject the doctrine of de facto corporation today for many of the same reasons that they reject corporation by estoppel. The idea is that individuals should be strictly liable because such a level of liability ensures the policies of the state in passing the corporate laws.
C. Revised Model Act (accepted)
1. In regard to de facto corporations, the Revised Model Act states that entities who hold themselves out to be corporations and act in accordance with corporate procedures will be deemed corporations—and hence receive limited liability— unless the individuals running the purported corporation have actual knowledge that the entity is not duly incorporated.
2. In regard to corporation by estoppel, the Revised Model Act is silent. Thus, it appears that the doctrine of corporation by estoppel is still bad law under the Revised Model Act. This makes some sense. A purported corporation will receive the limited liability of a corporation insofar as it acts enough like a corporation and does not have actual knowledge that it is not a corporation. Accordingly, the Revised Model Act extends limited liability to the directors of a purported corporation only insofar as they do not have actual knowledge of that they are not a corporation and only insofar as they act enough like a corporation.  
3. May claim estoppel if both side are aware of lack of incorporation and nevertheless decide to treat the business as if it were incorporated
III. ARGUMENTS TO MAKE W/ DEFECTIVE INCORPORATION

A. Based on contract 

1. Expectation arguments.  What did you really agree too?    If you dealt with the corporation 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.

B. Agency

1. 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

C. Partnership 

1. 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.

D. Any statutory arguments that you can find.

E. Policy argument

1. 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. De facto - dead really

3. Corp by estoppel.

C. PIERCING THE CORPORATE VEIL


X properly incorporated but P still wants to hold D personal liability 

I. INSTRUMENTALITY RULE
A. 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.  
B. 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. The case that control is exercised merely through dominating stock ownership of course is not enough. [Zaist]

C. The instrumentatility rule requires, in any case but express agency, proof of 3 elements:
1. control [domination] 

a. not mere majority or complete stock control, but complete domination, not only of finances but of policy and business practice in respect to the transaction attacked so that the corporate entity as to this transaction had at the time no separate mind, will or existence on its own.

b. Corp entity was the alter ego, stooge, or dummy of the individuals sought to be charged personally. [Pres v michealson ]   give proof showing undue domination.

2. used to commit fraud or wrong
a. Such control must have been used by the D to commit fraud or wrong, to perpetuate the violation of a statutory or other positive legal duty, or a dishonest or unjust act in contravention of p’s legal rights.
b. Establish that the corp was a device or sham used to disguise wrongs, obscure fraud, or conceal crime. [pres] [interpreting this prong literally.  Must show violation of law to advance].

c. Siphoning off of profits or assets leaving little in the corporation to meet creditors could possibly meet the prong. [emmanuels]

d. Classic evidence – commingling of assets, lack of  formalities, lack of profit-making behavior, etc.

3. proximate cause of injury
a. the afore said control and breach of duty must proximately cause the injury or unjust loss complained of.

D. P bears burden of convincing the court to disregard the corporate form. [perpetual real estate v michealson 4th cir 1992 following VA law]

E. General rules of agency idea of Cardozo [repeated in walkovszky v carlton ny 1966]:  whenever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts upon the principle of respondeat superior applicable even where the agent is a natural person.

F. Zaist v. Olson – A corporation was formed without any substantial assets. A labor company did work on the corporation’s land, under the direction of the sole shareholder of the corporation. The corporation paid the labor company, not the sole shareholder. The corporation later went bust after transferring the land back to shareholder. The labor company sought to recover from the shareholder of the corporation. The court allowed the labor company to recover because the corporation was found to be the mere instrumentality of the sole shareholder. The court found particularly relevant the fact that the corporation undertook no obligation of its own to the party seeking to pierce the corporate veil, and reaped no benefit from it. The court did not make a specific finding that the shareholder used the corporation to commit a legal wrong.
1. Many courts require some kind of intention to defraud or embezzle money. Zaist gives little weight to this requirement, which is the basis for the dissent. The court relies heavily on the fact that the corporation did not stand to gain from any of the transactions, which meant that it was a mere instrumentality. 
2. Risk that if corporation is not run as a profit-maximizing enterprise a court will pierce the corporate veil. Do not set up a corporation for the sole benefit of yourself; make it look and act like a corporation—i.e., make money and not just benefit the shareholder as the shareholder’s agent. Self-dealing is problematic because it appears that the corporation’s existence is merely for the benefit of the shareholder, not the corporation (which benefits the shareholder indirectly through dividends). If commingle everything you own with the corporation, you risk that a court will allow a party to pierce the corporate veil using a mere instrumentality theory. Further, a closely-held corporation should be sure to follow the formalities prescribed by state law covering the charter, officers, meetings, minutes, etc.
II. ALTER-EGO THEORY
A. If a corporation is a mere alter ego of its shareholder, the court may pierce the corporate veil.  The idea is that the corporation is a mere formal entity that is indistinguishable from the individual.  Court will look to see if the corporation acted like a corporation.  A mere failure to operate under the formalities is not normally enough.

B. Elements of alter ego:

1. D exercised undue domination and control over the corporation, and

2. The corporation was a device or sham used to disguise wrongs, obscure fraud, or conceal crime.  (That is, that the corporate entity must be abused by the shareholder to hide illegal or fraudulent conduct.)

C. Perpetual Real Estate Services v. Michaelson Properties – Aaron Michaelson formed Michaelson Properties, Inc. (MPI) and became its sole shareholder. MPI entered into ventures with Perpetual Real Estate Services (PRES) involving the conversion of apartments into condos. Michaelson agreed to personally indemnify PRES against defaulted loan payments in both partnership agreements. MPI made distributions to Michaelson personally. Some of the purchasers of the housing units from the second partnership filed suit against the second partnership, and PRES paid $950,000 to settle the claim. PRES filed suit against Michelson! and MPI to recover on the settlement, alleging that MPI was Michaelson’s “alter ego” in an attempt to pierce the corporate veil. However PRES failed to show that Michaelson used the corporate form to disguise legal wrongs. PRES and MPI entered into a longstanding contractual relationship, and PRES had full knowledge of the nature of its corporate partner, including its ownership structure and capitalization. PRES even participated in the decisions to distribute money to itself and to MPI.
D. Contract versus Tort. In contract cases courts have been more reluctant to pierce the corporate viel because the party seeking relief is presumed to have voluntarily and knowingly entered into an agreement, and is expect to suffer the consequences, while in a tort case this is not so.  Courts are substantially more likely to pierce for tort creditors.

III. PARENT/SUBSIDIARY STRUCTURE
A. Courts are more comfortable piecing the corporate viel to get at another corporation, rather than a shareholder.  

B. Non-liability is presumed so long as:

1. Proper corporation formalities are observed

2. The public is not confused about whether it is dealing with the parent or subsidiary

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

4. there is no other manifest unfairness (fraud)
5. Bartle v. Home Owners – Home Owners set up Westerlea to construct houses for veterans and invested 25K into the corporation.  Westerlea bellied up and creditors wanted at Home Owners.  Court ruled that law permits the incorporation of a business for the very purpose of escaping personal liability.  The doctrine of piercing the corporate veil is invoked to prevent fraud or to achieve equity.  Dissent argued that there is no doubt that Westerlea could not make a profit, as it was organized as a building corporation to erect homes for stockholders of Home Owners. The subsidiary had nothing to begin with, made nothing, and could only end up with nothing; any benefit was for the benefit of Home Owners.
C. Factors leading to piercing
1. Intertwined operations – no separate corporate formalities followed such as same board members and such
2. Unified business and subsidiary undercapitalized – parent and sub operate portions of a single business and the sub is under capitalized (see Walkovszky and his lack of insurance)

3. Misleading the public – if parent and sub make it clear to the public which entity is handling each particular aspect of the business (i.e. separately incorporated branch offices where creditors may not be sure who they are dealing with)
4. Intermingling of assets – informal transfers of funds to subsidiary for capital.  Parent should be formal

5. 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.

a. Like if Bartle the sub is forced to sell to parent at cost preventing sub from ever making a profit

b. It looks like Barlte should have gone with a liability finding but it is likely they did not due to fact that D shareholders were poor veterans (also Zaist was a close case; this seems like what dissent wanted)
IV. ENTERPRISE LIABILITY THEORY

A. Enterprise-entity liability allows the court to disregard the formalities between two corporations.  Where a parent uses a subsidiary as a mere instrumentality or as an alter ego, plaintiffs can pierce the veil of the subsidiary to get at the assets of the parent. 

B. Cannot usually get to the shareholder.  Must first get to the parent’s assets (or assets of brother/sister corporations) by claiming the corporation was a piece in a larger picture. The pieces belong to one pot from which all creditors may be satisfied.
C. Walkovszky v. Carlton – Walkovszky asserted that all of the 10 corporations were operated as a single enterprise. According to the court, there were no allegations to spell out a valid cause of action against Carlton as a shareholder. There were no allegations that he was conducting business in his individual capacity. The fact that the fleet ownership had been deliberately split up among many corporations did not mean that the shareholder of the parent corporation is personally liable—rather, only the alleged larger corporation could be personally liable for! the debts of its subsidiaries.
1. If the business that all the corporations are engaged in operate effectively as one business, and if it appears that the only reasons that they are divided up is to separate assets from L, then the court will treat the corporations as one

2. You don’t get to the shareholder but you get to the assets of the other corporations

D. Inadequate Capitalization – Theory that only one case has been based on.  In general undercapitalization is not enough.  They all look like undercapitalization.  So courts tend not to go in that direction.  Also may be a disincentive to start a business and incorporate. 

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

V. DEBTS OF SUBSIDIARIES TO PARENT AND CREDITORS

There are four approaches to addressing debt of a subsidiary with respect to the parent corporation and creditors

A. Equitable subordination – Subordinate the claims of the parent against the sub to those of the trustee against the sub.
1. Stone v. Echo: TTT, a Delaware corporation, (“Parent”) incorporated one of its stores under the same name in Virginia (“Subsidiary”). There were no formalities respecting the independence of Subsidiary; books were handled by Parent, as were receipts, etc. After Subsidiary was adjudged bankrupt, Parent made a claim for assets of Subsidiary, which trustee of Subsidiary resisted. According to the court, the claims of a parent corporation against a subsidiary should be postponed where the subsidiary has in reality no separate existence, is not adequately capitalized and constitutes a mere instrumentality of the parent corporation or a mere corporate pocket or department of its business. Only where the subsidiary has been allowed to transact business as an independent corporation and credit has been extended to it as such on the faith of its ownership of the assets in its possession may there be reason for recognizing the separate entity of the subsidiary and postponing the claim of the parent.
B. Respect the corporate identities and not subordinate the debt – Courts will respect the formalities and not subordinate the claim of the parent.  Only when the subsidiary was an independent corporation and credit was extended to it as an independent entity.
C. Enterprise liability – Treat the parent and sub the same, making the parent liable for the obligations of the sub (disrespect the corporate formalities)
1. Regular factors in piercing the viel cases apply here – inadequate capitalization, failure to follow corporate formalities, fraud, or wrongdoing

2. Where both corporations are insolvent, where the business has been transacted by and the credit extended to the parent corporation, 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 creditors of both corporations to share equally in the pooled assets.
D. Pro Rata – Treat the claims of the parent and trustee as equal, meaning they will receive an equal share of their debts paid off on pro-rata basis.
VI. FRAUDULENT CONVEYANCE
A. A fraudulent conveyance is a distribution to shareholders to avoid an imminent debt or liability. Courts are reluctant to pierce the corporate veil when all the formalities have been followed, but a fraudulent conveyance is one ground on which they will do so.
B. The idea is that the corporation is only discharging its assets only to avoid an obligation, not for any particular business purpose. That is, the corporation is abusing the corporate immunity structure by discharging all of its assets to its owners, assets that the owners put on-the-line in investing into the corporation; the corporation is seeking to give zero liability instead of limited liability, which is contrary to public policy.
D. SUCCESSOR LIABILITY

I. Successor Liability for Solvent Businesses
A. Maxim: Corporation which purchases the assets of another corporation does not succeed to the liabilities of the selling corporation.  A corporation is a creation of statute and liability dissolves with the corporation.

B. There are four well-recognized exceptions under which liability may be imposed upon a purchasing corporation:

1. When the purchasing corporation expressly or impliedly agreed to assume the selling corporation’s liability

2. When the transaction amounts to a consolidation or merger of the purchaser and seller corporations
3. When the purchaser corporation is merely a continuation of the seller corporation

a. Proof of continuation – essentially the same manufacturing operation and the manufacture of the same product; same location

b. Proof of no continuation – no common identity of officers, directors, and stockholders

c. Something legal has to happen to change a corporation – a corporation needs to change items such as charter.  There needs to be a successor organization, not just a change in shareholders.

d. Dissent – Seller must quickly dissolve and consideration for the sale must be shares of the purchaser which are distributed to the seller’s shares.

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

C. Split between court on whether liability attaches from the transformation between a proprietorship or partnership to a corporation

1. Product liability will transfers between a proprietorship or partnership to corporation, when the corporation continues to operate substantially like the selling partnership.  Identify approach: if it looks enough like the preexisting entity, then it is liable regardless of the entity’s form.
a. Tift v. Forage King Industries – A corporation which acquires substantially all of the assets of a predecessor business and manufactures an almost identical product may be liable for injuries caused by a defective product manufactured by the predecessor, regardless of whether the business is a proprietorship, partnership, corporation, or any other title.
2. Product liability will not attach when the tort caused resulted from creation of a product as a proprietorship or partnership.  Above exceptions are meant to apply to corporations, not other organizational forms. 
a. The sole proprietor or partner is available to be sued.  Allowing the purchasing corporation to carry over liability creates a windfall for the plaintiff.
D. You must look at the points at which organizational forms change.  If organizational form does not change, then it does not matter how much the corporation changes
II. Success Liability for Insolvent Businesses

A. Corporations may be terminated and liabilities may be discharged.  Corporations can be terminated and that will be the end of it so long as the creditors are treated fairly.
1. Law of bankruptcy favors allowing a second company to make a fresh start.  
2. A solvent company may not shed forms to shed liabilities, but a broke company can file for bankruptcy, shed liabilities and start a second corporation without acquiring the debts of the old.

3. Good public policy to allow entrepreneurs to start anew provided the creditors are treated fairly.  We want to promote creation of business enterprises and creditors were aware of the risk of failure when they provided the loans.
4. New company must pay adequate consideration for assets from the old company.

5. There is a requirement that you pay off your creditors the best you can with the corporation’s assets

B. Corporations cannot be formed to shed liabilities. 

1. When there is a mere change in ownership—as in a buyout, a merger, etc.—the liabilities of the company continue, regardless of who now owns the company. This is because there is not a new company; there is no change in assets, but rather, just a change in ownership. Corporations are legal persons; if they change what they do, they are still liable for the past; as long as the corporation has not dissolved and become a new corporation, then it still owes on its past debts and liabilities.
2. New companies keep the debt of the old when old transfers assets without consideration to avoid payment of creditors.

C. Anderson Lumber: Husband and Wife, as sole shareholders of a construction company, dissolved the corporation and formed a new construction company—with no differences in the way the new corporation was run. Plaintiff creditor wants to sue the new company, claiming there is no difference between the former and the latter corporations. Court says “no.” There is nothing showing there was any fraud; corp. 1 simply went bankrupt. There was consideration for the assets. Not a mere technicality as in the case before: in the previous case, the company was still the same, still existing. Here, the first corp. went bust, effectively dissolving itself upon bankruptcy. Now, there is a second corporation, a new entity having nothing to do with the old entity. The new corporation merely purchased the assets of the old corporation.  Husband did admit that he was filing the new corporation and filing for bankruptcy to shed the creditors.  The court said ok.  

D. Factors to consider

1. Share or cash transfer

2. Contract or tort case

3. business carryover or no business carryover

4. present claims or inchoate claims

5. solvent corporation or broke corporation
E. ULTRA VIRES

III. Evolution of Ultra Vires

A. Traditional view: In the nineteenth century, state legislatures chartered corporations for narrow purposes and with limited powers.  Early courts fashioned the ultra vires doctrine to invalidate corporate transactions beyond the powers stated in the corporation’s charter.  Any deal the directors of the corporation made that was without consideration and was for the benefit of another was voidable by the corporation.  The beneficiary could be sued under a theory of restitution, as could the individual entering into the obligation purportedly on behalf of the corporation.
IV. Modern Ultra Vires

A. Now corporate charters allow “general purpose” clauses that grant virtually unlimited powers.  Today ultra vires doctrine applies only when – 

1. The articles restrict corporate activities

2. The corporation engages in activities not directly related to profit seeking, such as charitable giving

3. The board of directors takes actions the undermine shareholder power

B. The Revised Model Act states that it is simply assumed that the corporation has the express authority to enter into any legal detriment.  Ultra vires cannot be used as a defense; rather, it can only be used as an affirmative action against the corporation by another party, most likely a shareholder.  
C. Modern statutes seek to eliminate vestiges of corporate incapacity.  Neither the corporation nor any party doing business with the corporation can avoid its contractual commitments by claiming the corporation lacked capacity.  The MBCA protects the expectations that arise form the limitation and specifies three exclusive means for enforcement
1. Shareholder suit.  Shareholders sue to enjoin the corporation. A court can issue an injunction only if equitable and if all parties are present in court. An injunction is only equitable if the third party knew about the corporation incapacity.

2. Corporate suit against directors and officers.  The corporation sues the directors and directors can be enjoined or held liable for damages.

3. Suit by state attorney general.  State attorney general can seek involuntary judicial dissolution.

D. Real Estate Capital v. Thunder Corp.

1. Director for Thunder Corporation issued a second loan on some of its property and the money was paid to Winthrop Homes.  All done without the permission of the minority shareholder.  Court found that the mortgage was invalid for a number of the reasons, all listed below.

2. Corporate officers may bind the corporation by its actions even if those actions are not within his power under the corporate charter.  

3. Corporations has only that authority which is granted to it by the state code.  The acts of the agent which are outside the authority granted by the state statutes cannot be performed even though such act may be within the authority granted to the agent by the corporation.  Almost all corporate charters have profit making as a central goal of their charters.
4. Gratuitous guarantees – a voluntary transfer of property by a corporation to secure the individual indebtedness of one of its officers is binding upon the corporation if all assent
5. The consent of the stockholders does not confer corporate power, but does make the pledge good as between the corporation and the creditor to whom the pledge is made.
6. In Capital, the corporation received no benefit but retained a detriment from the mortgage.  The bank made the check out to a separate corporation meaning the collateral property needed to be a gratuitous guarantee.  However, since not all shareholders consented, the mortgage became invalid.  Director would need approval of all shareholders.

7. In the Capital case, for instance, the corporation would lose the ability to claim incapacity because (1) it is not a shareholder; (2) it is not an action against a former employee or director; or (3) the Attorney General. As to (1), a shareholder could intervene and sue a corporation claiming that the corporation’s contract is against the interests of the corporation, meaning the corporation lacks the capacity to enter into the agreement. As to (2), a corporation is free to sue a former director or employee claiming that the corporation did not have the capacity to benefit the former director or employee—i.e., if the director or employee received something from the corporation without consideration, usually at the behest of a director.

A. THE CORPORATE FIDUCIARY

I. Theory of Corporate Fiduciary Duty

A. Corporate fiduciary law resolves the tension between:
1. Management discretion – broad discretion given to directors
2. Management accountability – security against poor management choices
II. To Whom the Fiduciary Duties are Owed

A. Shareholders

1. Shareholder wealth maximization – maximize the value of shareholders’ interests

a. Dodge v. Ford Motor – Ford’s charitable acts were inconsistent with the fundamental purpose of the business – to maximize the return to shareholders. 

2. Other Constituency Statutes 

a. Some states have enacted statutes that permit directors to consider non-shareholder constituents such as communities where the corporation operates

b. New era of corporate social responsibility

c. Some cases suggest directors can take other constituents into account only if rationally related to promoting shareholder interests

B. Clients of the corporation

1. Duty to protect the clients that would result in the misappropriation of money they had entrusted to the corporation.

2. Depositors and beneficiaries can reasonably expect the director to act with ordinary prudence (Francis)

III. Duty to Maximize Value
A. Value-Max Model
1. Generally, directors have a duty to maximize the return on the shareholders’ investments. This is implied in the corporate mandate. Thus, corporate assets cannot be spent on purely humanitarian goals that cannot even remotely benefit the corporation.
2. The question is where to draw the line on corporate charity

3. The value-max model says that directors of corporations must only do that which will increase shareholder value. Whether a given cause is good or bad is generally irrelevant. What counts is return on investment.
4. Dodge v. Ford: Ford stopped paying dividends to its shareholders. It has a large amount of cash surplus that it refused to distribute to the shareholders. In the past, the dividends were given out. Some cash was set to be reinvested in the company into a new smelter and factory; even with the expansion, there was still a lot of cash surplus. Because the company would be receiving a continuous cash flow, the court required it to distribute the amount of the dividends over the cost of the expansion facility. The court found that there was a personal motivation of the majority shareholder to further humanitarian goals. Because he had a duty to maximize profits, the court required a distribution of profits as before.
5. How to analyze charitable giving: Whether a particular donation violates a director’s duty to the shareholders can be analyzed under either the business judgment rule—i.e., whether there is some rational basis for finding that the donation benefited the corporation— or under a duty of loyalty analysis—i.e., whether the director had a personal interest in making the donation, such as sitting on the board of an educational institution, etc. In most cases the question is decided under the business judgment rule.
6. Shlensky v. Wrigley: Chicago Cubs owner refused to have night games allegedly because he believed such games would ruin the sport of baseball. The court finds for defendant under the business judgment rule, finding reasons why the corporation might have chosen to have only day games—protecting the community values, which would uphold the property values of the field and avoid alienating the customers who live close by.
7. Courts dislike cases involving the breach of a duty to maximize value. Most of the time they allow donations under the business judgment rule or by statute.
B. Corporate Citizen Model
1. An alternative approach is the corporate citizen model, which states that corporations are independent entities that can make charitable donations just as any other individual can, and ought to be encouraged to do so. This view has gained a lot of academic support, particularly because it encourages large-scale donations and giving back to the community.
2. See also “other constituency” statutes above

C. Duty of Corporate Counsel (an aside)
1. What are the duties that lawyers have to their corporate clients? For example, what if it is profitable for a corporation to pollute, even though it will kill children or cause major birth defects.
a. Duty to inform the client of the law, the possible consequences of their actions—from shareholders, the community, the government, and individual plaintiffs;
b. Advise on the possibilities and the likelihood that each will occur; and
c. Carry out the wishes of the client insofar as it is in compliance with the law.
2. A lawyer can withdraw if it will not materially disadvantage client b and/or if the clients decision is repugnant to morality or against the law A lawyer cannot reveal confidential information unless there is imminent substantial bodily harm or death.
3. The legal system is very complicated and most people do not have good legal training. Lawyers level the playing field by allowing people to replicate good legal training via a lawyer. Without full disclosure, the replication would be less complete, and the individual non-lawyer would have to navigate this complicated system without full understanding and training in and of the legal system. This would result in a less just legal system in that it is unfair to require individuals to, on the one hand, navigate the law without the ability to tell the lawyer everything, or, on the other hand, risk that their lawyer will disclose information if they do tell the lawyer.
B. DUTY OF CARE
I. STANDARD OF CARE 

A. Basic Statutory Form
1. AMERICAN LAW INSTITUTE, PRINCIPLES OF CORPORATE GOVERNANCE
DUTY OF CARE OF DIRECTORS AND OFFICERS; THE BUSINESS JUDGMENT RULE

A director or officer who makes a business judgment in good faith fulfills the duty under this Section if the director or officer:

1. is not interested in the subject of the business judgment

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

3. rationally believes that the business judgment is in the best interests of the corporation
A person challenging the conduct of a director or officer under this Section has the burden of proving a breach of the duty of care . . .
2. Basic provision in the statutes:

a. Directors must discharge his duties in “good faith”
b. Act in a manner he reasonably believes to be in the best interest of the corporation

c. Collectively, members of the board must become informed in performing their decision-making

d. Oversight function must be made with the care that a person in like position would reasonably believe appropriate under similar circumstance

e. Under many statutes, officers with discretionary authority are subject to similar standards.

B. Common Law Standard

1. Same pattern as the statutory standard.  
2. Three main components.  A party challenging a business decision must show the directors failed to act:

a. In good faith

b. On  an informed basis
c. In the honest belief that the action taken was in the best interest of the company
II. FACETS OF DUTY OF CARE
Duty of care requires the fulfillment of all the below facets
A. “Good Faith” and “Not Interested”
1. Requires that the directors 
a. Be honest

b. Not have a conflict of interest, and

c. Not approve (or condone) wrongful or illegal activity

2. If director has some financial stake adverse to the corporation’s interest, it will void the protections of business judgment rule.

a. Rationale: when director self deals there is no judgment on behalf of the corporation, instead he has acted on his personal behalf.  Thus, this action does not deserve protection.
B. “Reasonable belief” and “Honest belief” in the best interest of the company

1. Standard involves the substance of director decision-making

2. A board decision must be related to furthering the corporation’s interests
3. Judged on a “waste” standard, under which board action is invalid if it lacks any rational business purpose

C. “Informed basis” and “Reasonable Care”
1. Involve the process of board decision-making and oversight

2. Directors must be informed in making decisions and must monitor and supervise management

3. “Under similar circumstances” language allows court to take into account the complexity and urgency of the board’s decision-making and oversight functions
III. BUSINESS JUDGMENT RULE
Rebuttable presumption that directors in performing their functions are honest and well-meaning, and that their decisions are informed and rationally undertaken; basically presumes directors do not breach their duty of care
A. Operation of Business Judgment Rule

1. Operates on two levels

a. Shields directors form personal liability, and

b. It isolates board decisions from judicial review

2. The burden of rebutting the BJR rests on the challenging party

B. Justification for the Rule

1. Encourages risk-taking – if directors were not entitled to this presumption, business diversity and innovation would be stilted with directors constantly worrying about their liability risks.  

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

3. Encourages directors to serve – business persons detest liability exposure

4. Promote and protect the full and free exercise of the managerial power granted to directors.  

C. Reliance Corollary – Delegation of Inquiry and Oversight Functions

1. Directors may rely on information and advice from other directors, competent officers and employees, and outside experts.

2. Contained in many state statutes

3. Directors in becoming informed can rely on each other experience and wisdom.  

4. Directors cannot blindly rely on others if they have knowledge or suspicion that makes reliance unwarranted.

IV. OVERCOMING BUSINESS JUDGMENT PRESUMPTION
Burden on the challenger to overcome the business judgment presumption by proving either (1) fraud, illegality, or conflict of interest (lack of good faith); (2) the lack of a rational business purpose (waste); or (3) gross negligence in discharging duties to supervise and to become informed

A. Fraud, Conflict of Interest, or Illegality – Not in Good Faith

1. Fraud – a director who acts fraudulently is liable regardless of fairness
a. Directors who mislead shareholders in regards to shareholder voting cannot claim BJR protection

2. Conflict of Interest – personally interested in the transaction 

3. Illegality – If directors approve illegal behavior, the prevailing view is that the BJP is lost even if the directors were informed and the action benefited the corporation

a. Miller v. ATT – Corporation violates federal election act by not collecting on a debt owed to it by a political group. The court found that because the statute prohibited the action by the corporation, it was obligated to collect the debt. On the other hand, there is reason to think that it would have been bad to collect the debt: directors do not want to attack the entire democratic party when it defaults on a debt—a business decision to let the loan go rather than create bad will against the regulators of a heavily-regulated industry. The court is not persuaded: this is in violation of a law, and the business judgment rule does not allow directors to violate the law, even where it is good business to do so.
B.  Irrational Board Action – Waste

1. Rational Basis – under rational purpose test applied in absence of gross negligence by the board, even board decisions that seem unwise shield directors as long as they were not improvident beyond explanation

a. Courts can almost always find a rational basis to latch onto

b. Wrigley – The court dismissed complaint after choosing to believe director’s motivation in rejection of installing field lights was because it would lower property value.  No negligence => only need on rational basis

2. Careful of Hindsight bias – what looks reasonable before the fact may not look reasonable after the fact

C. Decision-Making Failure – Gross Negligence **

1. Procedural steps and decisions

a. First, examine the decision-making process and see if there exists an error/flaw equating to gross negligence.

i. If yes, BJP will not protect directors.

ii. If no, examine the decision under rational basis standard (see waste above).

1. If board fails the rational basis test, then directors must prove that the decision was actually fair to the corporation

b. Two things to look at

i. How the directors went about deliberating (this section)

ii. Was the actual decision a good one (see waste above)

c. Judged by a good faith standard with that degree of diligence, care and skill which ordinarily prudent men would exercise under similar circumstances in like positions. (Francis and Graham).
2. Smith v. Van Gorkom
a. Held directors personally liable for not informing themselves adequately when they approved the sale of the company in a negotiated merger

b. Among the few cases holding directors liable for a rational decision as to which there were no allegations of bad faith or self-dealing

c. Dissent: Directors are well-aware of the corporations present state and may be in the position to make big decisions quickly

3. Evidence of an informed board of directors:

a. Evaluated of all material information reasonably available to them

b. Independent reports of a fair price range from banks

c. Attempts to find a higher bidder – a market test

d. Inquiry into the terms of the business decision

4. Evidence of an uninformed/bad-faith board of directors:

a. Reliance heavily/blindly upon others representations (Van Gorkom)

b. Quick choice (fast shuffle) with overtones of self-dealing

c. Impediments to other bids (lock-up, contractual agreements, etc.)

d. Cash-out mergers deserve heightened review

D. Oversight Failure – Inattention
1. Directors have oversight functions that go beyond making decisions at board meetings

2. The monitoring duty requires directors to inquire into managers’ competence and loyalty.

3. Judicial review varies depending upon three categories:

a. Inattention to Mismanagement

i. Courts have been reluctant to hold directors liable for inattention to management

ii. It would be impossible to know if the director could have saved the business or how much he could have been saved
b. Inattention to Management Abuse

i. Courts have been less forgiving when a director fails to supervise management defalcations and deceit

ii. Most case hold inattentive directors are liable only if circumstances indicate that they actually knew of or suspected management diversion

iii. Francis v. United Jersey Bank – take liability on set further

1. Sons of the director slowly pilfered money from the corporation, unknown by the aging and uninvolved director mother who had recently inherited the position from her deceased husband.  Mrs. Pritchard, as director, had an affirmative duty of reasonable care and failed to meet them by doing nothing.  Court will not forgive a dummy director’s oversights.  Remember clients are going after an estate and sons would otherwise inherit the estate.

iv. Dummy directors not allowed

1. Lack of knowledge is no defense

2. A director is not an ornament, but an essential component of corporate governance

3. All directors are responsible for managing the business and affairs of the corporation

4. Difference between making a bad decision with good faith effort and an abandonment of responsibility

5. One view: if there is no conflict of interest, then the court should avoid involvement
c. Monitoring Illegality

i. Directors may depend upon a presumption of regularity, absent knowledge or notice to the contrary

ii. Graham v. Allis-Chalmers Manufacturing Co. – Court held that the business judgment rule shields directors who had failed to detect antitrust violations by mid-level executives.  Unless the director know of or suspected the bid-rigging, they were not obligated to install a monitoring system

4. General monitoring duties of a director (Francis)

a. Acquire at least a rudimentary understanding of the business of the corporation

b. Familiar with the fundamentals of the business in which the corporation is engaged

c. Keep informed about the activities of the corporation

i. General monitoring of corporate affairs and policies; does not require a detailed inspection of day-to-day activities 

ii. Direct should attend meetings of the board on occasion

d. Maintain familiarity with the financial status of the corporation

V. BREACHING THE DUTY OF CARE
A. Personal Liability of Directors
1. Courts have held that each director who voted for the action, acquiesced in it, or failed to object to it becomes jointly and severally liable for all damages that the decision proximately caused the corporation
2. Francis – creditors attempting to collect from the estate of the director

B. Exculpation Statutes
1. Most states enacted exculpation statutes that authorize charter amendments shielding directors from personal liability for breaching their duty of care

2. Corporate charter may include a provision that limits the liability to directors

a. Liability for conflict of interests were not shielded (duty of loyalty cases)

b. Actions taken not in good faith are also not shielded.

C. Disney tests the DE limited liability provision ADD HERE
C. DUTY OF LOYALTY

I. BREACHS OF THE FIDUCIARY’S DUTY OF LOYALTY
A. Flagrant Diversion

B. Self-Dealing

C. Executive Compensation

D. Usurping Corporate Opportunity 

E. Disclose to Shareholders

F. Trading on Inside Information

G. Selling Out

H. Entrenchment

II. SELF-DEALING TRANSACTION
A. Meinhard

B. Cookies
C. Gertrude v. NY Central RR

D. Wheelabrator
A. Nature of Self-Dealing

1. Self-dealing occurs when a corporate director uses the assets of a corporation to benefit himself, not the corporation and its shareholders.  
2. Courts are particularly worried about self-dealing transactions and view them with far more scrutiny.
3. Self-dealing transactions rebut the business judgment presumption

4. The Question to Ask: Whether a director has entered into an arrangement to benefit himself at the expense of shareholders?

B. Statutory Regulation
1. Modern statutes codify the abandonment of a flat prohibition against self dealing.  Most have adopted a tri-partite statute, such as Delaware and Virginia, but these statutes’ interpretation vary between jurisdiction
2. Basic Three Part Statute (VA: Cookies): 

a. “No contract or other transaction between a corporation and one or more of its directors . . . are financially interested, shall be either void or voidable because of such relationship or interest ... if any of the following occur:
i. The fact of such relationship or interest is disclosed or known to the board of directors or committee which authorizes, approves, or ratifies the contract or transaction ... without counting the votes ... of such interested director.
ii. The fact of such relationship or interest is disclosed or known to the shareholders entitled to vote . . . and they authorize ... such contract or transaction by vote or written consent.
iii. The contract or transaction is fair and reasonable to the corporation.”

b. Courts also have read into the statute the requirement that self-dealing directors establish that they have acted in good faith, honesty, and fairness.  Courts are very suspicious of these statutes and self-dealing in general.
c. Informed means self-dealing party disclosed the conflict of interests at hand and the full complete details of the transaction

3. Transaction fair and reasonable (Prong 3)

a. In most states if the transaction is fair, it will be upheld regardless of approval.  The fairness is measured at the time of transaction.

b. Cookies – Involves with a majority shareholder/director who sold personal property to the corporation for arguably inflated prices. Plaintiff made a prima facie showing the D is self-dealing.  Then after the burden of proof shifted to the director, D showed good faith, honesty, and fair dealing.  Court gave director great deference because his work caused the company to become a great success.

c. Case v. New York Railroad – Tax merger allowed Sub to save 3.8 million on taxes due to parents offset losses.  Disagreement arose due to the only 3 percent of the savings given to the Sub.  Sub claims self-dealing transaction because RR directors were on both sides of the transaction.  Court ruled that self-dealing transactions are only a violation of duty of loyalty when one side benefits to the detriment of the other side.  Here both sides benefited.  Did disinterested board approve?
4. Ratification by a disinterested board (Prong 1)

a. Shifts the burden of proof to the plaintiff

b. Some dicta says that you can apply business judgment rule

5. Approval/ratification by shareholders (Prong 2)
a. Approved by informed interested shareholders
i. DE says that if you get approved by interested shareholders, then the approval changes nothing. The burden is still on the Ds to prove fairness.
b. Approved by informed disinterested shareholders

i. Self-dealing transaction – receives the protection of the business judgment rule
ii. Transaction with controlling shareholder –shifts the burden of proof 
1. Wheelabrator
C. Burden of Proof

1. Initial burden on plaintiff to introduce of self-dealing.   Then the burden shifts to the directors to establish good faith, honest, and fairness

2. If the directors demonstrate good faith, honest, and fairness (such as through following above statute with good faith), the burden shifts back to plaintiff.
II. USURPING CORPORATE OPPORTUNITY
A. Irving Trust, Rapistan, Burg, Fliegler

A. Business opportunity – key players appropriate to themselves some business opportunity or property that should belong to the corporation.

B. Threshold question: Is it a corporate opportunity, if so then treat it like any self-dealing transaction.  See below.

C. Step 1: Determine whether there was a corporate opportunity (or in other words, whether this is a duty of loyalty case).  
1. There are a couple tests to help determine whether there is a corporate opportunity

a. Interest and Expectancy Test: The corporation must have a legal or quasi-legal interest in the opportunity – i.e. putting assets into the opportunity or a prior related interest, or reasonably anticipated taking advantage of the opportunity – before the corporation has a legal interest in it.  (Narrowest tests)
i. Case Study: Burg v. Horn: Horn and Burg formed a corporation together to purchase and sell real estate. H had prior experience. Burg expected H to share all H’s opportunities, but there was nothing in writing to that effect. H continued to operate on his own while operating with Burg on other projects. The court held that property acquired by H was only in trust for the corporate if the corporation had an interest or a tangible expectancy in the property when acquired. Because the corporation did not need and did not seek the property H acquired, the corporation had no tangible expectancy in it. The line of business test does not mean any opportunity within the line of business—rather, that rule only applies if there is a duty to offer all corporate opportunities.

=> Corporate opportunity doctrine should not be used to bar directors from purchasing any property which might be useful to the corporation, but only to prevent their acquisition of property which the corporation needs or is seeking, or which they are otherwise under a duty to acquire for it.
=> If in a similar line of business with another venture, then absent some contrary understanding no duty will exist.
=> Dissent disagrees by arguing for a stricter duty of loyalty under the line of business test.

b. Line of Business Test: Ask whether the opportunity is within the line of business of the corporation.  A functional relation exists if there is a competitive or synergistic overlap that suggests that the corporation would have been interested in taking the opportunity itself.
c. Farness Standard: measure the unfairness on the particular facts of a fiduciary taking advantage of an opportunity when the interest of corporation justly call for protection
2. Step 1-a.: Determine whether the opportunity was presented to an officer in the officer’s individual or representative capacity? Analysis will be will different depending on the capacity the officer was acting when the opportunity became available
a. Official/Representative Capacity (use interest expectancy test)
i. Guth rule: If a corporate officer is presented a business opportunity 

(1) Which the corporation is financially able to undertake
(2) Is, from its nature, in the line of corporation’s business and is of practical advantage to it,

(3) Is one in which the corporation has an interest or a reasonable expectancy,

(4) And by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of his corporation



The law will not permit him to seize the opportunity for himself

b. Individual Capacity (use line of business test)
i. Guth corollary: When a business opportunity come to a corporate officer or directors

(1) in his individual capacity rather than in his official capacity,

(2) and the opportunity is one which, because of the nature of the enterprise, is not essential to his corporation,

(3) and is one in which it has no interest or expectancy



the officer is entitled to treat the opportunity as his own.
ii. If in his individual capacity, then director can take it if it is not essential to the corporation.

D. Step 2: Ask whether the director can take advantage of the opportunity under the normal duty of loyalty test.  

1. If under the above tests there is found to be no corporate opportunity, then it is unlikely that officer breached his duty of loyalty to the corporation.  There still exist a few circumstances in which a corporation will breach its duty of loyalty:

a. Use of corporate assets = breach of duty of loyalty
i. If the representative wrongfully embarks corporate assets in the development or acquisition of the business opportunity, then he will be stopped from denying that business opportunity was a corporate opportunity.

ii. Essentially, directors will not be permitted to usurp a business opportunity that was developed through the use of corporate assets—time, goodwill, money, contacts, etc. These are all corporate assets, and it can be hard to judge whether these things have been used and whether they were abused. Directors will be estopped from the opportunity if there is a significant use of corporate assets in securing the opportunity and there is a direct or substantial relationship between the assets embarked and the relation, pursuit, and acquisition of the business opportunity.
iii. When a corporation’s fiduciary uses corporation assets to develop a business opportunity, the fiduciary is estopped from denying that the resulting opportunity belongs to the corporation whose assets were misappropriated, even if it was not feasible for the corporation to pursue the opportunity or it had no expectancy in the project (Rapistan).

1. General proscription against misapplication of corporation funds applies equally to business opportunity outside the corporation’s line of business.  Thus, a business opportunity falling outside a corp’s line of business and which would not otherwise be considered a corporation opportunity, nevertheless will be deemed a corporation opportunity if developed or financed w/ v funds (Rapistan).
a. 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
iv. What are corporate assets

1. Compensated time is regarded as a corporate asset

2. Cash, facilities, contracts, goodwill, and corporate information

3. Estoppel more likely invoked with hard assets (cash, facilities, etc.) rather than soft (good will, working time, etc.)

v. Rapistan Corporation v. Michaels: Plaintiff claims the directors violated their fiduciary duty to the shareholders, used confidential corporate information, and misappropriated a corporate opportunity that should have gone to the corporation. The court found that (1) directors learned of the opportunity in their private capacity; (2) the opportunity wasn’t essential to the corporation, and (3) the directors did not use corporation’s assets to seize the opportunities.
2. Failing to inform the corporation is not fatal, but informing the corporation is a good idea.

3. Incapacity defense
a. Majority – if a corporation cannot act upon a corporate opportunity, the director may take the opportunity without violation of duty of loyalty
b. Minority - Director cannot take a corporate opportunity and claim that the company could not take it.  Court wants to require directors to put the best effort forward to get the deal done.
i. Irving Trust v. Deutsch: Plaintiff trustee in bankruptcy sued D directors for seizing a corporate opportunity in purchasing several radio patents that the corporation did not have the funds to purchase. Later the defendants sold the patents to the corporation for a large profit. The defendants argued they did not seize an opportunity because the corporation lacked the capacity to buy the patents. Court does not buy it, finding that the directors should have done all they can to help the corporation before taking the deal for themselves. This is a minority doctrine, however. Most courts allow defendants to raise an incapacity defense. Some jurisdictions require a formal release from the corporation, however.
4. 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


E. ALLOCATION OF BURDEN: The plaintiff has the burden of showing that the defendant directors misappropriated a corporate opportunity.

A. INTRODUCTION
I. Derivative suits are shareholder suits brought on behalf of the corporation against the directors for violating their fiduciary duties to the corporation.  
II. Demand on a corporation is a formal request either to cease and desist or make reparations.  Traditionally, shareholders were required to make a demand on the corporation before they could file a suit.  Demands serve as an alternative dispute mechanism using intracorporate mechanisms.
III. Demand excused case involves circumstances where demand must not be made before filing a suit in court because it would be futile to make such a demand.  

IV. Policy considerations – 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.  Court must balance the corporations need to rid itself of frivolous suits against the risk of losing meritorious cases.
B. DEMAND EXCUSED/FUTILE
I. Demand excused cases do not require shareholder to make a demand on a corporation before filing.  Where demand is “futile,” a failure to make a demand will not result in dismissal.
II. Demand is futile when particularized facts create: 
(1) a reasonable doubt that the directors are disinterested and independent and . . . 

1. Duty of loyalty analysis

2. Must allege specified facts showing domination and control to undermine independence and disinterestedness

3. Stock ownership alone, at least when it is not a majority, is not sufficient to show poof of domination and control to show that directors are interested.  Independent means that a director’s decision is based on the corporate merits of the subject before the board rather than extraneous considerations or influences.   Merely alleging controlled and dominated is insufficient and will not survive a motion to dismiss (Aronson).
4. Show interested and dependent to cease investigation and proceed with suit

(2) a reasonable doubt that the challenged transactions are otherwise the product of a valid exercise of business judgment.  

1. Duty of  care analysis
2. Must allege specified facts that the underlying transaction would not survive the business judgment rule – i.e. allege that the director’s action were uniformed and/or without rational basis

II. Standard of proof is quite minimal: under Aronson, a plaintiff need only allege facts sufficient to create a reasonable doubt as to independence or show a reasonable doubt as to the business judgment rule. The trial court will conduct a mini-trial to see if the plaintiff’s demand is excused.
III. Aronson v. Lewis: Derivative suit challenging transactions between shareholder and director whereby shareholder, an old man, received significant compensation for work.  Shareholder wants to sue, but does not make a demand on the corporation.
C. DEMAND REFUSED

I. If demand is made and refused, then the plaintiff is taken as having conceded the disinterestedness of the board and must therefore make a showing that the board’s action violates its duty of care under the business judgment rule.
II. Little incentive to make demand. Because a plaintiff need only show either interestedness or a failure to exercise due care to excuse demand, plaintiff who makes demand loses the ability to argue on duty of loyalty grounds, which is the more likely means of obtaining relief from a court. Thus, after Levine, there is no reason to make demand. Further, a plaintiff can only argue that the decision to refuse demand violated the business judgment rule; the plaintiff cannot challenge the underlying transaction giving rise to his demand.
III. Levine v. Smith: Demand made and refused. Tacit consent that the directors are not interested, thus, plaintiff must show that the decision to deny demand violates the business judgment rule. Basically, the plaintiff is limited to a duty of care case; it has conceded the action is not a duty of loyalty case.
D. SPECIAL LITIGATION COMMITTEES

I. If shareholders claim redress against the company through a derivative suit, the board of directors may create a special litigations committee to determine the merits of the suit and decide whether to terminate the suit or continue it.  Whether or not the court recognizes the committee decision depends on which of the following tests the court chooses to employ:
A. Zapata Test – Two part test: (1) court will inquire into the independence, good faith, and reasonableness of the board that made the decision, and (2) court will conduct a mini-trial, using its own business judgment, to determine whether the decision to sue is in the best interest of the corporation (limited to demand excused cases).
1. The corporation has the burden of proof as to showing good faith, reasonableness, and a reasonable investigation during step one
2. In step two, the court will conduct a mini-trial and determine, using it is own business judgment, whether the decision not to sue is in the best interests of the corporation. That is, the court will substitute the board’s business judgment with its own business judgment to determine whether the suit is against the interests of the corporation.  This is to prevent a seemingly disinterested board from dismissing a colorable case.  No committee has ever returned a decision to continue the litigation.  Also courts know how to determine whether to litigate or dismiss.  It’s there specialty.
3. Not all courts follow the Zapata court’s holding. The Zapata court limited its holding to cases where demand was not made but was excused.  In particular, the modern trend is to apply the Zapata rule to cases where demand has been made and refused. (modified Zapata)
4. Zapata v. Maldanado: Plaintiff sued defendant without making a demand. The directors, acting on behalf of the corporation, move to dismiss the suit against the directors at the request of a special commission—this is a derivative action, and the board attempts to override the corporation’s decision to sue itself. The court held that boards can do this, but the decision to dismiss the suit is subject to review.
B. Auerbach Rule – the question is simply whether the members of the special litigation committee are independent/disinterested. If so, then their decision not to proceed with the suit will get the protection of the business judgment rule. Judicial review of committee decisions is limited to the issues of good faith, independence, and sufficiency of evidence
C. Miller Rule – there is no deference to the special investigation committee, and directors can have no participation in the selection of special committee members.
1. Adopted as a means of circumventing the structural bias inherent in the committee appointment process.  Directors charged w/ misconduct are prohibited from participating in the selection of special litigation committees

D. Modified Zapata rule (Alford)

1. Court will always inquire into whether the board was independent and acted in good faith in refusing the demand or dismissing the suit, and then conduct their own mini-trial using their own business judgment rule, despite that the original Zapata applying to only demand excused cases.

a. 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.
II. 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.  But for the following reasons courts will remain suspicious of SLC’s decisions:

A. Directors are being asked pt pass judgment on fellow directors in the same corporation.  Fellow directors who might have appointed them.

B. Independent committee may not be objective enough to avoid subconscious abuse

1. See Oracle – Court refused to recognize the SLC recommendation to drop ADD MORE HERE
C. Benefits of SLC – Save corporate time and resources


A. SECURITIES REGULATION STATUTES

I. 17 U.S.C. § 78j (Securities Act of 1934)

§ 10b Manipulative and deceptive devices:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

II. 17 C.F.R. § 240.10b-5

Rule 10b-5 Employment of manipulative and deceptive devices:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

(a) To employ any device, scheme, or artifice to defraud,

(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 the light of the circumstances under which they were made, not misleading, or

(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security
B. ELEMENTS OF ACTION UNDER 10B-5

I. BAD ACT (DUTY OR OMISSION)
A. Rule 10b-5 has no general disclosure requirement.  P must show some duty to disclose from some other source such as fiduciary duties, duty of loyalty, duty of specific reporting requirements, etc.  
B. MISREPRESENTATION
Misrepresentation = statement + false

1. Basic – stated three times that merger negotiations were not in progress when in fact they were
2. Affiliated Ute – misstated the prevailing market price of the shares

C. OMISSION
Omission (requires duty to disclose) = duty + no statement

1. To prevail in a silence case, plaintiff has the burden of proof to establish that:
a. It exercised due care in making its stock purchase;

b. The defendant failed to issue the statement when sufficient information was available for an accurate release (or could have been collected by the exercise of due diligence);

c. And to show there exists a duty owed by the defendant to the plaintiff to disclose as to do otherwise would be a violation of 10b-5;

d. And upon inaction plaintiff relied to its detriment

2. Defendant’s defense – could either show good faith or exercise of good business judgment in its acts or inactions.

3. Case-by-case analysis.  Proof must examine the corporation’s reaction to the facts showing a change in corporate circumstances, and how the decision was reached to issue a statement at a particular time.  Court wants to determine if the corporation had good reason for sitting on the information.  

a. Ripe information.  Before there is a duty to disclose, the info must be available and ripe for publication.  To be ripe, the contents must be verified sufficiently to permit the officers to have full confidence in their accuracy.  It means that there is no valid corporate purpose which dictates that the information not be disclosed.  

b. Undue delay may violate 10b-5. An undue delay not in good faith in revealing ripe facts can be deceptive, misleading, or a device to defraud under Rule 10b-5.

4. Financial Industrial Fund v. McDonnell – Special earnings statement released revealing profits were especially low for the quarter—the statement was released early. Stock crashed. Claim is that they did not release the earnings statement on time—had information for a period of time and did not release it until the special earnings statement. The question is whether the corporation violated 10b-5 in not releasing the information more timely. The decision of the officers or directors, and the corporate decision of the defendant to issue an earnings statement on other than the customary date for such statements, and the timing of such statement is a matter of discretion. Information about which the issues revolve must be available and ripe for publication before there commences a duty to disclose. To be ripe under this requirement, the contents must be verified sufficiently to permit the officers and directors to have full confidence in their accuracy. It also means that there is no valid corporate purpose which dictates the information be not disclosed. It is equally obvious that an undue delay not in good faith, in revealing facts, can be deceptive, misleading, or a device to defraud under 10b-5.
II. STANDING
A. Birnbaum rule. Must buy or sell to have standing. 

1. Under the Birnbaum rule, when an individual seeks to recover from a corporation allegedly making a false statement discouraging purchases, then the individual is only entitled to recover if the person actually bought or sold, not if they merely claimed to have refrained from purchasing.
2. Two types of people are excluded under this rule: (1) those that would have purchased stock but refrained due to a pessimistic misrepresentation and (2) those that would have sold stock but refrained due to an optimistic misstatement.  Mere intention to buy or sell stocks is insufficient.  

3. Support for the Birnbaum rule:

a. Statute 10b expressly states those that purchase or sell.  Congress could have expanded it.

b. Rule makes clear those who may bring suit

c. Proof of intent to purchase would be nearly impossible to combat w/o rule

d. Strike suits and nuisance litigation would be prevalent w/o the rule and settlement payouts would be disproportionately high

e. Large discovery needs would arise w/o the rule
f. Cases would turn on oral evidence that would assure that it would reach trial and make thinks hard to dismiss on motion.  Gate-keeping function would be taken from the courts (no summary judgment).  Hard to disprove if oral testimony is relied upon.

g. Fear of floodgate litigation

h. Windfall for those who do not purchase or sell.  Anyone could claim to be a would-be purchaser.

4. Blue Chip Stamps – Blue Chip intentionally made a prospectus overly pessimistic in order to discourage people from acquiring stocks. The question is whether this is actionable under 10b-5. The Court says “no,” applying the Birnbaum rule: When an individual seeks to recover from a corporation allegedly making a false statement discouraging stock purchases, then, the individual is only entitled to recover if the person actually bought stock, not if they merely claim to have refrained from buying shares, because allowing individuals who did not even purchase shares to sue would prove too difficult to administer.
B. No exceptions to the buy/sell rule.  Court in Blue Chip recognized the unique situation surrounding their choice not to purchase and chose not to make an exception from fear it would lead to other exceptions.

1. Dissent in Blue Chip wanted to cut out a narrow exception but was rejected.  Blue Chip was special because: there is a connection between P and D; closed class of offerees; known purchasers, incentive to make misstatements; in short, the policy reasons behind the Birnbaum rule are not as strong for these cases.
III. MATERIALITY
A. A misstatement or wrongful omission is material only if a reasonable investor would want to know the contents of the statement in making an investment decision (or if information significantly altered the total mix of information available).  
1. Two parts in determining whether a reasonable investor would want to know the information:

a. Likelihood that the substance of the information would occur – the more likely the more material

b. Significance of the information should it occur – the more important the information, the less probable it needs to be for it to be material.

The more significant, the less likely the information need have a chance of occurrence; the less like the chance, the more significant the information needs to be.
2. “No comment” statements are generally functionally equivalent to silence which is not actionable under 10b-5 unless there is an affirmative duty to disclose.

3. Basic v. Levinson – Basic made three public statements denying that it was engaged in merger negotiations, despite the fact Basic had begun possible merger talks.  Plaintiff sold their stock relying on this information and then sued when Basic announced its merger plans.  Plaintiffs were under no duty to disclose but once a statement is made denying the existence of any discussion, those statements are material because they make the statement made untrue.  A reasonable investor would want to know about the merger negotiations, thus the statements were material and Basic violated 10b-5.

a. Agreement-in-Principle test rejected – test held that preliminary merger discussions are not material until the price and structure of the deal are decided.  The court rejected this test because (a) investors are not nitwits and know what is important; (b) silence in mergers is not necessarily good for investors; (c) there is no reason to exclude relevant information just because the price or structure has not been decided
b. Heavy insider trading may be a sign of materiality.  

c. Burden on plaintiff – plaintiff must show that the statements were misleading as to a material fact.  

d. It is not enough that a statement is false or incomplete, if the misrepresented fact is otherwise insignificant.

B. Bespeaks Caution Doctrine – Protects corporations from liability for misleading forward-looking statements if they are accompanied by a meaningful cautionary statement

1. Where a corporation puts sufficient notice in its disclosure statements that its projections are estimates, that there is real risk to an investment, and otherwise highlights the contingencies of the investment potential of its stocks, then, regardless of whether there is other language in the prospectus making representations, the corporation is not liable for damages in a 10b-5 action.
2. Codified Doctrine in §21(E)(c) – Except as provided in subsection (b) of this section, in any private action arising under this chapter that is based on an untrue statement of material fact  or omission of a material fact necessary to make the statement not misleading, a person referred to in subsection (a) of this section shall not be liable with respect to any forward-looking statement, whether written or oral, if and to the extent that the forward-looking statement is identified as a 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. . . .
3. A corporation can affirmatively lie, if it provides a meaningful cautionary statement; makes a material statement immaterial

4. Boilerplate disclaimers which merely warn the reader 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
IV. RELIANCE
A. OMISSION 
1. No showing of reliance necessary, if there was an omission and plaintiff sufficiently proves that the defendant had a duty to disclose.  All that is necessary is that the facts withheld be material in the sense that a reasonable investor might have considered them important in making his decision.
a. Reliance = obligation to disclose + material fact
b. Absent a duty to disclose, an omission is not actionable under Rule 10b-5.  Application is limited to where a duty exists

2. Affiliated Ute –Where bank and its employees did not act merely as transfer agent for corporation whose original stockholders were mixed-blood Indians under termination statute, but instead the employees were active in encouraging a market for the stock among non-Indians by soliciting and accepting standing orders from non-Indians, from whom the employees received commissions and gratuities, the employees violated SEC rule by misstating a material fact, namely, that the prevailing market price of the shares was the figure at which the purchases by non-Indians were made, and the activities of the employees constituted a "course of business" or a "device, scheme or artifice" that operated as a fraud on the Indian sellers. The employees were considered to have a duty to disclose the true market value of the stock because they were actively engaging in creating a market for the stock, rather than being a mere transfer agent.
a. The court found that there was no need to prove reliance because proving reliance in an omission case is extraordinarily difficult – akin to asking a plaintiff to prove he would have relied on the information had it been given
B. MISSTATEMENT
1. Fraud-on-the-market theory – Person who traded on shares had done so in reliance on the integrity of the price set by the market, but because of the material misstatements that price had been fraudulently depressed or increased.
a. The fraud-on-the-market theory is based on the hypothesis that, in an open and developed securities market, the price of a company's stock is determined by the available material information regarding the company and its business. Misleading statements will therefore defraud purchasers of stock even if the purchasers do not directly rely on the misstatements. The causal connection between the defendants' fraud and the plaintiffs' purchase of stock in such a case is no less significant than in a case of direct reliance on misrepresentations.
b. Requiring a plaintiff to show a speculative state of facts would place an unnecessarily unrealistic evidentiary burden on the plaintiff

c. Helpful for class action suits – presumption of reliance upon misstatements made by corporations, supported by fraud-on-the-market theory may be applied in Rule 10b-5 cases, instead of requiring each individual in class action to show direct reliance on misstatements.  If each plaintiff had to show individual reliance, it would be difficult to have class certification.
d. Rebuttable presumption – any showing that severs the link between an alleged misrepresentation and either the price received (or paid) by the plaintiff, or his decision to trade at a fair market price, will be sufficient to rebut the presumption of reliance.  For example:

i. Showing that the "market makers" were privy to the truth and thus that the market price would not have been affected by misrepresentations;
ii. News entered the market and dissipated the effects of the misstatements,
iii. Showing that plaintiffs did not rely on the integrity of the market, but had actual knowledge that the market place was incorrect—e.g., sold shares regardless of price because of potential antitrust problems, or political pressures to divest from shares of certain businesses.
e. Basic v. Levinson – Basic made misstatements about an impending merger.  Court permitted the class of plaintiffs to demonstrate reliance based on the fraud on the market theory that plaintiffs relied on the prices set by the market and the prices were fraudulently deflated by Basic’s misstatements.

f. Efficient Market Hypothesis (EMH): Two types of analysts: technical analyst (looks at stock price and looks at trends and patterns) and fundamental analyst (need to look at fundamentals of the particular company—products, debts, liabilities, profits, etc.). EMH comes in three forms: weak, semi-strong, and strong. There is a lot of support for weak and semi-strong forms. There is some support for strong form.
i. EMH weak: technical analysis never works because by the time you figure out a pattern, the market has already found the price based on that information.
ii. EMH semi-strong: neither works because there are so many people out there that the price already reflects all the publicly available information.
iii. EMH strong: stock price reflects all information, including private information, because the price is driven to the correct level on account of insiders. 
2. Without efficient market must demonstrate actual reliance on the misstatement
a. For a non-efficient market, such as not publicly traded securities, you may have to still prove actual reliance (fraud on market not available)
b. In private cases, you have to show some causal link between misstatement and prices.  Prices cannot have changed for other reasons.  Fraud-on-the-market theory is not available

i. Reasoning – the market contains professional investigators who research into the value of stocks.  A misrepresentation by a broker may shift the market price temporarily but smarter brokers will sell high seeing the inflated price and the market will regulate itself back to normal.  Information, not demand in the abstract, determines stock prices.

ii. West v. Prudential Securities – Broker lied to 11 of his clients that a big premium was near and invested heavily into that company, which other stock purchasers claim fraudulently inflated the stock prices.  Court did not permit FOTM theory to apply because FOTM operates under the assumption the market takes information and stocks are valued accordingly.  Since this broker’s information was false and disclosed too few, the market should have regulated itself.  Changes in price could have been due to other factors.  Demand will not effect market prices.

3. Reliance cannot be based on a misstatement after a reasonable amount of time has passed since a curative statement has been issued.
a. At some point after the publication o a curative statement, stockholders should no longer be able to claim reliance on the deceptive release, sell, and then sue for damages when the stock rises.

b. Stockholders have a duty to act in good faith and with due diligence in purchasing and selling stocks.  Duty to keep reasonably informed.
c. When a reasonable investor would have learned of the curative measure, liability can no longer be premised on the misleading statement/omission
V. MENTAL STATE; SCIENTER
A. Knowing or intentional misconduct required for  action under §10b-5
1. A 10b-5 action necessarily involves a claim that a person made a misstatement he knew to be false or misleading; a merely negligent statement is insufficient to create a cause of action under 10b-5. The primary reason for the scienter requirement is that the Court interpreted Congress as prohibiting fraud via § 10(b), which, at common law, presupposes intentional misconduct.
2. Ernst v. Hochfelder – Customers of brokerage firm who invested in a securities scheme ultimately revealed as fraudulent brought action against accounting firm, which had undertaken audit of brokerage firm's books, to recover for damages sustained due to alleged negligence of accounting firm. The Court held that the term "scienter," as applied to 10b-5, refers to a mental state embracing intent to deceive, manipulate or defraud. The words "manipulative or deceptive" used in conjunction with "device or contrivance" suggests that section 10(b) was intended to proscribe only knowing or intentional misconduct.
a. Negligent wrongdoing is not actionable under 10b-5.  Congress intended to only criminalize conduct which the person knowingly believed to be wrong.  

b. 10b5 cannot act more liberally than congress intended in 10b

B. Recklessness under certain circumstances may be actionable
1. Subsequent cases have upheld recklessness as a basis for an action under 10b-5, but not negligence. Thus, a plaintiff must at least show that the defendant was reckless in making the purported misstatement Recklessness is an intentional disregard of a known risk.
2. Subsequent cases have also shown that there is no aiding and abetting liability for private right of actions—i.e., a person is not liable for helping another make a misstatement. However, the SEC can bring a criminal aiding and abetting action against an individual.
VI. DAMAGES
A. There are several types of damages calculations potentially available to plaintiffs:
1. Out-of-pocket Damages: Difference in price received and true value of stock at t!he time the stock was sold/purchased. Similar to reliance interest. Suppose that at the time the is statement was made, plaintiff sold for $45, but the stock was really worth $65. Plaintiff would receive $20.
a. The problem with out-of-pocket damages is that it can be difficult to calculate the true market value of the stock at the time the plaintiff sold his shares. Market value reflects all available information; if some of that information is incorrect, figuring out what the market price would be without that information is necessarily speculative.
b. Some courts will make a nunc pro tunc calculation, which involves looking at the time the correction was made and taking an average of the price at some reasonable time after the correction. Thus, if the correction was made on Jan 1, a court might look at the average prices from Jan 1 to Jan 10 and use that as the true value of the stock at the time plaintiff sold his shares.
2. Rescission Damages: Give plaintiff enough money to buy back the shares at the time of judgment. Thus, if the shares were sold at $45 and at the time of judgment they’re worth $90, the plaintiff would receive $45.
a. The problem is that judgments take years to obtain, and the stock price can be quite different for a variety of reasons by the time a judgment is made.
b. On the one hand, the value might be too high, giving plaintiff a windfall; on the other hand, the value might be lower that when the plaintiff sold, eliminating recovery altogether—perhaps the plaintiff would have gotten out when the money reflected in his would-be damages award had the court rendered a judgment earlier.
3. Restitution Damages: Take away from D any ill-gotten gains received from P. Thus, if D mislead P into selling at $10 and D sold for $40, P would receive $30.
a. The problem with restitution damages is that many times the defendant did not benefit from the misleading statement.
b. Consider Texas Sulphur: defendant corporation did not buy any of the stocks from plaintiff or sell them to anyone.
4. Cover Damages: Find a point where shareholder would have decided to get in or out of the market after the corrective information is made. Anything after the point has nothing to do with the misstatement. So, after a corrective statement f3 is made, plaintiff has a reasonable period of time to stay in or get out and the reliance after this reasonable time has nothing to do with the misstatement. Give plaintiff the difference between when it sold and the price after a reasonable time after the corrective statement is made. The idea is that the plaintiff should be required to make a decision to repurchase the stock after it is aware of the correction. 
a. Typically the benefit of doubt is given to the plaintiff. After a reasonable time, plaintiffs have a duty to get back into the market. Find the highest point during that reasonable time, and assume the plaintiff would have bought back at that point. Difference between sell and hypothetical repurchase (cover) is the damages.
b. Given the efficiency of markets today, there is reason to think that the “reasonable time” after the corrective statements is very short—market price will reflect true value very quickly after the corrective statement, so the plaintiff knows his damages and should make a decision whether to get back into the market quickly.
B. Calculating damages for pessimistic misstatement: Assume that plaintiff sold shares for $30 after the publication of a misleading statement, that on the day of the correction the stock had traded around $50, that in the next two weeks the stock had traded in he $50-60 range (with an average of $54), that later the defendant sold for $100, and that at the time of judgment the stock was trading for $90.
1. Out-of-Pocket Damages = the difference between what plaintiff sold for and the true market value, as measured by the average after a reasonable time after the correction = $54-$30=$24.
2. Rescission Damages = the difference between the stock price at the time of judgment and at the time sold = $90-$30=$60.
3. Restitution Damages = the difference between what the defendant purchased and sold for = $100-$30=$70.
4. Cover Damages = the difference between what plaintiff sold for and the highest point of the price a reasonable time after a corrective statement was made (i.e., resolve doubts as to price in favor of plaintiff) = $60-$30=$30.
C. Calculating damages for optimistic misstatement: Assume that defendant made a misstatement and that P bought for $80. The truth comes out and the stock trades at $40 and, over the next two weeks, at between $30-$40 with an average of $38. Assume that D bought for $50 and at the time of judgment the stock has crashed and is worth $2.
1. Out-of-Pocket Damages = the difference between what plaintiff bought for and the true market value, as measured by the average after a reasonable time after the correction = $80-$38=$42.
2. Rescission Damages = the difference between the stock price at the time of judgment and at the time purchased = $80-$2=$78.
3. Restitution Damages = the difference between what the defendant sold and purchased for = $80-$50=$30.
4. Cover Damages = the difference between what plaintiff bought for and the lowest point of the price a reasonable time after a corrective statement was made (i.e., resolve doubts as to price in favor of plaintiff) = $80-$30=$50.
VII. SUMMARY OF THE ELEMENTS
C. ALTERNATIVE THEORIES UNDER 10B-5

I. NO DUTY OF LOYALTY UNDER 10B-5
A. Plaintiffs cannot sneak duty of loyalty cases into federal court via § 10(b) and Rule 10b-5. If defendant board members have made full disclosures, then they’re not liable under § 10(b) and Rule 10b-5, as those laws concern only misstatements and other types of fraud, which presuppose some kind of deception or manipulation. If management is cheating the minority shareholders but is not deceiving or manipulating them, then plaintiffs only recourse is to file a state action against management.
B. Santa Fe v. Green: Short form (freeze-out) merger to get rid of minority shareholders—under state law parent corporations that own at least 90% of the stock are allowed to merge in a subsidiary without consent of the minority shareholders. In this case, stock was valued by plaintiffs at around $770 based on assets, but defendants offered only $150 after a statement that the stock was worth $125. Plaintiffs sue under 10b-5, claiming breach of a fiduciary duty and a device scheme or artifice to defraud, namely the statement that the shares were worth $125. The shareholders were allowed under state law to contest the offered amount for their minority shares. The question is whether the shareholders can sue for a breach of fiduciary duty and on a theory of fraud. The Court says “no.” There is no manipulation or deception here; just a contested value of the share. Plaintiffs had a means to contest the price offered, and they had a duty to give a fair price to their shareholders. Court says this is not manipulative or deceptive; it may have been unfair, but that has nothing to do with 10b-5. This is an area traditionally relegated to state law.
1. Congress by §10b did not seek to regulate transactions which constitute no more than internal corporate mismanagement.  Congress gave no indication it meant to prohibit any conduct not involving manipulation or deception.
2. There was no omission or misstatement involved, no manipulation.

3. Fundamental purpose of the Securities Exchange Act is implementing a philosophy of full disclosure.  Santa Fe disclosed everything.

II. BOOTSTRAPPING INTO FEDERAL COURT
A. Duty of loyalty cases are to be excluded from Rule 10b-5 according to Santa Fe.  Goldberg dances around Santa Fe.
B. Goldberg v. Merior: Derivative action against the directors of a subsidiary that made a deal with the parent that was very unfavorable to the subsidiary, essentially amounting to a sale of the subsidiary’s assets in exchange for parent stock. Directors did not disclose the deal to the subsidiary’s minority shareholders, who were not in a position to stop the deal via voting. There is no question whether there was a breach of a duty of loyalty; rather, the only question is whether there was deception or manipulation within the meaning of Rule 10b-5.
1. Deceptive act – Even though all the subsidiary’s directors knew about it, there was still deception on the minority shareholders. The corporation was influenced by its controlling shareholder (the parent) to engage in a transaction adverse to the subsidiary corporation’s interests and there is nondisclosure or misleading disclosures as to the material factors of the transaction.
a. How can the corporation have been deceived by its own directors? The court says that, because all of the subsidiary’s directors were interested, they did not represent the corporation; rather, the minority shareholders did—and they were the ones who were deceived via the non-disclosure. The question is whether the information that was not disclosed or was misstated was material to non-interested directors.
2.  Standing – the court found that the plaintiffs satisfied Blue Chips because they argued the subsidiary’s assets were really for sale to the parent corporation.
3. Reliance – the plaintiffs used the “sue/facts theory”: subsidiary directors did not give them the facts to sue, so they did not, resulting in detriment in that they lost the ability to have a court enjoin the sale.
4. Materiality – A further question was whether the misstatements were immaterial—minority shareholders were not in a position to do anything, even if they were mislead. The court gets around this problem by finding that minority shareholders could have gone into court to get an injunction against the deal if they knew the full story about the merger between the parent and the sub. Thus, it is material because the minority shareholders were reasonable in wanting to know the information. Even though they did not have a right to vote, they did have a right to sue. This makes it material enough to be a material misstatement.

A. INSIDER TRADING IN GENERAL
I. SIX BASIC THEORIS TO GET PEOPLE FOR INSIDER TRADING
A. Classical Theory – directors have a duty to shareholders, and cannot trade on non-public material information; directors must abstain or disclose
B. Temporary Insider Theory – If you are hired as an attorney, accountant, etc., you acquire the same duties to the shareholder as a director (you become an insider while you are their counsel)

C. Misappropriate Theory – You have a duty to disclose to the source of information that you are trading on the inside information (O’Hagan); enough for civil enforcement
D. Tippee Liability – Tippee is liable if the tip was made in violation of insider’s duty to his corporation, and tippee knows or should have know of the breach of the insider’s duty (Dirks); tippee inherits the duty
E. §14e3 Liability – For tender offers (Chiarella)

F. §20(a) Liability – Creates liability to person on the other side of transaction if you violated a law and you traded on non-public material information, irrespective of whether a duty to disclose exists or not; express private right
II. RELATIONSHIP TO §10B-5
A. Insider trading – trading on material non-public information in breach of a fiduciary duty to a corporation or its shareholders. Insider trading is criminal and gives rise to civil liabilities under § 10(b) and Rule 10b-5.
1. Connection to Fraud on the Market.  Insider trading comes within the purview of § 10(b) because it is a fraud on the market and constitutes market manipulation.
B. Must show all elements of 10b-5 action.  For civil actions, which the Court has implied in § 10(b), a plaintiff must still show all the elements of a 10b-5 action: standing, materiality, reliance, bad act, reliance and damages—but the analysis often turns on the breach of some duty.
III. POLICY ARGUMENT
A. Justifications for insider trading liability:
1. Harm to Investors: Lower rate of return
2. Harm to Market: Impedes flow of savings into market – less consumer confidence in the markets
3. Harm to Corporation Itself: Insider trading gives perverse incentives to management and may divert management from making shareholders money
B. Arguments against imposing liability for insider trading:
1. Problem of enforcement: Detection is difficult

2. Cheap form of compensation for managers: management will not need to take cash flow from the company

3. Efficiency: allowing insiders to trade will drive prices to the right price more quickly

B. DISECTING INSIDER TRADING

I. FEDERAL DUTY TO ABSTAIN OR DISCLOSE (CLASSICAL THEORY)
A. If a duty exists, the person privy to the inside information must either disclose the information or abstain form purchasing or selling.
B. Duty of loyalty owed to shareholders. A breach of duty to disclose may be viewed as an act or practice that operates as a fraud on the purchasers and sellers.  Insiders have a duty to their shareholders not to trade on inside information before disclosing it.  The omission requires a duty, and that duty is the duty of loyalty owed to shareholders.  The duty is violated at the time of the purchase/sale because the shareholders are deceived at the moment they become shareholders.  
C. Cady Roberts – Insider on the board of directors called a broker and told him about a reduction of a dividend. Broker made several orders to sell short and to sell off his stocks. Sold 2,000 shares of stock before the information became public. Sold 5,000 short (borrow shares you don’t own at T1, sell them, and cover for the shares at T2; if the price at T2 is less than the price at T1, there is profit; if T2 is greater than T1, there is loss). SEC says there is liability: “An affirmative duty to disclose material information has been traditionally imposed on corporate 'insiders,' particularly officers, directors, or controlling stockholders. We, and the 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. Failure to make disclosure in these circumstances constitutes a violation of the anti-fraud provisions. If, on the other hand, disclosure prior to effecting a purchase or sale would be improper or unrealistic under the circumstances, we believe the alternative is to forego the transaction.”
1. Corporate insider must abstain from trading in the shares of his corporation unless he has first disclosed all material inside information known to him.
2. Duty arose from (1) the existence of a relationship affording access to inside information intended to be available only for a corporate purpose, and (2) the unfairness of allowing a corporate insider to take advantage of that information by trading without disclosure.

II. DUTY TO DISCLOSE REQUIRED FOR LIABILITY
A. Requirement of Duty

1. There must exist a duty to disclose before liability can attach for using insider information.  Some duties include: (1) classical duty to shareholders; (2) misappropriate theory duty; (3) statutory duty . . . 
2. The response to Chiarella (below) was to the enactment of 14§(e).  Chiarella would not have gotten away with his actions today.  Chiarella would have been guilt of tender offer fraud as §14e would require him to disclose before purchasing.

a. Chiarella v. United States: Employee of financial printer which had been engaged to print corporate takeover bids was convicted of violating § 10(b) for his purchasing stock in target companies without informing its shareholders of his knowledge of proposed takeover. The Supreme Court held that: (1) employee could not be convicted on theory of failure to disclose his knowledge to stockholders or target companies as he was under no duty to speak, in that he had no prior dealings with the stockholders and was not their agent or fiduciary and was not a person in whom sellers had placed their trust and confidence, but dealt with them only through impersonal market transactions; (2) § 10(b) duty to disclose does not arise from mere possession of nonpublic market information.
i. Court focus on the fact that there must be a fiduciary duty between the person with insider information and the shareholders.

ii. Liability is premised upon a duty to disclose arising from a relationship of trust and confidence between parties to a transaction

iii. Duty to disclose under §10(b) does not arise from the mere possession of nonpublic market information

iv. Formulation of a general duty between all participants in market transactions would depart radically form the established doctrine that a duty arise from a specific relationship between two parties and should not be undertaken absent some explicit evidence of congressional intent

v. Importantly, the Court did not decide whether Chiarella breached a duty to acquiring corporation on a theory of misappropriation because that theory was not raised below. The Court later upheld misappropriation liability in O’Hagen
vi. Chiarella had no duty to the shareholders with whom he traded because he had no fiduciary duty to the target companies or their shareholders.

B. Facets of Tender Offer Fraud (§14e) – eliminate need for a duty during tender offers

1. Section 14e gives the SEC the power to regulate tender offers under language very similar to that in § 10(b).
2. Rule 14e: SEC's regulation of tender offers: Any person who is in possession of material information relating to a tender offer which information 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 (1) the offering person, (2) the issuer of the securities sought or to be sought by such tender offer, or (3) any officer or employee cannot trade on the information without disclosing it first.
3. Rule 14(e) is problematic because it seems to go beyond the scope of the statute in 14e—just as Chiarella’s prosecution went beyond the scope of § 10(b). However, the Supreme Court has upheld the rule because it is designed to prevent fraud.
III. TIPPEE LIABILITY
A. Insider Liability – An insider will be held liable under Rule 10b-5 for inside trading only where he fails to disclose material nonpublic information before trading on it and thus makes "secret profits."
B. Tippee Liability - A tippee assumes a fiduciary duty to shareholders of a corporation not to trade on material nonpublic information only:

1. When the insider has breached his fiduciary duty to shareholders by disclosing of information to tippee and
2. The tippee knows or should know that there has been a breach.
C. Test for determining if tippee must disclose or abstain - The test for determining where a tippee is under an obligation to disclose or abstain from using nonpublic material information from an insider is whether the insider personally will benefit, directly or indirectly, from his disclosure; in absence of personal gain, there has been no breach of duty to stockholders and absent a breach by insider, there is no derivative breach.
D. Dirks v. SEC – Reporter, who received material nonpublic information from "insiders" of a corporation with which he had no connection, had no duty to abstain from use of the inside information that he obtained where the tippers, who were motivated by a desire to expose fraud, received no monetary or personal benefit from revealing the information nor was their purpose to make a gift of valuable information to petitioner; thus, there was no actionable violation of antifraud provisions of federal securities laws resulting from petitioner's disclosure of the information to investors who relied on it !in trading in the shares of the corporation.
1. Under Dirks, a tippee is only liable if he knew or should have known that an insider was breaching a fiduciary duty, which turns on whether the insider sought some gain— indirect or direct—from his discloser to the tippee. Courts have interpreted “indirect or direct” to mean virtually anything other than altruistic reasons—i.e., disclosing to get the information out and correct the market.
2. Tippee can be five tips down the road but the tippee is still going to have to have the mental state, which is probably unlikely.
IV. MISAPPROPRIATION THEORY – protection from outsiders with inside information
A. A confidant’s unauthorized use of confidential information is 
1. the use of a “deceptive device” under §10(b) and

a. The misappropriator deceives the source that entrusted to him the material , nonpublic information by not disclosing his evil intentions – a violation of fiduciary duty.

2. in connection with securities trading

a. The fiduciary’s fraud is consummated, not when the fiduciary gains the confidential information, but when he uses the information to purchase or sell securities

B. Classical theory of insider trading liability under § 10(b) of Securities Exchange Act and Rule 10b-5 applies not only to officers, directors, and other permanent insiders of corporation, but also to attorneys, accountants, consultants, and others who temporarily become fiduciaries of corporation. Under the misappropriation theory of securities fraud liability, fiduciary's undisclosed, self-serving use of principal's information to purchase or sell securities, in breach of duty of loyalty and confidentiality, defrauds principal of exclusive use of that information.
C. United States v. O’Hagan – O’Hagan was a partner at a law if retained by a company planning to make a tender offer for a target company.  He purchased stock in the target company before the bid.  Defendant who purchased stock in target corporation prior to its being purchased in tender offer, based on inside information he acquired as a member of law firm, could be found guilty of securities fraud in violation of Rule 10b-5 under misappropriation theory.  D had duty to his law firm, and to tender offeror as firm’s client, to disclose use of information in connection with his personal purchase and sale of target corporation’s stock, and failure to make such disclosure was “deceptive device” used in connection with purchase of securities within meaning of §10b.

1. Flaw in the theory – If O’Hagen had disclosed to the acquiring corporation that he was quitting and going out and buying options, he could have gone out and bought the shares and options. This is because full disclosure gets rid of liability under 10b-5, even though the market is still harmed in misappropriation cases. The duty is to the client, and only requires disclosure to the source.
2. O’Hagan addresses two issues: (1) It approved the misappropriation theory and (2) it upheld Rule 14e-3

D. Codification of misappropriation – See Rule 14e-3 for tender offers.  No longer need to prove that a tipper breached a fiduciary duty for personal benefit.
1. The SEC’s rule prohibiting trading based on material, nonpublic information about unannounced tender offers.

2. The SEC prohibited trading by those with inside information about a tender offer regardless of who they are

3. Many jurisdiction have rejected the Rule but upheld as valid in O’Hagen

E. Express right of action for insider trading—§ 20A(a): Any person who violates any provision of this title or the rules or regulations there under by purchasing or selling a security while in possession of material, nonpublic, information shall be liable in an action in any court of competent jurisdiction to any person who, contemporaneously with the purchase or sale of  securities that is the subject of such violation, has purchased or sold securities of the same class.
1. The effect of § 20A was to create a private right of action for insider trading on the ground of misappropriation, even though the language appears to do no more than create an express right of action where there was an implied one before. There is an implied right of action under 10b-5.
V. SUMMARY
A. Classical Insider Trading—material, non-public information obtained by an insider with a duty to the shareholders. Implied private right of action.
B. Temporary Insider Trading—law firms, contractors, accounting firms, printing firms, etc.—all are insiders on a temporary basis and owe duties to the corporation and to its shareholders.  Implied private right of action.
C. Tippee Liability—knows or should know that the insider was breaching a duty by acquiring some gain from the fiduciary. Implied private right of action.
D. Misappropriation—insider trades on confidential information, thereby defrauding the source of the information and breaching his duty to the source, even though there is no duty to the shareholders—duty to source of information is enough, but if disclosed, can still trade because there is no duty to the shareholders, only to the confidential source. (can be combined with tippee liability). Express right of action under § 20A, but no implied right of action— comes from implication of private rights. Theory has been applied to many—psychologists, etc.
VI. SHORT-TERM SELLING BY OFFICERS, DIRECTORS, AND BENEFICIAL OWNERS
A. Short-selling on Insider Information §16b
1. Important because it covers some things that 10b-5 does not cover

2. Strict liability statute – purpose is to take the profits out of a class of transactions in which the possibility of abuse was believed to be intolerably great and to prevent the use by insiders of confidential information for one’s own profit
3. If a beneficial owner with more than 10% or an officer or director sells stock in the company and then buys it back within six months, then the issuer corporation can take the profits away; show insider information, show scienter (intent to sell), no reliance requirement, no materiality requirement.
4. Merrill Lynch v. Livingston: Defendant accountant executive with the honorary title “vice-president” acquired non-public information and traded on it; however, the information was general knowledge among the salespeople at Merrill. D sold short-term sold 1,000 within six months. Plaintiff sued defendant to recover the profits on the short-term sale. The court held that the accountant defendant was not an “officer or director,” for his title as “vice president” was merely honorary. Rather than take a blind-eye approach to whether someone is an “officer” or “director,” the court conducted a factual inquiry and determined that the defendant was not within the meaning of the statute.
a. Liability not contingent on title.  Liability follows from relationship with corporation that gives access to inside information.
b. Officer = a corporate employee performing important executive duties of such character that he would be likely, in discharging those duties, to obtain confidential information about the company’s affairs that would aid him if he engaged in personal market transactions.
c. Information that is freely circulated among non-management employees is not insider information within the meaning of Section 16(b), even if the general public does not have the same information.

B. Comparison of Rule 10b-5 and §16b
	§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 
	IN GENERAL, focus is on losses to victims

	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 case fall under both


Some case fall under 16b but not 10b5 (traded but no evidence of inside info)



Some cases fall under 10b5 but not 16b (insider trading went past 6 months)
C. Damages under §16b
1. Plaintiff can match up any purchase or sales in any way that they want. It is a damage rule that is entirely in favor of the plaintiff. Thus, look for the biggest gain and all gains, and ignore losses.
2. Even though the person below ultimately lost $5,000, he’s on the line for another $20,000—plaintiffs can focus on whatever transactions it wants to. Purchase in September proved to be a purchase giving rise to liability for August sale as well as for October sale:

	
	Activity
	Damages

	July
	Buy 1000 @ $70 
	-

	August
	Sell 1000 @ 55
	(loss does not matter)

	September
	Buy 2000 @ 40
	$15,000 (gain from August sale/September buy)

	October
	Sold 2000 @ $45
	$5,000 (gain from ultimate sell)



A. CASH-OUT MERGERS

I. DUTY TO BE FAIR TO MINORITY SHAREHOLDERS
A. A duty arises to be minority shareholders because they can be frozen out without their permission.  Courts want to protect minority shareholders from abuse by the majority.

B. Majority must produce all germane information to minority – all information such as a reasonable shareholder would consider important in deciding whether to sell or retain stock

1. Completeness, not adequacy of information, is the norm and mandated

2. Individuals as directors in dual capacity owe the same duty of good management to both corporations
C. Fairness is based on two aspects: fair dealing and fair price
1. Fair dealing – embraces the questions of when the transaction was timed, how it was initiated, structured, negotiated, disclosed to the directors, and how the approvals of the directors and the stockholders were obtained.

a. One possessing superior knowledge may not mislead any stockholder by use of corporate information to which the latter is not privy.  If this is the case, then a minority vote is not an informed one and neither is a board vote.

2. Fair price – relates to the economic and financial considerations of the proposed merger, including all the relevant factors: assets, market value, earnings, future prospects, and any other elements that affect value of the stock.   Fair price requires consideration of all relevant factors involving the value of a company. Two prevailing ways to value a company:
a. Modern finance method – liberal approach that includes proof of value by any techniques or methods which are generally considered acceptable in the financial community and otherwise admissible in court.  The basic concept of value under the appraisal statute is that the stockholder is entitled to be paid for that which has been taken from him.

b. Block or weighted average – outdated Delaware test still applied in some courts.  Elements of value, i.e., assets, market price, earnings, etc., were assigned a particular weight and the resulting amounts added to determine the value per share

D. Weinburger v. UOP, Inc.: Corporation which was majority shareholder of subsidiary sought, and acquired, remaining shares of subsidiary by merger transaction including payment of cash to minority shareholders of subsidiary for their minority shares. Minority shareholder attacked validity of merger transaction and sought an award of monetary damages against subsidiary. The court held that the merger did not meet test of fairness because the feasibility study prepared by two of subsidiary's directors, who were also directors of parent, indicating that a price in excess of what parent ultimately offered for subsidiary's outstanding shares would have been a “good investment for parent,” was not disclosed to subsidiary's outside directors.
1. Remedy available to minority shareholders is an appraisal to determine the fair value of their shares based on all relevant factors, including elements of future value which are known.

2. The new remedy approved in this case may not be adequate in certain cases, particularly where fraud, misrepresentation, self-dealing, or deliberate waste of corporate assets are involved
II. ALLOCATION OF BURDEN
A. First – Burden on plaintiff attacking the merger to demonstrate some basis for invoking fairness obligation on defendant during cash-out mergers
B. Second – Burden shifts to the majority shareholder to show by a preponderance of the evidence that the transaction was fair
C. If corporate action has been approved by an informed vote of a majority of minority shareholder, the burden entirely shifts to the plaintiff to show that the transaction was unfair to the minority.  The burden remains on those relying on the vote to show that they completely disclosed all material facts relevant to the transaction.
B. DEFENSIVE RESPONSES TO TAKEOVER THREATS

I. REQUIREMENT OF REASONABLENESS; ENHANCED BUSINESS JUDGMENT RULE
A. Enhanced Business Judgment Rule

1. Burden on the defendant to show:

a. Board had reasonable grounds for believing that a danger to corporate policy and effectiveness existed; and

b. That the defensive measure adopted was reasonable in relation to the threat posed
2. Prong one satisfied if:
a. Demonstrate good faith and reasonable investigation
b. Approval of a board comprised of a majority of outside independent directors who have acted in accordance with these standards. 
B. Unocal v. Mesa Petroleum: Board places a defensive mechanism to buy shares for debt instruments worth $72 to prevent a takeover price of $54—but excludes minority takeover shares from the offer. Minority takeover company sues, arguing it is wrong to exclude them from the $72 and that it is preventing them from taking over the company. Court says this is ok, provided that it satisfies an enhanced business judgment rule—i.e., that the board is acting reasonably and in good faith in the defensive measure and that the defensive measure is reasonable in response to the takeover threat. In this case, it was clear that the $54 was too little in the board’s opinion. This is a poison pill: if someone decides to take over a company, there is financial ruin in the form of debt.
1. Courts do not trust board/mgmt b/c have an incentive to halt takeovers. The board is not permitted to take unreasonable steps to prevent a takeover.  The reason the court will look into the overall mechanism’s reasonableness is because the court is worried about management’s ulterior motives, particularly the desire to entrench itself.  In the face of a takeover, the board members may lose their current positions.  The court will make its own inquiry into the reasonableness of the defensive mechanism.
2. Unocal standard applies whenever a company reacts to a threat to its current ownership.  Types of responses include:
a. Lockup – Grants an option to buy an asset to someone so that someone else cannot buy the company and sell it – i.e., the assets cannot be sold upon purchase to support debt;
b. No shop provisions – only deal with the white knight in terms of providing information to buyers – will normally constitute a breach if the company is for sale.
II. POISON PILLS

A. Poison pills are corporations’ response to the unfairness possible in the purchase of corporation.  The problem with many tender offers is that they are “two-tiered.”  First tier gets a premium, while the second tier gets bought out in the form of junk bonds.  Essentially, all shareholders have an incentive to sell out in the first tier on a pro-rata basis.  Thus, the offeror receives the company for less than it is really worth.
1. Ex: Suppose that a company is worth $70 per share, that offeror comes along and offers $80 for the first 50% of the shares, that offeror says he will buy out the remaining shares at $55 per share via debt instruments drawn on the company. If a person does not tender, he will receive $55 in debt instruments. If he does, he will receive $80 in cash. All shareholders will tender, even though all will be better off if none did; this is a classic prisoner’s dilemma. Accordingly, the company is bought for an average of less than $70 per share, as all shareholders tender and receive a pro-rata cash out followed by a subsequent debt instrument.
B. Poison pill – a device which effectively makes it impossible for the tender offeror to complete the transaction.  With the right in place, it would be suicide for a company to take over the company, as doing so would make the company cost must more than it was worth.
1. Triggering event – Devices usually have a triggering event to initiate the poison pill 

2. Poison part – Shareholders may get the right to purchase the company’s shares at about ½ their fair market value; other pill forms exist as well

C. Moran v. Household International: Prior to a takeover threat, Household International instituted a poison pill rights plan whereby in the event anyone acquired 20% or more of its stock, its shareholders would receive rights which, if left unexercised, would allow them to purchase the takeover company’s stocks at ½ their FMV. The court held that the board’s decision to implement the rights plan was subject to the enhanced business judgment rule under Unocal, that defendants are free to make contingent tender offers which, if fair, will require the board to remove the poison pill: “The Directors adopted the Plan in the good faith belief that it was necessary to protect Household from coercive acquisition techniques. The Board was informed as to the details of the Plan. In addition, Household has demonstrated that the Plan is reasonable in relation to the threat posed.”
1. Boards may implement a poison pill prior to takeover threat under enhanced BJR.  Today, many major corporations have one in place to prevent coercive tender offers. 

2. Before the court applies the BJR, it examined whether the directors were authorized to adopt the poison pill.  Poison pills are permissible insofar as they are reasonable.  Court found Rights Plan acceptable because it has not adversely effect the market price of stock and there are still numerous methods to successfully launch a hostile tender offer.
3. Poison pills may not be left in place in the face of a reasonable tender offer.  The court in Moran essentially says, “Go back and make a legitimate contingent offer for the company and if the board refuses to remove the pill, come to court and argue about it then – poison pills are not prima facie unreasonable under the enhanced BJR.”

4. Purpose of the poison pill is to raise tender offers.
C. PUTTING THE COMPANY UP FOR SALE

I. DUTY TO RECEIVE THE HIGHEST PRICE
A. SELL or Control Change is inevitable ( Sole duty is to obtain the highest price for the company.  Company cannot entrench itself by making all takeovers more difficult.  Once it becomes clear the company is for sale, that’s it: the directors must seek the highest possible price.
B. Sale of the Corporation

1. Once the company has been put up for sale, management’s sole duty is to acquire the highest possible price.

2. Corporation for Sale (triggers duty): Revlon v. MacAndrews – Pantry Pride made a grossly inadequate offer for Revlon. Revlon responded with a poison pill and with a repurchase plan of its own stock. Under the plan, shareholders would receive $65 secured by a debt instrument. Pantry Pride made an offer of $56 contingent on the revocation of the poison pill. Revlon also sought a white knight in Forestmann, promising to bar consummation of an option granted to Forestmann to purchase assets, an exclusive dealing arrangement, and $25 million of a cancellation fee. Forestmann offered $57 to be paid out over time. Revlon accepted the $57 offer and defeated Pantry Pride’s bid. Bonds contained provisions restricting Revlon’s ability to go into additional debt, but were contingent. The court found that Revlon, once it had sought a white knight, had a single duty: to sell the company for as much value as possible. Here, Revlon put the company up for sale in finding a white knight. At that point, the board breached its duty by rejecting Pantry Pride offer in favor of its own management’s company, Forestmann. Though the hard price of the Forestmann offer was $57 and Pantry’s was $56, Forestmann’s offer was less because it was $57 over time whereas Pantry’s was $56 in cash—time-value of money.
a. Management is permitted to react to danger is that shareholders will not receive the highest price; the board cannot act to protect other constituencies at the expense of protecting the shareholders.  

b. When the assets covered by a lockup agreement are some of the corporation’s most valued properties, its “crown jewels,” careful board scrutiny attends the decision.  When the intended effect is to end an active auction, at the very least the independent members of the board must attempt to negotiate alternative bids before granting such a significant concession.

c. As for the no-shop clause, Revlon teaches that the use of such a device is even more limited than a lockup agreement.  Absent a material advantage to the stockholders from the terms or structure of a bid that is contingent on a no shop clause, a successful bidder imposing such a condition must be prepared to survive the careful scrutiny which that concession demands.

3. Corporation NOT for Sale (no duty to obtain highest price): Ivanhoe v. Newmont – In 1981 Gold Fields began vigorously acquiring Newmont stock. Newmont agreed to allow Gold Fields to purchase up to a one-third interest in the company, but in return Newmont demanded that Gold Fields sign a standstill agreement. Ivanhoe sought to overtake Gold Fields. In response, Newmont and Gold Fields had reached an accord. This new agreement allowed Gold Fields to purchase up to 49.9% of Newmont stock, but effectively limited its representation on the Newmont board to 40% of the total directors. Once executed, the new agreement was delivered to Newmont in escrow conditioned upon the declaration of a $33 dividend. Gold Fields, consistent with the terms of the accord, and facilitated by a dividend, "swept the street,” increasing their interest to 49.7%. The Court found this reaction to the Ivanhoe threat to be reasonable. First, the dealings with Gold Fields were reasonable because Newmont was subject to takeover and thought Ivanhoe’s offer was inadequate. Second, the selling of the non-gold assets prevented Newmont from taking over the company and acquiring these under-valued assets at a premium. Third, the dividend encouraged Gold Fields to buy up 49%. Fourth, the sweep-the-street was permissible because it was part of Newmont’s own assistance to Gold Field to take control of the stock.
a. Court said that Newmont was never for sale.  The Newmont board held fast to its decision to keep the company independent.  Second, there was not a bidding contest; the stand-still agreement expressly limited Gold Field’s ability to acquire Newmont stock to less than 50% and they agreed to 40% of board representation.
b. Ivanhoe is right on the edge of imposing a duty to obtain the highest price:

i. Control is being effectively transferred to Gold Field and the other shareholders will never have a chance to get a control premium.  See control information below

c. The company wanted to remain independent and the only way it could do so was by this mechanism, which meant that Unocal applies, but Revlon does not. 
C. Change in Control Triggers Duty
1. Any change in control will trigger a duty to acquire the highest price for shareholders.  There does not have to be a sale of a majority interest to constitute a change in control.
2. Bass v. MacMillian –MacMillian became concerned that it was a takeover target, so its management contemplated splitting up the company into to divisions with management, which owned a mere 5% of the stock at the time of the restructuring, owning a 39% interest in one of two new companies. Bass sought to do a takeover for $72; the MacMillian dividend offer to the shareholders resulting in the restructuring was valued at $64. The court held that because there was a change in control, management had a duty to obtain the highest value for the shareholders. Management could not force the shareholders to accept the restructuring via a dividend. Once there is a change in control, management had a duty to make at least an equal offer to the Bass group’s offer—the decision to split the company did not allow the board to argue that it was merely preserving shareholder value.
a. Fails Unocal Standard – The defensive transaction is economically inferior to the outside bid and the shareholders have no choice but to accept it.  ON that basis alone, the restructuring is an unreasonable response under Unocal.

b. Shareholder’s deserved a control premium
i. The Court finds that the restructuring involves a transfer of effective control that under normal market conditions would command a control premium.

ii. The record indicates that the restructuring, although not a sale of an absolute majority interest, does constitute a sale of effective control of the business that would warrant a control premiu.

II. DUTY TO REASONABLY INVESTIGATE  VALUE OF COMPANY BEFORE ACCEPTING OFFERS
A. This is an off-shoot of the duty to obtain the highest price.  A company must make a reasonable investigation into the potential value of the company before choosing to sell the corporation. 
B. Auction the company – the best way to make sure that shareholders are getting the highest price is to have an auction; if management does not have an auction, then it must establish that the single offer it accepted was the highest offer to be expected.  There is no absolute rule requiring an auction, but it helps.

C. Barkan v. Amsted Industries – Management wanted to buyout Amsted Industries. It adopted an employee stock option purchase plan, allowing management’s offer to have certain tax benefits and resulting in a better buyout offer from the management of the company. There were no alternative offers for the company—there was a toehold, but no one came forward to buy the company. Investment bankers signed on. Holding: Revlon duties apply here because the company is for sale. However, there is no absolute duty to solicit bids. If there is an offer that is sufficient, then there need not be any searching for another bid. The burden is on the board to establish that it received the highest price for the shareholders. The court applies a reasonableness standard to determine whether the board properly accepted the single offer—i.e., it is own offer. This is an extreme case, however, because it was so clear that the employee plan would give the management buyout a huge advantage over any other offer. Most of the time, there needs to be an auction to ensure that management is receiving the highest price for the company.
1. Unique circumstances; court would prefer to see an auction

III. NO BIDDING WAR FAVORITISM
A. Management is not required to conduct auctions on a level playing field for all bidders, but, to the extent that it treats bidders unequally, it must do so solely in an attempt to get the highest price for the shareholders. Normally, disparity of information will not lead to the highest price.
B. Mills v. MacMillian – After the MacMillian restructuring was enjoined, two bidders appeared for the company, Maxwell and KKR. KKR proposed a mixed package of case and debt worth $85 per share, conditioned on a breakup fee, a lock-up, and a no-shop provision. Under KKR’s proposal, the current management would have a significant role in the new company. M counter offered $89; K!KR responded with $89.50, which made M’s all-cash and KKR’s mixed-bid very close. An insider tipped KKR of M’s bid, and KKR responded with $90.05. M did not re-bid because it did not know about KKR’s bid and did not receive any more information. KKR shut down the bidding war, accepting KKR’s offer. M is complaining about the disparate treatment in the dissemination of information during the biding process. The court held that the disparate treatment of the two bidders here did not pass muster under Revlon because it did not result in the shareholders receiving the highest price. M indicated that it would outbid KKR, but management tipped KKR to give a little more value and then shut down the auction process. Management thus breached its Revlon duties to its shareholders.
C. In the face of disparate treatment, the trial court must first examine whether the directors properly perceived that shareholder interests were enhanced. In any event the board's action must be reasonable in relation to the advantage sought to be achieved, or conversely, to the threat which a particular bid allegedly poses to stockholder interests.
IV. DUTIES WHEN ACQUIRING COMPANY IS DIVERSELY HELD
A. Time v. Paramount – Time made an offer whereby it would issue stock to Warner for Warner stock. When the dust settles, there will be a merged company, Time/Warner. Paramount comes along with a competing bid for Time stock; Time reacted with a cash deal in part for its stock. Through the Time/Warner merger, Warner’s shareholders will end up with 62% of the Time/Warner company, which means there is a change in control of Time’s ownership. Paramount comes along with a higher bid for Time, but Time does not cancel merger with Warner. Paramount sues to enjoin merger because Paramount is offering more for Time than is Warner. Control premium is possible after merger, however—still publicly traded with Warner owning 62%. The court held that Unocal applies because when Paramount came onto the scene, Time changed deal from a merger to a cash transaction in response to Paramount. However, the court holds that the case is not a Revlon case because the company was never for sale: there is no change in control because Warner is comprised of only small shareholders with publicly traded securities, which means that the control of Time is handled by the market in the form of Time/Warner; further, it is not inevitable that Time will be broken up. The court goes on to find the defensive measures were reasonable, given the threat to the corporate policy of Time, speculation about conditions on Paramount’s offer, timing, and misleading the shareholders.
B. Revlon duties are triggered:
1. When a corporation initiates an active bidding process seeking to sell itself or to effect a business reorganization involving a clear break-up of the company;
2. Where, in response to a bidder's offer, a target abandons its long-term strategy and seeks an alternative transaction involving the breakup of the company.
C. If, however, the board's reaction to a hostile tender offer is found to constitute only a defensive response and not an abandonment of the corporation's continued existence, Revlon duties are not triggered, though Unocal duties attach.
D. Accordingly Revlon is not triggered when: (1) the Board says “no” to an unsolicited offer; and, (2) the target corporation proposes to merge into another public corporation that is not controlled by any single entity, but rather an unaffiliated mass of public owners. The reason that there is no change in control is that it is still possible for the shareholders to get a control premium if the company is later taken over. When a corporation is held by a majority holder, that majority holder will get any control premium, not the rest of the shareholders. That’s the reason for the Time exception to the Revlon Rule.
E. Revlon enhanced scrutiny is applied when:
1. The management initiates an active bidding process seeking to sell the corporation or to reorganize its business; 

2. Management puts the corporation on the market;
3. Management, in response to a tender offer, abandons a long-term strategy and seeks an alternative transaction involving an inevitable break up of the corporation.
4. The transaction would result in a sale or change of control to a small group of owners: 
a. the target corporation is owned by diffuse group of shareholders and the acquiring corporation is controlled by a single entity and proposes to merge; 
b. the target corporation shareholders are to be cashed out in the merger, getting cash/securities instead of equity for their shares.
F. Paramount v. QVC – Paramount wanted to merge with Viacom, 89% of which was held by Redstone, which had offered consideration worth about $65. QVC came along and made a counterbid for $70. Paramount granted Viacom stock option agreement, lock-up, par and no-shop provisions. Gives Viacom right to purchase man shares at $64.19. If anyone takes over Paramount, Viacom can exercise these options. Put provision allows you to buy at $64 and sell back to the company at whatever the market price happens to be. What happens is that these provisions give Viacom a $5 per share edge over any other bidder—options mean that QVC will need $5 more than Viacom needs to get the Company. Court finds for QVC, finding that Paramount breached its duty to obtain the highest price for it is shareholders.
G. This case is distinguishable from Time because in Time there was a merger whereby there was no indication there would be a breakup, and there was no loss of control—from one vastly publicly traded company, to another vastly publicly traded company. Here, QVC was selling to Viacom, which was 89% held by a single person, which means that the control of the company is going from public majority ownership to private majority ownership in the hands of Viacom’s dominant shareholder Redstone. Accordingly, there is a proposed change in control, and Paramount has an obligation under Revlon to acquire the highest price it can for its shareholders.
H. Revlon duties come up even if the company will not be broken up; what matters is whether there is a change in the control of the company or if there is a break-up of the company. QVC had a duty to acquire the highest price for its shareholders.
I. The realization of the best value reasonably available to the stockholders became the Paramount directors' primary obligation under these facts in light of the change of control. That obligation was not satisfied, and the Paramount Board's process was deficient. The directors' initial hope and expectation for a strategic alliance with Viacom was allowed to dominate their decision-making process to the point where the arsenal of defensive measures established at the outset was perpetuated (not modified or eliminated) when the situation was dramatically altered. QVC's unsolicited bid presented the opportunity for significantly greater value for the stockholders and enhanced negotiating leverage for the directors. Rather than seizing those opportunities, the Paramount directors chose to wall themselves off from material information which was reasonably available and to hide behind the defensive measures as a rationalization for refusing to negotiate with QVC or seeking other alternatives. Their view of the strategic alliance likewise became an empty rationalization as the opportunities for higher value for the stockholders continued to develop.
J. Accordingly, when a corporation undertakes a transaction which will cause: (a) a change in corporate control; or (b) a break-up of the corporate entity, the directors' obligation is to seek the best value reasonably available to the stockholders. This obligation arises because the effect of the Viacom-Paramount transaction, if consummated, is to shift control of Paramount from the public stockholders to a controlling stockholder, Viacom.
K. As for the lock-up, the stock options, and the cancellation fee, the court held that these inhibited the auction process from securing the highest bid for the shareholders. Contractual provisions in breach of a fiduciary duty are voidable at the request of the corporation. Lock outs are very hard to uphold when there is a bidding war and the company is for sale under Revlon.
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