CORPORATIONS

I. Introduction, Evolution of Corporate Law (pages 212-242 in the casebook)

A. Upcoming assignments

1. Primary statute is the Model Business Corporation Act and all questions of the final will assume this unless told otherwise.  In all cases he is talking about the 1984 version of the MBCA unless he tells us otherwise.  In addition we will be looking and the 1933 (Securities Act) and 1934 (Securities Exchange Act) Securities Acts as they are needed for a basic understanding of corporation law.  Chapter 5 will be covered today.

2. Chapter 6, we will cover Sections A-C in their entirety.  Section D on the problems of doing business before incorporation, we will only do two cases (How v. Boss and Cranson v. IBM).

3. Chapter 7 on piercing the Corporate Veil, we will cover all of Chapter 7 except two cases 

4. Chapter 8 deals with financial matters and closely held corporations which is an important distinction between that and public corporations.  In public corporations those persons that manage the corporation do not own the corporation whereas in closely held corps there is no separation of management and control.  In closely held corps those who own the corporations also manage it.  There is a commonality across closely held and publicly held in that they have to be incorporated in the same manner.  The Corp financial matters tend to give students the most problems if they do not have a financial background.  Initially we will cover A through D and he will summarize C because the par value regime is less important today.  Eliminate Section e and do Section F later and will do all of Sections G and H and Sections I and J selectively

5. Chapter 9 will do all this Chapter except Section F

6. Chapter 10 will be covered in its entirety

7. Proxy Regulation is covered by the 1934 Securities Exchange Act because there are various items of business that require shareholder approval.  If you own a handful of shares you are not likely to attend the annual meeting unless it is local.  The convention is for management to request that the shareholder sign a proxy vote so that management can vote for you and show your attendance for a quorum. All this is closely regulated.

8. Chapter 11 dealing with the duty of care and the business judgment rule will be covered in its entirety

9. Chapter 12 on the duty of loyalty and conflict of interest (downfall of Enron) will be covered in its entirely

a) Fiduciary duty has two prongs:  care and loyalty

10. Chapters 14 on indemnification and Chapter 16 on corporate books and records will also be covered.

11. Corporations are the dominant business form.  It is the most important from a macro economic sense because while not in a majority as a business form when you include sole proprietorships but it accounts for 90% of goods and services.  It was against the law to incorporate prior to the expiration of the New World, prior to Columbus it was illegal to pool resources and share in the profits.  Partnerships were permitted but you had owner operated business entities.  It was against the law because the European crowns feared rivals, economic power leads to political power.  Only will expiration from Europe to the Americas did the pooling or resources and sharing of profits become legal because the crown cut a deal with the explorers wherein the explorers and those who financed them could pool resources and share profits so long as the crown’s flag was put upon the land, the countries got to claim the land for the crown for free. This notion that incorporation is a privilege has carried over (it is a privilege not a right), we cannot shake hands and become a de jure corporation.  So some of the fears of economic power carried over from Europe.

12. In our nation’s infancy enterprises were relatively small but this changed in the 19th century with industrialization and mass production. which benefited from economies of scale and needed vast pools of money.  There was no longer a need for craftsmen.  Also certain products of necessity had to be large such as railroading in that it required a lot of capital. The corp rose in importance in this country because of these needs.

13. Attributes of a corporation so that exposure to liability is limited to the voluntary contribution or the investment

a) Limited liability

b) Legal personality – a person only within the contemplation of the law.  It is a legal person so that things can be done in its name.  In the 19th century the partnership was the  only alternative for corps but the phip had unlimited liability for the partners up until 3 years ago and it was not a separate legal entity and all the partners had to sign to transact business (such as signing a deed)

c) Centralized management – a corporation is controlled by a board of directors whereas the default rule for partnerships is that all partners have equal control

d) Free Transferability – no one can become a partner without unanimous agreement of the other partners whereas corporate shares are freely transferable (these are default rules for partnerships and corporations)

(1) These attributes were made corps attractive because of large business units and there was dispersion of wealth in the US, wealth was not concentrated in a few families. MOST IMPORTANTLY THERE WAS NO GOVERNMENT WEALTH (income tax do not come into being until the second decade of the 20th century) based on the US’s belief in private property. The US had dispirately spread modestly wealthy investors and were not interested in managing and wanted to remain passive and allowed the advent of professional managers.  Corporations were the perfect vehicle for the US and were essential to the success and wealth in this country and the corporation has played a crucial role in the US’s economic development

14. Louis K. Liggett Co. v. Lee on page 213. Brandeis is concerned about the corporation and social responsibility issues, the potential power of the corporation that was somewhat unchecked by democratic institutions,  an example being the company town (it will have a labor force, suppliers, and those who service the enterprise and the life of the community is dependant on the enterprise).  The people who sit on the board of directors may not reside in the company town or the state or even the country and yet they have more control over the company town than the elected leaders.  The externalities caused by corporations, the effluence in the air and water spewed out by the corporations.  We in the US regulate what corporations do externally (monopolies, pollution, antitrust, labor/management).  In civil law labor/management is intertwined with corporate law. Corporation law deals with the internal  aspects of the corporation.  

15. Law for Sale: A study of the Delaware Corporation Law of 1967. It seems like insider baseball. The corporate lawyers influence the state legislature and most states are like Delaware, Delaware just seems to do it better.  In the early days the privilege of incorporating could only be granted via legislative enactment and this was OK up until the industrial revolution.  A person would go to the Texas legislature to bake and sale bread in Houston and you had to go back and get permission to sale bread in Austin or if you wanted to bake cakes also.  The legislature could be influenced by MONEY particularly if someone else wanted to enter the bread baking business, so this became very corrupt.  Delaware early on embraced the general corporate charter in its law such that if you incorporated in Delaware you could do business ANYWHERE.  The interest of a state in the internal affairs of corporation is limited under the INTERNAL AFFAIRS DOCTRINE.  We have two shareholders in a Texas corporation who live in Oklahoma who sue the corporation and Oklahoma will have jurisdiction but they are subject to Texas’s corporation law.  Trying to apply Oklahoma law violated Constitutional principles of interstate commerce because Oklahoma has an insufficient interest in the internal affairs of the Texas corporation and the Oklahoma shareholders freely chose to purchase the Texas corporation stock.  Oklahoma would have a sufficient interest if the Texas corporation had trucks in Oklahoma that caused an accident.  Texas 22M people and Delaware has 1M people so incorporation in Delaware is a business that brings in revenue The race to the bottom in that Delaware will not be very exacting in its incorporation because if Delaware is exacting the corporations will just reincorporate in another state.  In terms of share value there is no evidence that Delaware is harmful to shareholder (based on the economists’ study).  Delaware has maintained its lead and has developed a judiciary favorable to corporations and has case law which is very important.  Even though Delaware and Vermont may have the same corporate law the fact that Delaware has 100 cases on the article or prescription in question and Vermont may not have any case law and the corporate lawyer wants full employment of having to read the 100 Delaware cases.  States may require foreign corporation, everything may be in Oklahoma except the mail box drop but Oklahoma can require incorporation as a foreign corporation requiring duplication of fees and taxes, etc.). Using the highways is not doing business based on interstate commerce but if you are doing significant business via conducting activities can be required to register as a FOREIGN CORPORATION.  Oklahoma can regulate our trucks so long as it is not with the intent to keep Texas trucks out.  There has been some talk of federal incorporation but most people feel that the federal government 

16. Section 2115 on page 341 says that Foreign Corporations are Subject to the Corporate Laws o f the State (such as California) has been found to be Constitutional because the statute is narrowly crafted and does not impermissibly infringe on interstate commerce.  California is bad for business; however, it favors shareholders and consumers in its Constitution and because of this it is harder to effect change via influence (i.e. money) because it requires the constitution has to be changed.

17. The MBCA has been adopted piecemeal in Texas (has been enacted in the Texas corporation act with a few exceptions).  The Texas Bar Committee on Corporations tends to be influential and Texas’s law tends to be based on consensus

18. American Law Institute is a captive of the academy wherein law professors call the shots rather than practitioners and it is usually cutting edge law

19. Corporate law is hot:  takeover law, social issues and corporate law, business failures such as Enron, etc. have put an increased interest on corporation law.

20. Alternative business forms

a) Proprietorship

b) Partnership

c) Limited partnership and limited liability partnership (one or more general partners who are unlimitedly liable and one or more limited partners who are not liable)

d) Limited liability company- this is the newest entrant

e) Corporation

(1) A-D do not have double taxation but in a corporation the corporation profits are taxed and the dividends distributed to the shareholders are also taxed. If the tax rate is 50% and the corporation makes $100, it is taxed $50 and the remaining $50  is distributed to A and B $25 each which is then taxed at 50% such that A and B will only get $12.5 each. Whereas in the A-D entities (proprietorship, partnership), A and B will get $25 each.

(2) S Corporation is simply a tax entity.  The most important limitation is that it has to have 75 or fewer interest holder among other limitations.

(3) You can pick any entity form but if the shares are publicly traded there is double taxation.  There is an indirect subsidy.

(4) The losses also flow to the equity owners in proprietorships and partnerships, which is important because there is usually a lot of capital investment up front and businesses tend to go out o f business within the first five years.

B. Tritron Energy Proxy Statement shows that it is easy to move the state of incorporation from state to state. Merging the Texas corporation into the Delaware subsidiary that was created for that purpose.  The proxy statement meets the Securities Act of 1934 requirements that all relevant be disclosed, therefore, it gives the reasons for changing the state of incorporation as follows:

1. Maximum flexibility

2. Substantial body of case law, which provides guidance to counsel and may be more efficient for clients in that counsel does not have to learn a new code and new procedures.  In Texas we will mostly use the Texas Business Corporation Act and Delaware but we will encounter corporations in other jurisdictions (you will be surprised at how many).

3. Significant transactions in a Delaware Corporation requires only a majority vote whereas Texas’s default rule requires a 2/3 majority.  The default rule in Delaware is a majority (if the articles of incorporation are silent) and the default rule in Texas is a 2/3 majority if the articles of incorporation are silent

4. Texas corporation law requires separate class voting for a broader range of changes than does Delaware corporation law (1st paragraph on page 235 is significant).  Under the DGCL, such transactions are required to be approved by the holders of a majority of the shares entitled to vote thereon unless the charter provides otherwise.  In addition under Delaware law class voting rights exist with respect to amendments to the charter that adversely affect the terms of the shares of a class.  Such class voting rights do not exist as to other extraordinary matters, unless the charter provides otherwise .  

C. Delaware’s jurisprudence today is considered somewhat more balanced, not favoring corporations as much as in the past and being more solicitous of shareholders.

D. Formation of a closely held corporation   Utilize Problem #2 on Precision Tools in which Jessica, Michael, and Bernie are anticipating the formation of closely held corporation.  Must first consider any ethical considerations in taking on any client, you must look for potential contacts even before you discuss the substantive matters.  Is there any reason why you as the lawyer should not proceed with the representation of Jessica, Michael, and Bernie in setting up the corporation.  First ask if there is a prohibition against representing the 3 of them?  NO.  The lawyer has the right to decline representation if the representation is repugnant to him. Also we do not have a situation where no representation is available so you can turn down the representation if you want (not like Atticus Finch in “To Kill a Mocking Bird”).  Maximum freedom to decline representation before you take on the client.  Why shouldn’t they have 3 lawyers?  Too much money and will take too much time and the lawyer’s may tend to ferment disputation (will make the 3 people getting along fight and will change the atmosphere).  Separate representation for each could be supported by each by the fact that they come to the table with different circumstances/situations and backgrounds.  Bernie is wealthy and older and the other two are younger and one will inherit money someday.  So while they all have the goal of creating the corporation their motivations on how the corporation should be managed or the results may differ.  MR 1.7 allows for informed joint representation with full disclosure and you do not have to have written consent but any good lawyer will get consent that they agree to joint representation and you must also let them know that there is no attorney-client privilege relative to the joint representation, Jessica will know your communications with Michael and Bernie. You will also want to fully disclose the prior representation of Michael such the when things go south the other two clients (Jessica and Bernie) won’t sue you saying you treated Michael preferentially in the joint representation.

1. Should the business be incorporated in Texas or in Delaware or in some other jurisdiction?  They are most likely to be sued where they do business.  The closely held corporation can be governed by the express will of the shareholders because they are few enough in number to be a closely held corporation and the law provides that closely held corporations can be managed by the wishes of the participants.  Public corporations do not enjoy this freedom.  So since the closely held corporation will not be subject corporation law they should incorporate locally.  Then in the event that they go public they can reincorporate as a Delaware firm but they will have to register as a foreign corporation in Texas and will have two franchise taxes, sets of books.

2. Assuming that you have selected Columbia as the place of incorporation, what are the formalities with which you must comply?  Most jurisdictions require two incorporators.  The CT Systems is the company that can do your incorporation and it costs about $1,000.

3. Section 2.02 you cannot become a de jure corporation without filing Articles of Incorporation with the Secretary of State.  Articles of Incorporation are matter of public records; however, they don’t tell you very much about the corporation:

a) Name.  The name cannot be deceptively similar to t he name of another corporation per Section 4.01. When ESSO changed to Exxon they registered in every US jurisdiction the right to use EXXON. Standard Oil hired an average attorney to gain the proprietary name Exon if that was registered in the state.  They did not want a high profile lawyer because it would cost more to secure the use of the name (and the last few states cost a lot because of the Wall State Journal).  Need the name if you are required to register as a foreign corporation.  It is the Secretary of State’s responsibility discretion to determine whether the name is deceptively similar.  Also have fictitious names as 

b) Number of shares authorized.  Have authorized but unissued shares but have it be a modest amount.  Management likes to have as many authorized but unissued shares as possible for flexibility and you cannot increase the amount of authorized shares requires amending the articles of incorporation which requires shareholder approval which requires proxies.   Having a modest amount of authorized but unissued shares gives management flexibility but also lets the shareholders have some control because of the requirement that they must approve additional authorized shares.

c) The street address of the corporation’s initial registered office and the name of its initial registered agent at that office (which could be a CT Systems employee and street address).  This is important because you are considered to be served in a lawsuit when you are served at this address.  The Secretary of the State does not care if the corporation is there or even if the street exists.

d) The name and address of each incorporator.

e) Texas also requires a fifth item:  initial capital must be set forth and it is $1,000 (most states have abolished).  Day 1 could be $1,000 and Day 2 could be $2M and nobody could be able to tell or know that

4. Best advice is to incorporate and if the business doesn’t take cancel the incorporation

5. The articles of incorporation may set forth:

a) The names and addresses of the individuals who are to serve as the initial directors.  Should we put this it? NO and the professor has never seen it in articles of incorporation and since there is no upside and only potential downside (harassment of the directors), do not include it.  When is doubt do not include it.

b) Provisions not inconsistent with law regarding:

(1) The purpose or purposes for which the corporation is organized.  Section 3.10 says every corporation incorporated under this Act has the purpose of engaging in any lawful business unless a more limited purpose is set forth in the articles of incorporation.  Why would you limit the purpose?  Third parties can assume a general purpose and have no duty to check the articles o f incorporation for purpose and will only have a duty of the limited purpose if they had actual notice. In big deals the parties The purpose clause will give the enterprise protection in the event the officers take the corporation beyond the purpose stated in the articles of incorporation.

(2) Managing the business and regulating the affairs of the corporation.  You must be having 50% shareholder approval in the articles of incorporation if you do not want to be subject to the 2/3 majority.  The use of 2.02(b)(2)(ii) is the most common added provision to Texas and other jurisdictions’ articles of incorporation

(3) Defining, limiting, and regulating the powers of the corporation, its board of directors, and shareholders.  The Professor has never seen this.

(4) A par value for authorized of classes of shares.  This is mandatory in most US jurisdictions including Texas but is optional under MBCA.  The consideration paid for shares has to at least equal par value.  If you have 10 shares of $100 par values stock the LEGAL CAPITAL of $1,000. It used to be that general creditors would only lend up to the amount of the legal capital and then management could not pay dividends if  its assets were less than $1,000 (the  par value of the shares authorized).  In the 19th century lawyers said there is not limitation in the law that says you cannot receive an amount greater than par value as consideration so they created $1 par value for $100 time ten shares and you will have $10 of LEGAL CAPITAL (10 shares of $1 par value) and the corporation could give $990 in dividends and par value could not longer be a protector for creditors and unsecured creditors now look and the corporation’s income wand whether it is meeting its obligations (like VISA does individuals)

(5) Section 202(b)(2)(v), the professor has never seen this.  The imposition of personal liability on shareholders for the debts of the corporation to a specified extent and upon specified conditions.

E. The by-laws set forth the governance of particulars of the corporation.  The bylaws are not apart of the articles of incorporation and can be amended by the board of directors or the shareholders and the articles of the incorporation must be amended which requires a two step process that requires directorial approval by the board of directors and then approval by the shareholders.  So Jessica, Michael, and Bernie may want to put the by-laws in the articles of incorporation so that to change them will require the board of directors (all 3 of them) as to only the shareholders changing the by laws (only two of them)

F. Section 2.02(b)(4) limits liability of a director to the corporation or its shareholders for money damages for nay action taken, or nay failure to take any action, as a director, except liability for (a) the amount of a financial benefit received by a director to which he is not entitled; (b) an intentional infliction of harm on the corporation or the shareholders; (c) a violation of section 8.33; or (d) an intentional violation of criminal law.  Officers and directors have a right by law to be indemnified for the actions for the corporation but the right under CL is only available if there are exonerate so the statutory framework provides more protection (if provided for in the articles of incorporation).  By-laws can be changed by either the board or the shareholders.

1. Care deals with skillfulness

2. Loyalty deals with honesty – public policy dictates that we not limit liability for this based on our Judeo-Christian background and deals with character (we forgive lack of skill but not honesty)

G. Section 3.02 General Powers. Purpose goes to the WHAT and powers goes to the HOW. You must check powers to make certain the corporation can do what it is doing.

H. Some corporations cannot be chartered under the general incorporation statutes per Seciton 3.01b and examples are banks and utilities.  There is a two-step process that you must meet the regulatory statute and then file under the general incorporation statute.  Non-profits are handled differently in most jurisdictions (but in Delaware profits and non-profits are handled under the same statute).  Non-profits must be specific in their purpose so they can receive IRS Section 501(c)(3) status for tax exempt status and contributions.

I. What happens after the articles of incorporation are filed?

1. Prepare the corporate bylaws

2. Prepare the notice calling the meeting of the initial board of directors, minutes of this meeting, and waivers of notice if necessary

3. Obtain a corporate seal and minute book for the corporation (keep up with the books, do it for your client if necessary)

4. Obtain blank certificates of the shares of stock, arrange for their printing or typing, and ensure that they are properly issued.

5. Arrange for the opening of the corporate bank account

6. Prepare employment contracts, voting trusts, shareholder agreements, share transfer restrictions, and other special arrangements which are to be entered into with respect to the corporations and its shares 

7. Obtains taxpayer identification numbers, occupancy certificates and other governmental permits or consents to the operation of the business and

8. Evaluate whether the corporation should file an S corporation election, assuming that election is available.

a) In a closely held corporation there does not have to be a organizational meeting of the directors, just draft the 

J. Ultra Vires Doctrine means beyond the purposes and powers.  In the Ashbury Railroad case you can see the palpable unfairness of the corporation not honoring an obligation because it is outside the corporation’s purpose.  Section 3.04 limits the corporation’s power to limit its obligations based on it not having the proper power or purpose to enter into the obligation. New York had a statute that limited the result of the ultra vires doctrine.  The landlord is trying to disavow on ultra vires grounds (he probably had a more lucrative tenant), usually it would be the tenant using the ultra vires doctrine to disavow. The court found the contract could  not be voided as the landlord wanted on the grounds o f ultra vires (Kings Highway Corp. v. FIMS Marine Repair Serv).

K. Can corporations make charitable contribution? Yes for certain purposes and if they are reasonable.  Congress studied the issue and decided contribution could be allowed up to 5% and it was subsequently increased to 10% as to a reasonableness standard.  The contribution must be reasonable.   These contributions are in the public interest. It is beyond the powers of the corporation to support a pet charity if there are few benefits except to the corporation or is self-serving (hard to get evidence on this).  Theodora Holding case is binding on corporate charitable contributions and it is important for its tone.  The court’s cut corporation’s lot of slack on these charities.

L. Can you make a $500K gift to the Georgetown Opera Company.  May be able to give gift if there is a tax benefit from it.  Even if the gift is only being made just so the director can get on the board of directors of the Opera, there won’t be evidence of this and his being made a director for the Opera may be good for the corporation in that it will help the corporation’s public relations and may need the PR even more if the corporation is losing money.  Conservatives say that the corporation is in the business of making profits and the corporation must prove that it helps the bottomline otherwise it will be ultra vires for the corporation to donate and the money should go to the shareholders as dividends and they would donate.  As a percentage corporations donate 1% and individuals give 3-4%

M. Section 3.04 of the MBCA deals with Ultra Vires and Section 304(a) limits the ultra vires doctrine to the grounds allowed in 304(b) or 304(c).  (a) Except as provided in subsection (b), the validity of corporate action may not be challenged on the ground that the corporation lacks or lacked the power to act.  (b)A corporation’s power to act may be challenged:

1. In a proceeding by a shareholder against he corporations to enjoin the act (to enjoin the act per Section 302(b)(1) and it can be a direct or derivative suit).

2. In a proceeding by a shareholder against the corporation, directly or derivatively, or through a receiver, trustee, or other legal representative, against an incumbent or former director, officer, employee, or agent of the corporation or

3. In a proceeding by the AG under section 14.30

4. Section 3.04(c) states that In a shareholder’s proceeding under subsection (b)(1) to enjoin the unauthorized corporate act, the court may enjoin or set aside the act, if equitable and if all affected persons are parties to the proceeding and may award damages for loss (other than anticipated profits) suffered by the corporattion or another party because of enjoining the unauthorized act.   

5. A derivative suit is in the name of the corporation brought by the shareholders (not brought by the board of directors).  A derivative suit is a judicial creation and one or more of the members of the board, if not all the board, are defendants in the suit; otherwise; the directors should be bringing suit.

6. Section 304(b)(2) deals with Receiver or trustee (appointed by the court) is most often used when the corporation is insolvent who is the corporation’s steward in handling the creditors.  ABSOLUTE PRIORITY LAW in which you have secured and unsecured creditors and preferred and common shareholders.  No inferior creditor (unsecured) may receive one penny until the secured creditors are taken care of and if the corporation is insolvent and the unsecured creditors will not be made whole by definition the shareholders will not get one penny and if some shareholders who were directors are guilty of wrongdoing the bankruptcy trustee must go after those directors and protect the creditors.  “In a proceeding by the corporation, directly

7. The attorney general stays out of the business and affairs of for-profit corporations but if the corporation creates EXTTERNALITIES, impacts on the general public, which is great publicity for the AG he will get involved.

8. Section 304(c), if a third party enters into a transaction with corporation that is harmful to the corporation and the innocent shareholder, so this section is for the innocent shareholder who is harmed but we must remember that third parties do not have inquire as to the corporation’s purpose or powers when doing business with the corporation.

9. If the theory of the claim is only the corporation is harmed and all shareholders are harmed then the shareholder may only proceed derivatively (as opposed to directly).

a) If you have e three classes of stock (A, B, AND C) and if only the C class is harmed they would bring a DIRECT SUIT as opposed to a derivative suit.  However, if the C class says all classes of shareholders area harmed and particularly the C class was harmed.  In a derivative suit the corporation can get control over the suit, which means a direct suit may be of more value than a derivative suit.

b) How does the corporation gain control of a derivative suit?  By convincing the court was not in the best interests of the corporation to have the suit dismissed and it has nothing to do with the merits of the suit, in that it will hurt morale, the customers will remember the suit.  If the interests of the shareholders and the board diverge, the derivative shareholders will get outside counsel, management will get outside counsel. 

10. Getting an evaluation by independent directors and independent counsel will assist the court in determining when the derivative suit should be dismissed and the referent is not wrong doing.

N. Two instances when you may not have a de jure corporation

1. Stanley J. How and Associates, Inc. v. Boss on page 274.  Was How looking to be personally liable for the architect’s services?  RULE:  A PROMOTOR OF A CORPORATION WHO SIGNS A CONTRACT WILL BE PERSONALLY LIABLE  UNLESS HE EXPRESSLY CONTRACTS TO NOT BE LIABLE.  The rule that the person signing for the nonexistent is normally personally liable and all ambiguity will be found against the promoter.  This is based on the policy that somebody has to be liable for a contract.

2. Cranson v. IBM on page 288 is the defective corporation case because there was no filing of the corporate paperwork.  IBM did not rely on any credit other than the corporate entity.  This case is different from Boss because Boss knew there wasn’t a corporation and Cranson in good faith believed there was a corporation and that the paperwork had been filed.  You need both elements reliance on the corporation and good faith or innocence on the part of the defendant who was not actually incorporated.

3. Problem #2, item 3:  Michael knew so he will be liable and Jessica and Bernie did not know because they did not know that the filing had not occurred but Michael knew that the filing did not occur.  Section 2.04 deals with Liability for pre-incorporation transactions (voluntary dealings) but transaction are not injuries to an employee so all three will be liable for the injury to the delivery person.  There is limited protection for voluntary transactions but not for injuries, that person takes you as you are and since you are not incorporated it will be as general partners.  Section 2.04 is the codification of the de facto corporation.  “ALL PERSONS TO ACT AS OR ON BEHALF OF A CORPORATION, KNOWING THERE WAS N OT INCORPORATION UNDER THIS ACT, ARE  JOINTLY AND SEVERALLY LIABLE FOR ALL LIABILITIES CREATTED WHILE SO ACTING.

4. To protect yourself legally you will lose the good business deal (legal reality conflicts with economic reality in Item #4 of Problem #2), if you know you will be made whole you will take the deal being offered and if not you will just lose the deal.

II. When will the corporate veil be pierced?  Disregard of the corporate entity.

A. Bartle v. Homeowner’s Coop on page 298.  The bankruptcy trustee is trying to make the creditors whole and the entity they are dealing with has no assets so they are trying to pierce the corporate veil and get to the assets of the parent company. The legal standard to pierce the corporate veil is that there must be FRUAD, MISREPRESENTATION, OR ILLEGALITY (this standard has since been expanded).  The court is not going to protect business persons who entered into contracts, it was voluntarily entered into and the risk may have been assumed and they did not get personal guarantees and did not look into the credit worthiness of the corporation so the court assumes the contractors assumed the risk.  A contract is a contract is a contract and if you do not want to enter into a contract with a shell corporation don’t.  There would have been a different result if there had been cooked books.

B. Dewittt Truck Brokers v. Ray Fleming Fruit Co.  Fraud requires a showing of  intent and we do not have enough facts  to prove fraud.  A contract violation may be troublesome because of statute of frauds (not writing and Fleming made a promise for another and this is not allowed in contracts).  Piercing the corporate veil may be the way to  go because if successful you do away with the other party.  The whole idea is to use the corporation as an INSTRUMENTALITY but it must be combined with using the instrumentality for unjust purposes.  Fleming did not treat the corporation as a separate entity so the court did likewise and did not allow Fleming to invoke the corporate shield.  Have a contract just like in Bartle but with a different result because Fleming represented that the vendor would be dealing with other than the corporation whereas in Bartle they never represented that the contractors would deal with anyone other than the shell corporation There was an attempt to use the corporate shield to insulate from wrongdoing or injustice or inequity.  In both Bartle and Dewitt you have corporations and the court is trying to determine whether to treat them like a corporation.

C. Radaszewski v. Telecom, Inc. on page 317 provides us with the tripartite test to use to determine whether to pierce the corporate veil:

1. Control, not mere majority or complete stock control, but complete domination, not only of finances, but of policy and business practice in respect to the transaction attacked so that the corporate entity as to this transaction had at the time no separate mind, will or existence of its own (this is usually a defense that this type of control did not occur) and 

2. Such control must have been used by the defendant to commit fraud or wrong, to perpetuate the violation of a statutory or other positive legal duty, or dishonest and unjust act in contravention of plaintiff’s legal rights and

3. The aforesaid control and breach of duty must proximately cause the injury or unjust loss complained of.

D. In tort cases we have involuntary creditors and to what extent will we allow corporations to hoist externalities on outsiders or innocents bystanders in which the public fisc will be harmed.  Financial wherewithal via insurance is important in tort cases and capitalization/insurance are important in tort cases such that the injured can be made whole and risk analysis is called for.  Rarely will a corporation keep enough liquid or capital assets to cover such contingencies.  The crucial prong of the test is the second prong.  In the run of the mill case the first prong benefits the defendant but if the defendant’s conduct is outrageous and offends the conscience will find control.

E. In Fletcher v. Atex on page 328 is a run of the mill case in which the plaintiff is trying to pierce the corporate veil and the artificial and formal separation worked so that the corporate veil was not pierced. In US we do not embrace the ENTERPRISE LIABILITY doctrine that is followed in civil law in which all companies that are related are found liable and this is troublesome to the Professor and says we don’t have enterprise liability because we want to encourage people to invest and enterprise liability would deter that.

F. Baatz v. Arrow Bar, Inc. on  page 308.  The Professor hates the result of this case. If  you are in the business of serving alcohol you should have liability insurance or else be personally liable for the injuries caused by your drunk customers. This case is different from Radeszeswski because in that case there is no showing of SOCIAL IRRESPONSIBILITY.  Arrow Bar protects corporation as the expense of social responsibility.  The list of factors on page 310 fleshes out the second prong of the tripartite test (the committing of fraud or wrong)

1. Fraudulent representation by corporation directors

2. Under capitalization/insurance

3. Failure to observe corporate formalities

4. Absence of corporate records

5. Payment by the corporation of individual obligations or

6. Use of the corporation to promote fraud, injustice, or illegalities.

G. In the absence o f an outrageous fact pattern you have the control defense of the first prong and even if control is shown you must still have evidence of wrongdoing.  The plaintiff must prove control.

H. Formalities are only important if you are attempting to pierce the corporate veil and so the theory must be an estoppel type theory.

I. Capital is not important in the contract cases unless there is fraud or misrepresentation as the Bartle case illustrates.

J. In tort cases insurance is a factor.

K. Piercing the corporate veil is almost always in the context of thee closely held corporations and in cases where it is pierced plaintiffs win 40% of the time.  There are more contract cases than tort cases because there is probably insurance to cover the tort cases.  Litigation may not be indicative of the total activity in this area because it does not take into account the cases that settle.

L. NO ENTERPRISE LIABILIITY IN ANGLO AMERICAN JURIISPRUDENCE

M. Taxicab case and public swimming pool case on page 320.  Began operation of the swimming pool and did not have de jure corporation and the lawyer said he was not a true director of the corporation and said he was only a director as an accommodation to his client and the court did not allow this and he was personally liable for child’s death at pool because they had no insurance so this is purist “no insurance” case.

N. Want to know the credit worthiness of the XYZ Corporation (whereas you will know Dell is good for the money).  Creditors will know about limited liability and will ask for personal guarantees.

O. There is reason to incorporate to limit your liability relative to tort claims because as long as you act reasonably relative to carrying insurance the corporate veil will not be pierced.  As long as you have insurance to cover the ordinary risk of your business (but not extraordinary risk, i.e., hitting a nitroglycerin truck). Co-signers end up responsible in 50% of the debts in which they are required so the banks are correct to require them.

P. Continuing with disregard of the corporate entity.  “My Bread Baking Co. v. Cumberland Farms, Inc.”  Cumberland Farms stores operate in New England and are like 7-Elevens and an affiliate of the stores provides all the dairy products.  There was a dispute with a bakery that provided Cumberland Farms with baked good and Haseotes of Cumberland Farms caused the bakery racks not to be returned to the bakery once the dispute arose.  All the retail outlets are separately incorporated (there are many stores) and there is one corporation that owns the stock in the separate stores and then there is another company at the top that owns the holding company and the dairy and the family is over this company at the top.  What is different in this case from the Fletcher v. Atex case.   In this case there was no separateness, the shot were called by Haseotes to not deliver the trays, the decision to keep the racks was not made by the indvidual stores. As a practical matter the plaintiff cannot bring a suit against each individual store.  There is an element of injustice because keeping the racks in the manner that it was done was for purely spiteful reasons.  The use of corporateness to perpetuate unfairness to keep the racks until plaintiff can get the return via the court process so it meets the unfairness of the tripartite test and also the control test is met under the first prong of the test because of the active decision making of the Mr. Haseotes so the net is thrown over all the companies for liability purposes.  Also the overlapping roles of Mr. Haseotes and the bakery’s perhaps reliance of certain appearances may have also occurred on the part of the bread vendors. This case is somewhere between a breach of contract and an unauthorized taking.

Q. U.S. v. Bestfoods on page 337.  This case is in part about the legislative attempt to have responsibility placed in this context in regard to environmental degradation.  Corporate organizers had been somewhat successful in letting subsidiaries without substantial assets bear the liability for environmental violations.  The parent company was happy in converting the assets of the subsidiary to satisfy the damage claim without have any of the parent’s assets touched.  Congress’s response to this was CERCLA (Comprehensive Environmental Response, Compensation, and Liability Act) that held any owner or operator liable for environmental violations.  Could parent company be liable under CERCLA if the corporate veil was pierced and the case shows that under some circumstances it can but essentially only in those cases that are similar to My Bread Making Company where there is significant control over the operations.  This case is important because the CL of piercing the corporate veil shall not be considered to have been changed by Congress in the absence of express Congressional sentiment in that regard in either the statute or the legislative history.  With respect to CERCLA if the parent company maintain separateness and does not exercise dominion over the subsidiary it will not be liable under CERCLA relative to owning the subsidiary and having liability for environmental violations.  Operating the activity, which caused the violation also gets you to almost the same result.  The court acknowledges how embedded the corporate veil doctrine is in our jurisprudence (venerable CL doctrine). No statute can change the corporate veil doctrine unless Congress expressly allows it in the statute.

R. REVERSE PIERCING as shown in the Cargill, Inc.(a Fortune 500 company) v. Hedge on page 349. The family farm was placed in corporation and it was also the principal residence of the individuals that incorporated it.  The corporation/farm became insolvent and the creditors sought to seize the property to satisfy the debts.  The question is whether the home is subject to the homestead exemption.  In a bankruptcy, the assets are thrown into a pool for the benefit the creditors.  In Chapter 7 bankruptcy once this is done, the debtor gets a fresh start and the debtor has no further responsibility but the idea is not to have the debtor be shorn and in a barrel so exemptions were allowed and these were determined by state law and Texas and Florida allowed an exemption for the primary residence with no limit on the value and you can kept the homestead including fixtures.  Texas allows a car, tuck, dog, 6 shotguns, 2 horses, 2 motorcycles, and a mule as exemptions to the life of the average Texan is not changed by bankruptcy.  The exemption is only available to human persons and the question is whether they should be allowed the exemption after incorporating supposedly to get the limited liability.  The court said the corporation was only an altar ego of the family and the court did not estop them from getting the exemption for public policy reasons of having a fresh start.  The exemptions are key to the policy that we do not want the creditor wearing a barrel, policy is that he should have a fresh start.  Just as we would pierce the corporate veil to get to the shareholders who allowed the subsidiary to operate without insurance so we don’t was the corporate entity misused and likewise, as this case shows, the court can disregard the corporate entity for public policy reasons.  Cargill should have insisted on a lien or mortgage on the farm because voluntary liens trump bankruptcy.  It is not unfair to the creditor because there is a ready mechanism for the creditor to protect his interest.  The result may seem unfair in that while the family wanted the benefits of incorporation but there hands were clean (similar to the Radaszewski case).

S. Pepper v. Litton on page 353 (a very famous case) in which Justice Douglas made new law (more known as a civil libertarian but when he was a Professor at Yale and Columbia was an expert on Corporate Law and Finance).  This case involves the SUBORDINATION DOCTRINE the practical effect of subordination rule is that you get nothing (your creditor claims are subordinated.  You have secured and unsecured creditors or liabilities and unsecured/subordinated claims.  It creates another class of creditors that get nothing.  The court can use equity to determine which unsecured creditors get paid.  The dominate figure in the corporation submitted claims for back salary to his corporation once the corporation started failing and he got a judgment against the corporation and took the assets of the corporation to satisfy his claims for back salary.  What is very important is this case is to understand that FRAUD NEED NOT BE SHOWN.  The result in this case is not based on fraud but on fairness, which is a broader standard.  Justice Douglas makes the debtor in bankruptcy the fiduciary to t he creditor, only in the bankruptcy context (normally the debtor/creditor relationship is contractual and not fiduciary but insolvency is an exception).  Justice Douglas created new law. The new bankruptcy bill is being held up because of the Enron mess and the homestead exemption.  In the current bill if you are convicted of fraud you do not get your exemption (takes care of the corporate thieves; however, they usually do not get convicted because a deal is struck).  There is a fiduciary duty on the part of the debtor to the creditor if there is insolvency.  Keep in mind in insolvency there is no shareholder interest (liabilities exceed assets) so the shareholders own the corporation because of the ABSOLUTE PROIORITY RULE.  Pepper v. Litton ruling is consistent with the absolute priority rule.  So debtor cannot prefer his own interests over the rights of the creditors based on the subordination doctrine.

T. Precision Tools – Problem 3.  The fire and the resulting loss and damages was attributed to delayed emergency response because of the defective alarm system manufactured by subsidiary, New Higgins.  Precision Tools (PTC) is the parent corporation and Bernie, Jessica, and Michael are the original incorporators of both companies (they purchased New Higgins).  Should Bernie, Jessica, and Michael settle on the claim that Acme electronics has against them and PTC.  This is a contract action and ACME made the deal and will have to live with it because they did not get individual guarantees from PTC or Bernie, Jessica, and Michael.  IT IS HARD TO PIERCE THE CORPORATE VEIL IN THE ABSENSE OF SOME TYPE OF ANY DECEPTION (THERE IS LITTLE VIABILITY TO THE CLAIM).  Texas is the only state with a statute that precluded piercing to get to corporations or individuals in the absence of deception or fraud (which is just a restating of the CL).  Is there a good tort case against PTC and Bernie, Jessica, and Michael.  Plaintiffs have plead gross negligence which means the $$ is in the “gross” part of the tort claim.  There is insurance so defendants including shareholders are vulnerable if there is NO insurance but  it  may be similar to the Radaszewski case wherein as long as the insurance was reasonable there will be no piercing the corporate veil (the push cart hitting the nitroglycerin hypo).  There is greater viability in torts cases piercing the corporate veil than with contracts cases piercing the corporate veil.  Also you hare able to get jury sympathy in the tort case (dead husband) whereas it is more difficult for Acme to get jury sympathy in a contracts case where you  have two sophisticated product.  If New Higgins is not liable under gross negligence neither will PTC or Bernie, et al be liable and plaintiff has the burden of proving gross negligence.  Also must try to prove the first test of the tripartite test.  Did Bernie et al and PTC have control have control over New Higgins?  The companies were not run or operated toward a common goal and this is in favor of defendants, Bernie et al.  Manufacturing alarm systems may require that you carry more insurance because of the possibility of substantial losses if the alarm system fails.  Will try to proved there was adequate insurance based on industry standards and it doesn’t matter that they paid dividends and didn’t buy additional insurance with the insurance money.  New Higgins should also go after Acme for indemnification in case the components obtained from Acme were defective.  The conduct here does not rise to the level of outrageousness.  The veil should be pierced per the Professor if there are artificial attempts to isolate the risks, i.e. by putting the riskier businesses in a common industry in a separate subsidiary (i.e. a drug company putting the riskier drug in a separate subsidiary and yet having common policies, business plans, etc. It would be different if the drug company had bought an RV company and put it in a subsidiary.

U. Limited liability has been important to the economy and if there had been jurisprudence that pierced the corporate veil often it may have affected the economic aspects of this country so limited liability cannot be taken lightly. The law is more apt to listen to involuntary plaintiffs in tort cases (mostly looking at adequacy of insurance and these cases settle) than it is to listen to the contracts plaintiffs wherein the courts are more likely to let the parties live with the contract they made absence misrepresentation.

V. Section 6.22 Liability of Shareholders.  6.22 (a) stands for the proposition that those who subscribe for shares must pay for them fully and to the extent that they do not pay fully the corporation and the creditors may pursue them for the full value of the stock/shares. Section 622(b) stands for the proposition that there is limited liability.  Texas is the only American jurisdiction that addresses piercing the corporate veil by statute.  Section 6.22(b) does not address that most jurisdictions allow piercing the corporate veil via CL and Texas codifies the CL.  Piercing is not an all or nothing proposition, the piercing does not have to be applied to all shareholders it can be imposed on two active shareholders and not hold two inactive shareholders.  The court are more likely to pierce the corporate veil in the instance of a corporate parent and a subsidiary which is less sensitive than attaching and individuals house or college savings.  Plaintiff will sue all the related corporations and the individuals who own the stock of those companies, unless it is a large corporation like Dell.  Professor only sues to the effect that the defendant does not have the wherewithal to make him whole, if you sue lots of defendants it just makes more work for the plaintiff or if the other defendants have information that you need.  EEs of Enron will have a harder time suing directors of Enron than the shareholders will have.  The corporate scoundrels usually settle on giving up half their fortune (even if criminally convicted) and they still remain rich.  As the readings suggest, the Texas statute says in the absence of fraud or deception there will be no piecing of  the corporate veil for contract matters and requires some type of causation for tort claims (such as the six factors in Baatz)

III. FINANCIAL MATTERS

A. Where will we get the money to run the corporation?

1. The owners

2. Loans from banks/financial institution (never equity)

3. Public Authorities (Small Business Administration), can be via loans or loan guarantees or equity 

4. Investing Public can be via loans and equity

B. Section 6.01 there is one requirement in regards to capital you must have a class of equity securities that has VOTING RIGHTS and the right to RETAIN THE RESIDUAL (receive the assets) when the company goes out of business.  You can have one class with both rights or separate classes for each right.  After that you are free to give or not give shares whatever rights you want unless your shares are traded on market, registered to be traded on an exchange and then the exchange may have additional requirement (especially relative to voting rights).  You can provide that the stock only has voting rights in the years the Astros win,

C. Stock (the payment of dividends is optional with the stock, directors have complete discretion to pay or not pay dividends)

1. Common stock is the referent

2. Preferred stock is preferred to common shareholder.  It usually has a par value and usually the preferred value and the price are the same.  The $100 preferred will cost $100 and will provide for 8% quarterly (a standard term) notwithstanding the face of the instrument has these terms the payment of the 8% quarterly dividend is at the discretion of the directors.   No dividend can be declared on the common stock until the preferred stockholders have been made whole.  The preferred stockholders will be entitled to all past missed dividends called arrearage (plus interest) before an common stock dividends can be paid.  Also upon liquidation the assets must be used first to pay all arrearages owed to the preferred stockholder s before any assets can be distributed to the common stockholders.  Preferred stock has a higher interest rate than debentures (8% v. 5%) because there is more risk.  In bankruptcy the debentures will be paid before the preferred stock arrearages.  Absolute priority rule comes into play with payment of arrearages. Most corporations keep their preferred dividends paid even though only optional because otherwise they will be known that they cannot pay common stock dividends and nobody will buy their stock. Preferred stock has a DIVIDEND PREFERENCE AND A LIQUIDATION PREFERENCE.

D. Debt (obligations that must be paid when due and are not at the discretion of the directors)

1. Bonds

a) Debentures – may be a $100 debenture with 5% quarterly payments and if the 5% payment is not paid the holders of the debentures can get a judgment against the corporation. Usually can’t get a judgment after just one missed payment.  The difference between the bonds and debentures is that the bonds are usually secured by real property and sometimes personal property and the debentures are unsecured. Debentures are usually 3-5 years and the bonds and are 20-30 years.  Debentures will be paid from current income.  Bondholders will be made whole over time, for example, if it is secured by property in downtown Houston so it is more certain that you will get the return on your investment. In a debenture the investor is less likely to get your return on investment because it is based upon current performance.

b) Lowest risk bond is a government bond because if they need to pay it they just raise taxes. Since there is lower risk there is also lower interest to be earned because your return is guaranteed.

E. Both preferred stock and bonds are traded publicly.  Even though the face value of the bond is $100 the bond may sale for $110 (when interest rates are lower than the interest paid on the bond).  The ability of the company to pay dividend and pay the principal may also influence the price of the preferred stock (they just discovered oil).  Corporations may want preferred stock over debentures for flexibility but then again the preferred stock costs more than the debentures.

F. Voting

1. Ordinarily preferred shareholders do not have the right to work and the rights are largely delimited by express provisions.  Common shares are one share, one vote.  The terms of the preferred are set out by the contract, and typically they only have contingent voting rights, i.e., in the event there is a certain number of payment  missed.  Once so many are missed the preferred stock will have 25% voting rights and if even more dividends are missed it may increase to 75%.  Preferred holders are getting more voting rights than common shareholders.  But you can have outright voting preferred.

2. Bonds typically have no voting rights but there may be provisions for bond holders to vote.  Usually the contract provides that 

3. Liquidation preference – a bond holder will always have preference over the preferred holder because it is debt based on the absolute priority rule.  If you have two classes of preferred stock, P1 will have priority over P2. The corporation may need $$ from P2 but P2 is unwilling to invest unless they get P1 priority so the contract terms can be amended. 

G. Redemption rights (belong to the corporation) – typically the corporation can redeem at its option and will do so if the market interest rate is less than the amount being paid on the preferred stock and the bonds. The corporation has to pay a price for redemption to cover transaction costs and having to look for a replacement investment.

H. Conversion Rights (belong to the holder)  - Common at $20 and Bonds/preferred at $100 and the conversion at 4 for 1, the bond/preferred holder will being to consider converting when the price of the common shares exceed $25 per share (because that will exceed their investment) but remember the price of the bond/preferred is also increasing because the corporation is doing well.  Convertible bond/preferred will get a lesser interest rate than the non-convertible bonds/preferred.

I. Protective provisions such as retiring the debt and the corporation will retire 1/3 of the issuance every year rather than maintain the bond sinking fund.

J. Can have participating preferred (rare but not unheard of and participating debt (very rare)

K. Section 6.21(b) the Model Code is more liberal in what types of consideration may be given in return for stock because a contract for services to be performed was not adequate compensation because of the uncertainty of whether or not the services will be performed but the Model Code acknowledges that services to be performed do have values.  Also allows tangible or intangible property or benefit to the corporation, including cash, promissory notes, services performed, contracts for services to be performed (check your state statutes on this, may states do not allow it), or other securities of the corporation

L. Section 6.21(c) and (d), when the board makes a decision on consideration the subscriber/purchaser cannot be pursued that the consideration is not adequate.  It makes the decision of the directors is preclusive.

M. Section 6.21(e) says you can escrow

N. Issuing shares, know:

1. The amount that needs to be paid

2. The form that needs to be paid

3. The decision of the board is preclusive (other shareholders can go after the board but not the shareholder that gave the horse)

O. Debt financing- debt is great because of the leveraging possibilities.  A and B form a corporation and each contribute $50K and they need another $100K and their options are to borrow the $100K at 10% interest or have C and D invest $50K each.  At the end of the first year they made $100K in profits.  If they borrow $100K they will owe $10K and there will be $90K remaining for A and B to split $45K each.  If they bring C and D into the corporation and the $100K in profits have to be distributed $25K to each investor.  In borrowing you lose flexibility.  The 10% interest is also tax deductible whereas the payment of dividends is not.

P. Obre v. Alban Tractor Co. on page 385 Obre was one of the incorporators and he had part of his contribution characterized as debt and because of this he wants to be considered an unsecured creditor upon bankruptcy and the other unsecured creditors want Obre subordinated to theirs (otherwise those creditors will get a less pennies on the dollar) and if Obre is not given unsecured creditor status he will probably not get anything based on the absolute priority rule.  It is inequitable to allow a holder to put in an insubstantial amount of equity and get creditor status by characterizing part of his contribution as debt; however, we do not have a complete prohibition because we do not want to discourage equity holders from being creditors to the corporation as long as the loan is bona fide and not unfair (so equity holders can loan to the corporation)

Q. Hypo. Suppose that Obre put in $65.5 and Nelson put in $10 for a 50/50 split of the corporation on Day 1. The IRS will say that Obre gave Nelson a gift unless it is for payment of services (salary).  The IRS will use whatever theory that will get it the most tax revenue which is usually salary (could also say it is dividend).  Suppose the corporation goes out of business on Day 2, Nelson’s lawyer will argue for 50% of the value of the corporation but will settle for less because a jury would probably not give him more than 50% but is will be more than $10.  In the case of bankruptcy, Obre and Nelson will be at the same place.  Also there is no interest deduction for the corporation if Obre does not make the loan to the corporation.

R. Obre contributes $10K equity and $55 debt and Nelson contributes $10 and each get 50% each of the corporation and a court may find the debt to equity ratio too high and they will subordinate Obre’s debt.  The court may only decide to subordinate $20K in theory but they never do it and subordinate all of it (if you act like a hog you’ll get slaughtered).  When you have a debt to equity ration in excess of 2 to 1 you may be subject to subordination (look at the jurisdiction).

S. Stokes v. Continental Trust on page 414 deals with preemptive right, which is the right of the shareholder to maintain his or her proportional interest in the corporation (it is a common law right). The corporation arranged the sale of stock to Blair Corporation and a shareholder is suing because the shareholders were not allowed to purchase the sales.  The court is putting the shareholder in the same position as if he had exercised his preemptive right (the difference in the price the shares were sold to Blair, $450, and the appreciation in price since then or $550 or $100 per share).  The dissent says he is not allowed $100 per share because there is no indication that he would have paid $450 per share (plaintiff only want to pay $100 par value per share).  The dissenting opinion would probably be the majority but in 1906 the law on preemptive right was new and he was only trying to define his right.

T. MBCA on preemptive rights on Section 6.30 adopts an “opt in” clause.  In 6.30(a) no preemptive rights exist unless provision for it is expressly made in the articles of incorporation.  There is a consensus that preemptive rights and cumulative voting rights are undesirable and most Texas corporations will include a provision not allowing them; however, under MBCA you don’t have to include a clause because if you are silent on preemptive right then the default is there are not preemptive rights.  Preemptive rights are not particularly important in a publicly held corporation which is why the MBCA takes the opt in approach; but it is an entirely different situation in the closely held corporation wherein the agreement between the parties is more important than the statute.  If you are going to provide a right there must be a remedy and you must give notice and allow shareholders to study it and come up with the money to buy more shares and the business opportunity will be gone so it could work to a real disadvantage to the corporation and the shareholders if only one shareholder exercises his preemptive rights.

U. Katzowitz v. Sidler (1969) on page 419.  3 shareholders and two of them were issued and bought new shares but the third passed on buying new shares.  All the formalities were followed, there was formal compliance with the preemptive rights notion.  As a result when the corporation was liquidated and distribution of the assess there was a total of 65 shares, Sidler and Lasker each had 30 shares (5 original shares and the 25 they had issued to themselves) and Kasowitz only had his 5 original shares which resulted in Sidler and Lasker getting approximately $18K and Kasowitz only get got $3K upon liquidation of the corporation. The court determined that Kasowitz’s declination of the new issues did not preclude him of getting an equal share upon dissolution of the corporation.  This case is very solicitous of the minority shareholder and the trend is toward this solicitousness.  What are the essential elements in the case that lead the court to its decision? Under what circumstances may a shareholder decline the extension of the preemptive rights and yet prevail just as if he had subscribed or exercised his preemptive rights?

1. Price remarked below market value (great disparity between price and market value)

2. It must be a closely held corporation  

a) You would not have the same result if it is a publicly traded corporation because there is a market for those shares whereas there is only one buyer for minority shares in a closely held company and that is the majority.  No outsider will want to buy the minority interest and get beaten up by the majority.  The minority shareholder should not be forced to pour money into the corporation to maintain his position just to maintain his proportional ownership in the corporation particularly if the majority is trying to squeeze or freeze out the minority shareholder.

3. A valid or compelling business reason for the transaction

4. Dissension among the group of shareholders, bad blood between the majority shareholder and the minority shareholder.  How decisive the bad blood is, is questionable.  However, the first three elements are essential

V. Gofffreid v. Gottfreid (1947) on page 424.  The  majority owns 62% of the corporation.  There is no S Corp, LLC, or LLP available at this time.  All  you have is the limited partnership act so there is no corporate device providing LIMITED LIABILITY with CONDUIT TAXATION.  Corporations were formed for limited liability but with no intention of giving dividends.  All of the value in this type of organization is in the form of salary and benefits which are deductible by the corporation as business expenses, but are taxed as ordinary income to the recipients and some of the benefits can be given that are buried such as providing company cars instead of paying dividends and the user is not taxed for using the car for personal use.  The benefit of having the corporation lay in having a job but there are not enough jobs to go around so the majority controls who gets jobs.  The majority has a FIDUCIARY DUTY to the minority shareholders.  A fiduciary duty arises when a party holds property for the benefit of another.  It is conventional for a corporation to lend to their executive as long as it is an arm’s length transaction and the corporation not forgiving the loan.  The plaintiff also failed to prove that the salaries were not commensurate with the duties they performed.  The plaintiffs did show that there were significant retained earnings; however, it is the directors and not the courts that make the decision to pay dividends. The court does not want to substitute its business judgment for that of the board of directors.  The court will only intervene if there is really BAD FAITH.  This is your paradigm under the old way, if you were a minority shareholder you were out of luck. The courts were extremely hesitant to intervene and especially in the area of dividends.

W. Dodge v. Ford Motor Co (1919) on page 428. is the only case in American jurisprudence in which a court has ordered the payment of the dividends.  Henry Ford’s testimony indicated that the corporation’s policy was based more on Ford’s ideas of what was good for society rather than what was good for the corporation.  Also the surpluses were huge, they could meet any business plans and contingencies and still afford to pay dividends.  Henry Ford was also squeezing the Dodge brothers to keep them from competing with Ford.  The Michigan judiciary would also want more cars manufactured in Detroit rather than few so they unspokenly supported the Dodge brothers 

X. Section 6.30(b)(4) says even if you have preemptive rights they do not extend to (applies to Texas also): 

1. Shares issued as compensation to directors, officers, agents, or employees of the corporation, its subsidiaries or its affiliates

2. Shares issued to satisfy conversion or option rights created to provide compensation to directors, officers, agents, or employees of the corporations, its subsidiaries or affiliates

3. Shares authorized in articles of incorporation that are issues within 6 months from the effective date of incorporation

4. Shares sold otherwise than for money

a) You can get rid of these 4 exceptions by expressly stating so in the articles of incorporation

Y. Section 6.40, Distributions to Shareholders.  By doing away with the par value regime and the resulting loophole, the code had to include this section.  The KEY provision is Section 6.40(c).  Both questions must be answered YES.  C2 asks whether the assets exceed the liabilities and C2 asks whether they can meet their debt payments.  Section 6.40(d) says that directors do not have to follows GAAP.  The financial statements prepared on the basis of accounting practices and principles that are REASONABLE in the circumstances or on a fair valuation or other method that is reasonable in the circumstances.  

1. Section 6.40(c)(1) provides that no distribution may be made if, after giving it effect the corporation would not be not be able to pay its debts as they become due in the usual course of business, or

2. Section 6.40(c)(2) provides that no distribution may be made if, after giving it effect the corporation’s total assets would be less than the sum of its total liabilities plus (unless the articles of incorporation permit otherwise) the amount that would be needed, if the corporation were to be dissolved at the time of the distribution, to satisfy the preferential rights upon dissolution of shareholders whose preferential rights are superior to those receiving the distribution.

IV. MANAGEMENT AND CONTROL OF THE CLOSELY HELD CORPORATION

A. Roles of shareholders and directors

1. BY-LAWS for the final are on pages 615 through 628. These are standard by-laws.  By-laws are your governance matters.  Per 2.02b, the by-laws can be in the articles of incorporation.  The by-laws may be amended by the directors as the group or the shareholders as a group, however if there is contention between the two groups shareholders have preeminence over the directors and can amend the by-laws in their entirety and may provide that the by-laws cannot be amended by the directors.  Having both groups have the power to amend the by-laws is thought to be convenient and the assumption is that there usually won’t be contention.  If you are a shareholder who wants to maintain control and dominion put the governance provisions in the articles by-laws because if they are in the articles of incorporation the board must vote on those governance provisions.  The by-laws call for regular and special meetings and can be called by either the directors or shareholders.

2. Things the bylaws deal with relative to offices and meeting of shareholders:

a) Offices of the corporation 

b) Regular Meetings

c) Special Meetings

d) Meeting held upon shareholder demand

e) Place of Meetings

f) Notice of Meetings 

g) Waiver of notice

h) Quorum and adjourned meeting

i) Voting 

j) Order of Business

3. Things the by-laws deal with concerning Directors

a) General powers

b) Number, term, and qualifications

c) Vacancies

d) Quorum and Voting

e) Board Meetings; Place and Notice

f) Waiver of Notice

g) Absent Directors

h) Compensation 

i) Committees 

j) Order of Business

4. Things the by-laws deal with concerning officers:

a) Number and designations

b) Election, term of office, and qualifications

c) Resignation

d) Vacancies in Office

e) CEO

f) CFO

g) Chairman of the Baod

h) President

i) VP

j) Secretary 

k) Delegation

5. The by-laws also deal with Indemnification and Share and their transfer, and restriction s on ownership and transfer of shares, which is why Delaware has Section 3.42.

6. Section 342 of the Delaware Code, Close Corporation Defined; Contents of Certificate of Incorporation. .Delaware has code provisions that deal only with closed corporations and they broaden the governance of close corporations, ease the mandatory governance provisions that are found elsewhere in the Delaware Code.  To be a closed corporation you can only have 30 shareholders so you want your by-laws to have a provision dealing with the transfer of stock such that you will no longer be classified as a close corporation

B. Shareholder voting and agreements

1. McQuade v. Stoneham (1934) on page 463.  There was an agreement in and amongst shareholders that as directors they would vote for themselves to be officers at certain salaries.  McQuade was to be treasurer at a certain salary and he was dismissed and he is suing on this agreement.  McQuade had a full time municipal job in government and there was a statute that prevent government employees from a second job.  The court also formulated the rule that a corporation may be ruled by the board of directors and they shall not be fettered in doing what is in the best interests of the corporation by shareholder agreements.  This otherwise valid private contract is void because it is against public policy to have the board of directors fettered, directors must be free at any and all times to act in the best interests of the shareholders.  This decision encouraged people to passively invest in corporations  This is encapsulated in Section 8.01

a) Except a provided in section 7.32, each corporation must have a board of directors

b) All corporate powers shall be executed BY or UNDER the authority of and the business and affairs of the corporation managed by or under the direction of its board of directors subject to any limitation set forth in the articles of incorporation or is an agreement authorized under section 7.32, which contains the closely held corporation exceptions (can even abolish the board of directors)

2. Massachusetts is most important jurisdiction relative to minority rights and New York is the most important jurisdiction relative to rights of the board of directors.  In Clark v. Dodge we get a different result because all the there was unanimity (it was a unanimous agreement).  The clause that you could drive the officer out only if he was not faithful, efficient, and competent.  This agreement passes muster.  It provided the directors with enough discretion to interpret EFFICIENT broadly enough to mean that you can fire an officer if it is not in the best interests of the corporation. 

3. In light of McQude you cannot emasculate the powers of the board of directors.  McQuade provides for the centrality of power in the board of directors per Long Park v. Trenton-New Brunswick Theaters.  Directors cannot sign on to be permanent directors or officers (similar to coaches) so corporate directors get golden parachutes but no contract keeping an officer in office is valid in light of McQuade.  The directors have the right to fire you on day one.

4. Galler v Galler (1964) on page 469.  There is a shareholder agreement that agrees who will be elected to the board and it is not violative of McQuade because once on the board it does not limit or fetter the elected directors’ power and discretion.  The provision to provide for dividends with some protection for the surplus is violative of McQuade because it substantially fetters the board’s discretion and the board must have complete discretion (the Board may want to buy Blackacre rather than pay dividends).  Can provide for salary after the death of an employee if you make it a part of his salary at the time the board is hiring him.  The court also had problems with the agreement not being bound as to a timeframe.  The court also looked to see if anyone was harmed.  Need the standard form of contract and centrality of the board that provides a certain. degree of regulartity, certainty and norms when we have passive investors.  This case indicates that we need two types of contracts, one for closely held corporations and one for publicly held corporations.  This agreement would have been allowed in a partnership agreement so it should be allowed in closely held corporation between two brothers.  No other interests are threatened by this agreement.  The legislatures did respond to the judicial challenge in Galler and Section 342 resulted in Delaware and Section 7.32 in the model code entitled SHAREHOLDER AGREEMENTS. 

a) Can eliminate the board of directors if so desired (goes way beyond just fettering the board)

b) Make distributions as long as not violative of Section 6.40 dealing with having enough assets and being able to meet debts

c) Per Section 7.32(b), the agreement must be unanimous but subsequent amendments can be by vote that is set fort the in the agreement.  It is valid for 10 years unless otherwise provided.  The agreement can be in the articles of incorporation or the by-laws

d) Per Section 7.32(d) once the shares become publicly traded then the shareholder agreement becomes void. The shareholders are too numerous to contract in a meaningful sense.

e) Seciton 7.32(e) says that if the discretion or power of the board is limited it will relieve the directors of liability and impose the liability on those whom the power is vested

f) Section 7.32(f) the shareholder is not personally liable even if the corporation is treated like a partnership.

5. Legislative prescription is preferable to handling this on a case-by-case basis.  Business people want certainty and hate ambiguity

6. Note 5 on page 479 is indicative of the approach of the dead hand probleme and attempts to run the corporation from the grave. Wills and bequests that try to run the corporation from the grave are precatory only and are without the force of law because the dead hand is unable to deal with changes that the corporation may have to deal with so these types of bequests and wills are advisory only. Directions from the grave cannot be revised as can the by-laws per Section 7.32.

7. Triggs v. Triggs (handout, a 1978 New York case).  In this case the father favored one son over the others.  Part of the agreement (the buy sell agreement for the brother to be able to purchase the father’s shares) was violative of  the principles in McQuade but the court did not overrule the shareholder agreement in Triggs because the provisions the violated McQuade were not followed anyway (those provisions were never given effect).  The court severed the provisions and gave validity to the buy-sell agreement.  The dissent (Gabrielli) disagreed with the severance of the provisions in the shareholder agreement. He takes this very seriously and his argument is not without some force.  A court should not lightly sever provisions in an agreement because we do not know anything about the consideration because without the provisions that violate McQuade we do  not know if there would be a buy-sell agreement.  He says that were there is any ambiguity at all we should not violate McQuade.  The other judge takes the Galler approach of “no harm, no foul” and says you should view it as the incorporated partnership (per Judge Fuchsberg)

8. Zion v. Kurtz on page 479 (1980) a New York court is applying Delaware corporate law because New York has jurisdiction over the parties but the corporation is a Delaware corporation (this is the internal affairs doctrine).  The agreement giving the minority shareholder veto power is void because it is violative of McQuade but the court validates the agreement notwithstanding that there was not strict compliance with the Delaware statute that for a corporation to be classified as a close corporation it must be so stated in the articles of incorporation.  The agreement that is being upheld is in derogation of the CL, McQuade and Judge Gabrielli again dissents because he is a strong supporter of McQuade. He believes that statutes that are in derogation of the common law should be strictly construed and would allow not compromise such that if you were required to put the fact that it was a close corporation in the articles of incorporation that must be strictly followed.  Is McQuade still good law in New York after A party to an agreement is estopped from denying its validity on the basis that it is non-compliant when the compliance is not necessary.  The purpose of the Delaware statute is to inform others that a special law may apply to the corporation.  A majority shareholder is estopped from arguing failure to comply when he is most responsible for the non-compliance especially when the purpose of compliance with the statute is to inform and he is already informed. Mcquade may only be avoided in a manner prescribed by state law/statute and exceptions may be made where it is fair to do so per the Zion case. However, the in the Nixon case a Delaware court reached the exact opposite result 

9. New York cases

a) McQuade

b) Clark v. Dodge

c) Long Park

d) Triggs 

e) Zion v. Kurtz

10. Problem #4.  Any so-called arrangement will have to be unanimous and only represent a slight impingement so there is no CL solution for what they wish to accomplish because it is so violative of McQuade.  Clark v. Dodge allows a unanimous approval of a shareholder agreement that is only a slight impingement on the board and these agreements are not slight.  They would need a state statute that either derogates or is consistent with McQuade.  If you have a Section 7.32 agreement, it is not clear whether or not the agreement has to be in the articles of incorporation.  Pre-emptive rights is a good example – can you agree to not have then and have a written agreement and not revise the articles of incorporation however the statute requires you to amend the articles of incorporation in an opt out state (if you are going away from the default).  To be safe you should amend the articles of incorporation.  Per Section 7.32 you need unanimity.  Per New York law in Section 620(b)(1) you need unanimity and the agreement must be included in the articles of incorporation.  Under Delaware it does not have to be unanimous per Section 350 (the majority of the shareholders can have an agreement that is binding that is non-corporate and it does not have to be in the articles of incorporation).  However, if you use Section 351 you must have unanimity and it must be in the articles of incorporation similar to Section 7.32 and NY Section 6.20. To be violative of McQuade you usually need unanimity and the articles amended EXCPET under Delaware Section 350

11. What are the advantages and disadvantages of requiring a high vote and/or a high quorum? While it may protect the majority shareholder(s) it may also make it more difficult for the corporation to do business because

12. You get the protection provided in the Model Code per Section 8.44 and you can get the guaranteed salary per Section 7.32 subject to a resonableness test.  If Jessica robs a 7-11 she can be fired as CFO even though she has the shareholder agreement but the person removing her would have a high burden and that it rises to the level of violating public policy.  On the other hand, if Jessica is fired and has an employment contract she will have the burden of proof on establishing the employment contract.

a) Section 8.43, Resignation and Removal of Officers.  Section 8.43(b) An officer may be removed at any time with or without case by 

(1) The board of directors

(2) The officer who appointed such officer unless the bylaws or the board of directors provide otherwise or

(3) Any other officer if authorized by the bylaws or the board of directors 

b) Section 8.44 deals with the Contract Rights of Officers. The appointment of an officer does not itself create contract rights.  Section 8.44(b) states that an officer’s removal does not affect the officer’s contract rights, if any, with the corporation.  An officer’s resignation does not affect the corporation’s 

c) Salgo v. Matthews (1973) on page 492 stands for the proposition that the election inspector is not just a ministerial act or duty and that he has some discretion under Texas law.  The election inspector made an incorrect call but nonetheless the court upheld his call.  This ruling protects the election inspector’s discretion until the meeting is adjourned and after the meeting is adjourned lawsuits will be entertained as to the election inspector’s ruling for judicial economy and to encourage settlement and also to allow the inspector to change his mind during the shareholders meeting and no lawsuit will be entertained during the pendency of the shareholders meeting, only after it is adjourned.  The election inspector is supposed to follow the record, even if he sees the cash sell of the stock to another there must still be a proxy executed between the record holder and the purchaser of the stock.  The election inspector was not subject to a writ of mandamus instead they needed to get a QUO WARRANTO.  The election inspector does not follow the beneficial owner.  The proxy provides a degree of certainty to the election inspector.

13. Once a corporation has a number of shareholders the reliance on proxy voting becomes necessary because you could not otherwise get a quorum.  The default rule is that 50$ of the interests must be represented by presence or proxy.  Non-profits only require a 1/3 quorum.  Where there is great atomization of the shareholders.  Those that control the organization to use the treasury to get proxies/consent forms allowing the corporation and its directors to vote as they wish or will but they have to disclose to the extent they know how they will vote or their intention and the slate of directors that they will vote for and there is also a general proxy which allows them to vote of things that just come up or issues that come up after the proxy statement have been mailed

14. Record dates and record ownership.  The corporation carries in its legal records the owners of the shares as it knows them to be and the corporation sends out proxy statements and dividends as of the shareholders in the legal records as of the record date otherwise there would be chaos in trying to keep up with the beneficial owners, the person(s) who have purchased the stock subsequent to the record date.  The purchaser of the stock after the record date should get a proxy from the person who sold him the stock if he wants to vote at the next shareholders’ meeting

15. Voting rights by operation of law per Section 7.24 or by court order other means of determining who can vote

16. Shareholder voting rights can be determined (such that the election inspector is not dealing with chaos).   The rule in Sago is that the voting follows the record owner instead of the beneficial owner with the following exceptions:

a) Records

b) Proxies

c) By operation of Law such as Section 7.24(b) dealing with bankruptcy

d) Judicial orders – can thwart this by asking for a delay or continuance

17. Rule:  follow the legal ownership, not the beneficial ownership.  The receiver of the record owner has the right to vote proxies. 

18. In publicly held corporations the stock is in the street name company who hold the shares as a depository and just transfer in the Cede and Company (an example of the street name company) records the beneficial ownership.  As far as the corporation is concerned Cede and Company is the owner because they are the record owner and Cede & company must see to getting the proxies and the dividends to proper company. This system prevents pilferage and loss of the actual stock certificates and getting junk mail on offerings.  If Cede company, as record holder, did not vote the stock the way the beneficial owner wanted the beneficial owner would have to file a quo warranto; however, Cede Co. is in the business of doing this and they do not screw up.  If the shareholder wants to attend the meeting, Cede can give them a proxy or get the corporation’s records change.

19. Obtain 704(b), Action Without Meeting, If not otherwise fixed under 7.03 or 7.07, the record date for determining shareholders entitled to take action without a metting is the date the first shareholder signs the consent under subsection (a). No written consent shall be effective to take the corporate action 724(b)(3), 703, and 707

20. Section 7.22, Proxies

21. Section 7.23, Shares Held by Nomine, does allow for a nominee procedure that may or may not be followed.  Some states have not adopted 7.23 and some shareholders may not want to follow it.

22. Section 7.24, Corporation’s acceptance of votes

C. Voting 

1. STRAIGHT VOTING – you have a board of directors consisting of 8 directors and in straight voting you vote for each position so if you have 50 shares outstanding the most votes any one person could get is 50 votes for a total  of 400 votes

2. In CUMULATIVE VOTING you multiply the number of seats on the board of directors (8) by the number of shares you have (10) for a total of 80 votes and you can spread them among the candidates any way you wish..  The idea is to give minorities a voice (not necessarily control) in the voting.   John Stuart Mill is considered the father of cumulative voting (it was used in the Scandanavia), in the 19th century if was used in the west

3. Problem #5. If there are a total of 900 votes and 5 positions how many votes are required for him to get himself elected?  451 votes will get him elected and it will also get a majority of the board elected.  If you have a majority of the votes your people can be elected to every seat on the board.

4. Under Cumulative Voting you need 101 to get one person elected and to get a majority on an 8 member board 

a) Formula is Shares divided by directors plus 1 and then add one.  900/9 +1 = 101 shares to get 1 seat

b) To get a majority you need 501 votes 900 x5 divided by 9 and then add 1 which is 4500/9 + 1 or 501 shares and a total of 4,008 votes to get 5 seats

c) How many votes do we have?  4008 (501 x 8) and you would spread the votes 801, 801, 802, 802, 802 and you will win your 5 person majority (always).  The formula always work.  REMEMBER use the shares VOTING that is used in the numerator and you also have know how may seats it takes to obtain a majority on the board (5 of 8 or 2 of 3)

d) You opponent has 399 shares (900 shares minus 501shares than the majority has). 

e) What is the position of the MBCA on cumulative voting?  It specifies that you may “opt in” so the default rule is there is no cumulative voting. Like preemptive voting Texas has a provision that is opposite of the MBCA in that the default rule is cumulative voting unless you opt out  for straight voting.

5. Humphrys v. Winous Co. (1956) on page 499.  Reducing the number of directors to be elected always increases the ante in that it becomes harder to elected 1 person by cumulative voting so by creating classes of directors (also know as STAGGERING DIRECTORS which provides for classifying the directors such that they are elected in different rules).  The case also stands for the equal dignity rule.  It is the function of the judiciary to interpret rather than prioritize which is a legislative function.  The court can validate two competing statutes.  While this case was pending, the Ohio legislature passed a provision allowing classification of directors.  An example of a legislature prioritizing is Texas making DTPA superiority over other statutes.

6. Cumulative voting rights are actually in some states’ Constitution such as California.  Some people want to have cumulative voting in legislative election so that racial and religious minorities will have more of a VOICE.

7. Why does the MBCA disfavor cumulative voting?  Getting 1 seat on the board of directors rarely happened in large publicly traded companies because if you are that dissatisfied you will just sell your stock.  No director has ever been elected via cumulative voting in a Fortune 500 company so it is too much pain and confusion at the stockholders’ meeting to have.  In small closely held corporations, it is the tail wagging the dog because the control of the corporation is by agreement and not by electing the board.   In medium sized companies they love cumulative voting because it ensures at least on seat on the board and this gives venture capitalists more confidence. Directors have unlimited access to corporate records and the shareholders do not have that access and venture capitalists will have someone on the board who will have access to the records and will know what is going on, so management favors cumulative voting.  It is harder for the minority shareholders to get representation on the board via cumulative voting the smaller the board/denominator is.

8. Should we get rid of cumulative voting?  

9. Section  8.25 will also frustrate minority representation?  Put the minority board member on the useless holiday committee.  Another way to do this is to  have the meeting among the majority members before the real board meeting that includes the minority member.

10. Boards of Universities are affected by cumulative voting.  The University will have a chosen slate and also can get on the slate if the alumni send in enough votes.  It was used to get anti apartheid board members elected.

11. Ringling Bros Barnum & Bailey Combined Shows v. Ringling (1947) on page 506.  The ladies had a shareholder agreement on how to vote the shares and the agreement called for arbitration in the event the ladies disagreed.  However, the agreement did not provide a mechanism for how the arbitrator’s decision could be implemented.  This case is about the validity of the agreement.  The vice chancellor’s decision was to imply a proxy and vote the shares the way the arbitrator decided.  This is problematic because we do not want the election inspector to imply things and also because an implied proxy is a judicially created fiction. Mrs. Haley argued that the agreement is violative of McQuade but since it in no way fetters the boards power and is only an agreement to vote a certain way it did not violate McQuade.  The other argument was that the agreement constituted a voting trust in violation of the state’s voting trust statute; however, there was no separation of the ownership estate and the voting estate.  The remedy was to disallow Mrs. Haley’s votes and this was not an effective remedy for Mrs. Ringling and it worked to keep the control at least temporarily with John Ringling North.  The circus fire killed 180 people and Mr. Haley was found guilty of criminal act and put in prison and he said he was needed for the success of the  circus that was in turn required to pay the funds owed to the victims and this is why Mrs. Haley and Mrs. Ringling are no longer getting along.  This was bad lawyering in that the shareholder agreement should have also called for a proxy to be delivered to Mr. Loos, the arbitrator, in the event he had to decide on the voting when the ladies disagreed.  Its pique that is driving this litigation and not rationality and to frustrate this they could have taken the board as is and just voted against the Ringlings.

12. Brown v. McLannaham (1945) on page 521 dealt with a voting trust in that the voting trustees were changing debenture holders into preferred shareholders so they could continue control since they were debenture holders.  In a voting trust the shareholders tender their votes to the trustees and the articles could be amended by the trustees and the trustees amended the articles such that they could maintain control. Strictly speaking they could do this per the agreement; however, it was considered a violation of fiduciary duty in that the fiduciary cannot favor its interest over the interests of those it serves.  In the voting trust there is a formal legal separation, the voting estate from all the other estates of ownership.

13. Lehrman v. Cohen (1966) on page 527. You have an extended family and the shareholdings were equally divided which is a recipe for dead lock and they agreed on a dead lock-breaking device by creating an AD classification of stock to resolve friendly disagreements about corporate policy.  There was no thought that the AD stock would favor one side over the other but that in fact occurred and so they sought a judicial declaration voiding the AD class of shares.  Mr. D transferred the stock so that he could become the President of Giant Foods (like Randalls’ in the mid-Atlantic states).  Tried to argue McQuade to no avail and then tried to argue that it was a voting trust but there was no separation of the voting estate from the ownership estate.  The case in very important because is shows a change in judicial attitude toward voting trusts, which in the past were viewed with suspicion.  Voting trust was also in derogation of the CL; nevertheless there some pressure to allow voting trusts and it is in Section 7.30 (OBTAIN).  In the 19th century the courts were predisposed to say that something was voting trust and it is non-compliant with the statute.  We still have the same requirements but it is only the court’s disposition that has changes in that they are no longer apt to find a voting trust and then find that it is unenforceable.  A voting trust provides certainty of professional management for an extended period of time (10 years and can be extended for 10 years).  A voting trust is often used in corporation reorganizations and also as a condition for lending so that personal disputes and incompetence do not get in the way in the management of the company.  This case also goes back to and uses Section 6.30 which says you can create whatever classes of shares you want with whatever characteristics that you want so the AD stock was sanctioned by statute and the court was hesitant to invalidate it.  This case shows the court had come to see the utility of the voting trust.

D. Action by Directors and Officers

1. In the Matter of Drive-In Development Corp. (1966) on page 568.  This area of guarantees is probably the only area where the question of powers comes into play.  The power to bind the corporation is construed narrowly. If you put a  power in the articles of incorporation that is not statutorily allowed or not in the statutory framework and it narrowly construed .  The RULE in this case is that a certified copy of the minutes of the Board of Directors is assumed to be binding upon the corporation and 3rd parties may rely on the documents and they are binding upon the corporation.  This rule ties into Section 4.10 dealing with duties of the secretary on page 622 of the supplement.  You can rely on the minutes unless  you have any knowledge that undermines those minutes so poking around can be disadvantageous.  If you have minutes of corporation’s certified by the board’s secretary you can rely on the certified minutes of those proceedings and you do not have to check with anyone else, i.e. other board members as Mr. Gaudet incorrectly stated.

2. Black v. Harrison Home Co. (1909) on page 570.  There is little inherent power on the part of the President of the Corporation, the Corporation’s CEO.  In this case the President entered into a real estate transaction for the corporation and the question is whether the corporation is bound.  The bylaws of the corporation says the president and secretary can transact on the behalf of the corporation but the secretary is dead and at this time the court says the President does not have any inherent power to bind the corporation.

3. Lee v. Jenkins Bros. (1959) on page 575.  This case deals with the power of the CEO to bind the corporation.  The court said the President/CEO could bind the corporation in the ordinary course of business or with regard to ordinary business matter (this is what the Lee case stands for and promising the potential EE retirement benefits was considered ordinary) but not for extraordinary business matters.  The default rule is that a President may transact ordinary business so that business is kept flowing and we can assume they can do the business of the corporation.  That is the default rule but the highest authority is the board of directors and the board can trump the default rule with a board resolution and if the third person has knowledge of the directorial resolution the corporation cannot be held bound.  This case deals with INHERENT AUTHORITY (it inheres in the position).

4. Scientific Holding Co. Ltd. v. Plessey Inc. (1974), the handout case.  Judge Friendly is the most respected federal judge never to have served on the Supreme Court (other than Learned Hand). They were using the profits during the first year as the referent for the final terms of the agreement.  The President expressed doubts that he could change the terms of the agreement.  At issue is the authority of the President and whether the corporation is bound by the change in terms at the closing due to his company’s recent losses.  The directorial resolution as to the President’s authorization seem ambiguous but the boilerplate language was meant to give the President to make minor, ministerial changes at closing but the boilerplate does not stand for the proposition that the President can make any and all changes or can act outside his normal power.  The language does not enlarge the President’s powers.  Judge Friendly reiterates that the President can bind for ordinary business matter but not extraordinary business matters.  Since the President expressed doubt as to his authority to bind the company and the 3rd party must act reasonably.  Was the 3rd party’s reliance reasonable or unreasonable given the President’s expressed doubt. The court dealt with it via estoppel.  The undue delay in dealing with ambiguity will estop the corporation from repudiating the contract. The case also stands for the proposition that was the CEO knows will be attributed to the board (tricky but most jurisdictions follow this).   

5. Problem 6 deals with Directorial Decision Making.  The bylaws as well as the statutory framework are going to be important.  Reference Article 3 of the Bylaws on page 618 and Section 8.20 through 8.24 on pages 91-92.  We have an 8 person board and there is a transaction that must be authorized in 36 hours with 1 board member in the hospital, another boards member in Nepal, another board member in the Caribbean, and another board member in London.  Per article 3.4 of the bylaws you need a majority (5 members) for a quorum.  At CL there is no proxy voting by a director because a board of directors is supposed to be a collegiate and the collegial thinking process may bring about critical thoughts and debate and the decision making process.  So a board of director giving a proxy was not allowed at CL.  The bylaws seem to allow an informed consent and proxy but it cannot count for a quorum per Article 3.7.  The professor would not use Article 3.7 absent statutory permission.  Our alternatives are to set up a conference call per 8.20(b), which allows a meeting via teleconference and Article 9.1 of the bylaws, which allows telephone meetings and participation.  So all you need is one of the people (of those in the hospital, Nepal, Caribbean, and London). Another common alternative is Section 8.21(b), which allows written consent but unanimity is required, which is consistent with viewing the directors as a collegiate. If one director does not consent then a meeting is required again in keeping with the collegiate idea behind the board.

6. The modern trend is to have the #1 person be the CEO.  Sometimes one person may have all the officer titles.  Often the CEO will also be the Chairman of the Board.  The resolution of the board trumps in all the cases even though it is set fort in the bylaws

7. Problem 7.  Actual express authority is your strongest form of authority as in #1.  The VP frequently purchases machinery but the board had not explicitly approved it.  You would argue that she has apparent authority because the board knew of it and did not stop her from doing it.  You could also argue that she has inherent authority because the deal is so modest that it would be reasonable for 3rd parties to believe that the VP was authorized to do it. She may also have apparent authority.  The principal is going to lose close cases because it is easier for principals to deal with their agents on authority rather than have 3rd parties reluctant to transact business.  So the corporation has the burden to deal with unauthorized transactions by their agents.  It is reasonable that the corporation would be bound in a modest $1,000 transaction made by the foreman who is left in charge because the 3rd party was reasonable to rely on the foreman’s actions 7. You  have ratification but are the ratifiers any good.  This is the Mickshaw case whether CL ratifications are  good given the statutory provisions that have been passed.  As far as corporate law theories go you have a question but you definitely have an estoppel argument that they accepted the vehicle.  You could also use Judge Friendly’s corporate law ruling that the actions of the officers are attributed to the board.

8. Ratification is always by a 3rd party

9. Apparent authority has two bases

a) The viewing by a third party of the authority of the agent.  An agent is not the agent for his or her own authority so the agent can’t create the authority so the principal has to send signals to the 3rd person that the agent has authority, the principal holds the agent out and the 3rd party can reasonably rely on this COURSE OF DEALING AND A SNAPSHOT ARE THE TWO PRONGS OF APPARENT AUTHORITY

b) Signals from the principal

10. Sections 8.40 and 8.41 is silent as to officers and their duties so it is unhelpful.  The CL is Lee v, Jenkins, which is the default rule, which can be modified by the bylaws or resolution.

11. Section 8.22 requires notice for the meeting.  The statute requires a 2 day notice.  So just having the meeting is not enough you must also give adequate notice and the bylaws require 10 days notice per Article 2.5.  So notice is a separate requirement that must be met.  Per Section 8.23 of the statute attendance at the meeting is a waiver of the notice unless he state otherwise.  Where there is harmony on the board the notice requirement has little significance.  A director can also subsequently waive the notice.

12. Mickshaw v. Coca Cola Bottling (1950) on page 572, note 3. Giving incentive to employees on the job until they got drafted rather than the employees This case is the reason we have alternatives to a formally called meeting because closely held corporations act more informally.  Two of the directors had knowledge of the offer but the third one did.  It was problematic that there was no duly called meeting, which the CL required and then a majority of directors voting to bind the corporation.  The case stands for the proposition that a majority of directors in a closely held corporation can bind the corporation in the absence of a duly held meeting.  There is a big question whether this is good law given that the legislature has approved Section 8.21that provides for unanimous written consent, an alternative to a duly called meeting, but a Supreme Court may still find Coca Cola good law.  An alternative approach is an estoppel theory that the corporation is estopped from denying its promise because it received some benefit – the employees stayed employed.

13. You can shorten the notice requirement and lower the quorum per 8.24(b) for contingencies (the answer to # 4 of Problem 6).  You must do this in the articles of incorporation or the bylaws

14. Where there is actual authority the appearances do not matter (i.e., Howard Hughes wandering around in the desert still has actual authority).

15. A plaintiff’s attorney should seek recovery on all theories of authority per Part II of Problem 7 and you would describe each.  Cast the net as far as you can.  The corporation should settle this case

a) Actual authority

b) Apparent authority

c) Inherent Authority

d) Ratification

16. Part III of Problem 7 involves a significant transaction so we don’t rely on the default rule so before you start the transaction you get certified copies from the Secretary of State to make sure the corporation is authorized to transact the business and do it again on the day of closing to make sure nothing has changed.  You will also want certified copies of the resolution that authorizes the transaction and knowledge that the officer is authorized to transact business.  You also get a signature facsimile of the signature of the person that is binding the corporation (this is convention)

a) Corporation is authorized

b) The specific transaction is authorized

c) The person doing the transaction is authorized – send two authorized teams if it is a big deal in Austin on 12/31/xx, at the end of the year.

17. Review

a) When using the formula for cumulative voting, always go back to the basic formula, do not extraprolate.  If you have calculated the amount of shares needed to elect 1 director you cannot use that amount of shares times 2 to get the number of shares needed to vote in 2 directors

b) Section 7.3.2, all of those provisions must be met or under Delaware once you have 31 directors you no longer have a closely held corporation (or if the corporation is publicly traded).  McQuade is still good law in the absence of statutory provisions that provided otherwise

c) The court must follow the following order of law:

(1) Mandatory law such as statutes

(2) Mandatory law such as CL dealing with indemnification or piercing the corporate veil (3 prong test) 

(3) Mandatory law with options such as preemptive rights in Texas or cumulative voting.  They are mandatory in Texas unless your articles of incorporation state otherwise.  

(4) Mandatory law with close corporation options The statutory prerequisites for close corporation must be met.  In Illinois in the Galler case they overruled McQuade in light of the fact that the legislature has failed to act.

V. SHAREHOLDERS:  OPPRESSION, DISSENTION, DEADLOCK, AND DISSOLUTION

A. OPPRESSION

1. Donahue v. Rodd Electrotype Co. (1975) on page 438. Ephemia Donahue v. Athalie Doris Jay.  This case reflects a change in the law.  Bottom of page 440 to top of page 441 is the CL definition of closely held corporation (small number of shareholders, not market for the shares, and substantial stockholder participation in the management, direction, and operations of the corporation).  Mutual agency and substantial interdependence and a great percentage of the net worth is wrapped up in a few individuals which is not the case in large corporations such as AT&T.  Mutual agency is the fact that the participants can ordinarily bind the corporation and can affect the assets of the other stockholders and can implicate the wealth and finances of the other stockholders.  In large corporations all the stockholders cannot go out and bind Dell computers by buying trucks for Dell.  Another factor is the close working relationship.  Similar factors are used to justify the high standard fiduciary duty required in partnerships and close corporation (“utmost good faith and loyalty,” which is a higher standard than fiduciary duty, it is also called a STRICT FIDUCIAY DUTY).  You have majority shareholders because they are acting as a group to control the corporation and they have a fiduciary duty because they control property that belongs to others, the minority.  The case stands for the proposition that in a closely held corporation shareholders should have EQUAL OPPORTUNITY IN A CLOSE CORPORATION RULE to the benefits of the corporation.  It is extremely important that we are talking about CORPORATE FUNDS to buy out Harry.  There is no fiduciary duty in the shareholders themselves were buying out Harry.  There is no recourse for the minority shareholders unless the court steps in because there is no market for their shares. This is a groundbreaking case because prior to this it was thought the majority could be more selfish in their actions.  The relief is that Mrs. Donahue is treated just like Harry or the deal must be rescinded.

2. Note 4 on page 448 deals with Wilkes v. Springside Nursing Home, which is just as important as Donahue because it is the court’s retort to criticism of the Donahue case being restrictive on the majority shareholders being able to conduct corporate business.  There was no corporate purpose for buying out Harry in the Donahue case.  The Wilkes case stands for the fact that the equal opportunity doctrine may be moderated if there is a legitimate corporate purpose and the majority must first prove there is a legitimate corporate purpose and the minority must show that there is a less harmful alternative approach. Equal opportunity, as modified in Wilkes, is thought to be a happy compromise between the majority’s need to conduct corporate business and the minority’s interests. To use the Wilkes opinion in the Donahue case, the Rodds would have had to have shown the business reason was that Harry has lost it and it making bad business decisions and is embarrassing the company so they have to pay him a premium to get rid of him (this would be a legitimate business reason)

3. Possible abuses to minority shareholders on page 442, freeze out techniques of the squeezers

a) Refusing to pay dividends

b) Draining the corporation’s earnings in the form of exorbitant salaries and bonuses to the majority shareholders-officers and perhaps to their relatives

c) High rents paid to majority shareholders

d) Deprive minority share holders of corporate offices and employment 

e) Selling assets to majority shareholders for an inadequate price 

4. Massachusetts is one of the leading states, if not the leading state, in terms of the rights of minority shareholders.  Delaware is less solicitous to minority shareholders, which is in keeping with being favorable to corporations and corporate management 

B. DEADLOCKS

1. Gearing v. Kelly (1962) on page 545. Lee resigns from the board and Kelly Sr. and Kelly Jr. call a meeting to replace Lees and Ms. Meacham “boycotts” meeting and the issue is whether Hemphill’s election to the board is valid.  The statute is ambiguous because it says vacancies may be filled by those remaining in office but it is unclear as to whether the vacancies may be filled when less than a quorum is in office.  The court refused to reverse because it finds Ms. Meacham is at fault for willfully staying away and not providing a quorum.  This case has been criticized because is stands for the proposition that in order to fulfill their fiduciary duty a minority shareholder has to attend the board meeting and see his interests harmed.  Hemphill’s election reflects a shift in the power of the corporation because there will be a deadlock at the next shareholders’ meeting which could then be the basis for dissolution of the corporation.

2. Section 8.05, Terms of Directors Generally, Section 8.05(b) says the terms of all other directors expire at the net annual shareholders’ meeting following their election unless their terms are staggered under Section 8.06.

3. Section 8.10(a)(3) is meant to change the results of the Geary case in that Ms. Meacham is not required to show up such that she can provide a shifting of control to the majority shareholders.  The provision allows the remaining directors to fill a vacancy if the directors in office constitute fewer than a quorum of the board, they may fill the vacancy by the affirmative vote of the majority of all the directors remaining in office.

C. DISSOLUTION

1. Section 14.30.  The preamble is important because it says the court MAY dissolve a corporation, which means it is completely within the court’s discretion and this is the expansive part of the court’s power and the limitation part of the court’s power is that they can only dissolve a corporation in the outlined provisions of the statute

2. In re Radom & Neidorff, Inc. (1954) on page 547.  What may Radom do now that he has lost his court battle with his sister.  Is it economically practical for Radom to start his own business because he only needs $9,500 in assets, which means that the value of the business is its goodwill.  Legally though you will be acting adversely to the current corporation and you would also be stealing the current corporation’s customers which would be a breach of fiduciary duty as long as he had an interest in Radom& Neidorff.  In a dissolution you have a liquidation of the assets and a sheriff’s sale in which Radom would have probably bought the assets and this would have be unfair to Radom because the business was built by both Radom and Neidorff and even though Neidorff is dead he has the right to pass it on to his heirs (Radom’s sister).  He has to account for the extant business, the business we have, now that Neidorff had died.  Rejecting the petition for dissolution is fairer to the sister.  The court also discusses its reluctance to dissolve an operating corporation.  If the private disputes are not affecting the operations of the corporation, the court’s are biased against dissolving corporations because the corporation will no longer be paying taxes and people may be unemployed (even if temporary, if you agree with economists that say that just because the legal entity is dissolved the beneficial operations or product would continue in some other form).

3. Subchapter A deals with VOLUNTARY DISSOLUTION

a) Section 14.01 allows for a relatively easy way for a corporation to be dissolved if it is not doing anything.  If you have formed a corporation just to investigate something that doesn’t go anywhere use this section to dissolve the corporation.

b) Section 14.02 provides for dissolution by the board of directors and shareholders.  This is a corporate dissolution and all that is required is a proposal by the board to dissolve and ratification by the shareholder  

4. Subchapter B deals with ADMINISTRATIVE DISSOLUTION such as not paying franchise taxes or delivering its annual report to the secretary state within 60 days after it is due per Section 14.20 (not being a good corporate citizen)

5. Subchapter C deals with JUDICIAL DISSOLUTION

a) Section 14.30(1) – the attorney general will only get involved if there is good PR to be had (usually involving externalities, such as pollution or harm to the populace)

b) The heart of judicial dissolution is Section 1430 is #2 

(1) Section 14.30(2)(i) you must remember that the initial phrase is controlling in that there must be a DEADLOCK before there can be a judicial dissolution. Directors are deadlocked in the management of the corporate affairs, the shareholders are unable to break the deadlock, and irreparable injury to the corporation is threatened  

(2) Section 14.30(2)(ii) provides the liberal cast or definition put on “oppressive” that gives minority shareholders more leverage than the Davis v. Sheerin case.  The directors or those in control of the corporation are acting in a manner that is illegal, oppressive, or fraudulent

(3) Section 14.30(2)(iii) provides that the corporation MAY be dissolved if the shareholders are deadlocked in voting power and have failed, for a period that includes at least two consecutive annual meeting dates to elect successors to directors whose terms have expired; or

(4) Section 14.30(2)(iv) provides that the corporation may be dissolved if the corporate assets are being misapplied or wasted may be grounds for dissolution per Section 1420(2)(iv)

c) Section 14.30 (3)involving creditors right to dissolve a corporation is rarely used as a matter of practice because creditors use creditors’ rights and insolvency law/statutes

d) Section 14.30(4) involves a proceeding by the corporation to have its voluntary dissolution continued under court supervision and the professor has never seen or even heard of this being invoked.  

6. Davis v. Sheerin (1988) on page 554. The court affirms a buy out as a remedy but there was a procedural problem in that the Texas Business Corporation Act did not allow for a buy out but the court said it could use its equity power to affirm the buy out reasoning that if it could execute people or dissolve a corporation it could order a buy out through the use of its equity powers.  The court defines OPPRESSION should be deemed to arise only when the majority’s conduct substantially defeats the expectations that objectively were both reasonable under th circumstances and were central to the minority shareholder’s decision to join the venture.  

7. Abreau v. Unica Indus. Sales Inc. (1991) on page 562.  The defendants were breaching fiduciary duty by trying to start a competing business and the court appointed the son-in-law of the plaintiff to restore peace to the corporation and break the deadlock and the defendants think this provisional director is biased but in fact very few people will know where the bodies or skeletons are buried in the corporation and the court said you have to look at the circumstances surrounding the selection of the provisional director.

8. Section 14.32 provides for receivership while the company is shutting down to wind up and liquidate and custodianship as a bridge to manage the business and affairs of the corporation. 

9. Problem #8A, the shareholder agreement is not in writing and so you don’t even get into Section 7.32 unless the shareholder agreement is in writing.  Assuming we having a writing that complies with Section 7.32(b) and Michael as a minimum would get his money (salary) and he may or may not be restored to his position.  Under one analysis that is what the parties contracted for unless Michael has done something illegal such as robbing a 7-11, the others should have put some conditions relative to performance in the shareholder agreement so he will get his salary even though he is no longer serving.  There is no agreement about dividends in the shareholder agreement so Michael can’t force the payment of dividends (although dividend agreements are allowed per Section 7.32)

10. Problem #8B, in Smith v. Atlantic Properties in Note #3 on page 448, the court imposed liability on a minority shareholder for the claimed misue of a veto power to prevent the payment of all dividends.  He was holding the corporation hostage and would not allow dividends to be paid and this caused the IRS to audit because of the accumulated earnings (the IRS wanted to tax the accumulated earnings).  Defenses against accumulated earnings are things like planned expansions and if you don’t have a legitimate reason for the accumulated earnings, corporations will generally approve dividends but in this case Smith would not vote for the dividends and the corporation was taxed and Smith was found to have acted unreasonably in causing the corporation to be taxed on its accumulated earnings.  This is the only case where a minority shareholder was held personally liable for his veto power, so it would be an uphill battle to find Bernie liable for vetoing the new investments.  You would have to prove causation, damages, and that the veto was unreasonable as it was in the Smith case.

11. Problem #8C1.  We do not have a deadlock because the agreement was not in writing.  Could Michael compel the dissolution of the corporation.  There is nothing in the facts that show that Michael’s conduct was unreasonable (i.e., robbing a 7-11) so by removing Michael as an officer and employee would meet the Section 14.30(d)(2) definition of oppressive which is on page 556.  To remove yourself from the court’s discretion (the MAY power) a corporation should have an agreement concerning dissolution such that all the court would have to review is the contract and not the policy reasons for dissolving the corporation such as people becoming unemployed 

12. Problem #8C2 we have a deadlock and Section 14.30(2)(i) comes into play and Radom v. Neidorff is instructive because you must look at whether the corporation will be irreparably harmed.  Is the corporation functioning despite the personal dispute.  There would be a substantial burden on the proponents of the dissolution to prove a nexus between the losses and veto.  You would also want to know the predisposition of court on dissolution.  Most corporations prefer to have an express contract that deals with dissolution usually calling for a buy out rather than a legal dissolution.  The buy-out involves setting a price or a mechanism for determining price and the buy-out can be completed over time.  The dissolving party may be able to exact a tribute because the business loses in a dissolution because the assets are frozen and liquidated and the business is disrupted in a legal dissolution (people traipsing through doing valuation, customers will go elsewhere because you put a wrench in their ordinary lives

13. Inherent authority is actual authority, it inheres in the position. The paradigm is that the President of the corporation has the authority to transact ordinary business and it will bind the corporation.  VP do not have much in the way of inherent authority but per the problem a VP would have inherent authority for a $1,000 transaction.  Her course of conduct that was not reprimanded by the board was apparent authority and also her VP position gave her inherent authority

14. At CL no restrictions on share transactions were allowed or countenances.  Gradually over time that gave way to the rule that share transfer restrictions were allowed as long as they were reasonable and over time what is reasonable has broadened but there can not be an absolute ban on transfer, that will be void if it is a corporation rule that does not have the express consent of each shareholder.  Section 6.27(c) provides the rationale and bases for allowing share transfer restriction.  Section 6.27(d) provides you with the types of restrictions:

a) Right of first refusal

b) Offer to the corporation or other persons to acquire the restricted shares (an option to purchase)

c) Require the corporation, the holders of any class of it shares, or another person to approve the transfer of restricted shares if the requirement is not manifestly unreasonable

d) Prohibit the transfer of the restricted shares to designated persons or classes of persons, if the prohibition is not manifestly unreasonable

15. Section 6.27(c) provides the bases for restricting shares

a) To maintain the corporation’s status when it is dependent on the number or identity of its shareholders

b) To preserve exemptions under federal or state securities law (you must register your corporation if you have over 35 shareholders)

c) For any other reasonable purpose

16. Section 3.42(a)(1) of Delaware code on page 450 defines the close corporation.  If the 30th shareholder wishes to sell his shares to 2 people then a Delaware corporation will lose is close corporation status which is why the corporation should be allowed a right of first refusal, the share transfer will be at the same price that the potential purchasers are willing to pay or at a preset price as long as the preset price is not unreasonable 

17. Ling and Co. v. Trinity Savings and Loan Association (1972) on page 534.  The shares were pledged as security or collateral for a loan.  The debtor defaulted and the bank became owner of the stock but the stock had transfer restrictions such that the corporation had the right of first refusal and then the shareholders had the right to purchase.  The test of reasonableness is not an exacting one because share transfer restrictions have been viewed as salutary but the restrictions have proven their value.  The restriction must be on the face of the shares and it must be conspicuous and we use the conspicuous test that is found in the UCC in Texas and most other states.  Knowledge also comes into play.  If the UCC is met, then the restriction in binding and if the UCC test is not met the burden in on the proponent of the restriction to prove that the purchaser had knowledge of the restriction. 

18. The convention of right of refusal is that the corporation has the first right of refusal and then the shareholders have the right to purchase in relation to their share ownership and then if any of them do not take advantage of the purchase then the unpurchased shares can be offered to the shareholders. 

19. The redemption of shares by the corporation acts as a dividend because takes corporate assets from the corporation and gives it to the shareholders; therefore, if the redemption of stock as a result of the stock restriction violates any of the 6.40 criteria for distributions to shareholders, the corporation cannot exercise its right of first refusal 

20. Section 640(c) says that distributions cannot be paid if the corporation is unable to pay its debts or the total assets would be less than its total liabilities  

21. The Waldbaum article on page 539 deals with valuation.  You can use the price being offered but the problem is you will call up your brother-n-law and have him

22. Valuation is advantageous for estate tax purposes.  If a price is set that is not unreasonable the IRS will accept that price as reasonable.  The IRS will determine the value of shares and it will always be higher than the valuation of the shareholders so that provides incentive for many to have buy sell agreement where there is little expectation of purchases or buying or selling so the service will accept a reasonable valuation.  Valuation can be done in a variety of ways usually by formula or done by appraisers or it can be by book value. In a real estate company it can be the value of the real estate and GW does not come into play.  Book value deals with the hard assets.  GW is important for a contractor where the success of the company is based on the contractor’s reputation.  The problem with fixed price is that you must update it periodically.  The formula can be the average of the profits or income over the past five years and them multiply it by a factor.  You can also value it by comparing it to the value of a very similar publicly traded corporation.

23. Death, disability, bankruptcy were triggering events that gave the corporation the option to repurchase shares.  It is void as against public policy to give $200 for the death of the corporation shareholder and only 50 cents in the case of divorce.  You must be quite specific as to the triggering events and who has the option to purchase so as to not upset the power balance and because they are strictly construed (beware of malpractice) 

24. It is not atypical for the corporation to take out insurance on the shareholder snd then use the proceeds to buy the deceased’s shares and the creditors cannot get the proceeds even if Section 6.40(c) is being violated. 

VI. The Duty of Care (Chapter 11)

A. The two prongs of fiduciary duty for corporate directors are:

1. The duty of care

a) This goes to skillfulness or the lack thereof

2. The duty of loyalty

a) This goes to honesty.  Given our Judeo Christian background we have more exacting standards for honesty than for skillfulness

b) The corporate opportunity doctrine is an offshoot of the duty of loyalty

B. Litwin v. Allan (1940) on page 747.

C. The bank would buy the railroad’s debentures to keep JP Morgan’s investment going.  The railroad had an option to re-purchase the debentures at the same price they were sold to the bank.  The interest on the debentures was 5.5%.  The directors were held to be personally liable because of their great improvidence in striking the deal.  The risk was too great when compared to the potential for gain.  The court makes a distinction between the trustee of an express trust where the primary duty is to maintain the res and they are personally liable regardless of good faith for losses arising from infraction of their trust deed, they are liable for simple negligence and corporate directors, while corporate directors have a fiduciary duty that is based on corporate law and we want corporate directors to be risk takers to be able to deal with boom and bust situations.  The source of the both fiduciary duties (trustee of trust and corporate directors) are the same but it has been modified in light the results that are desired. We need gross negligence to have liability for corporate directors

D. Shlensky v. Wrigley (1968) on page 754.  Unlike the Dodge v. Ford, Wrigley (who also owns the chewing gum) was able to show more of a nexus between not having lights and business reasons even though his true motivation was that baseball should be a day game but he was able to bring the concern for the neighborhood into the business reasons. This is you pure business judgment doctrine case in that the court will not substitute its business judgment for what is in the best interest of the corporation Fraud, illegality, and conflict of interest is the standard used in this case (you must also add great improvidence to the standard per the last case).  Wrigley now has lights but it was a result of lucrative TVcontracts and not being able to have their play offs at the Wrigley field.  If the court required the lights they could also require the ball club to hire a left-handed pitcher.

E. Francis v. United Jersey Bank (1981) on page 759.  She did not do any decision making so the Business Judgment Rule could not save her.  The number of cases that go to judgment of liability is few.  Her husband died and she started drinking and didn’t do anything relative to the business (nonfeasance) and her sons took customers’ insurance money and characterized them as shareholder loans, which could have been easily detected on the financial statements.  There must causation between the complained of behavior and the harm.  Had there been two sets of books she would not have been found liable. There is a causation requirement, there must be a nexus. 

F. Section 8.30, Standards of Conduct for Directors

1. Each member of the board of directors, when discharging the duties of a director shall act:  (1) in good faith, and (2) in a manner the director reasonably believes to be in the best interest of he corporation

a) If there is a colorable claim of conflict of interest you do not meet the good faith of Section 8.30(a) so you don’t even get into Section 8.30(b)(c)(d).

2. … the members of the board shall discharge their duties with the care that a person in a like position would reasonably believe appropriate under similar circumstances

3. Sections 8.30(c) and (d) deal with when the director may rely on information

4. Section 8.30(e) tells who the director may rely on.

G. What the standard does not tell you is we have the business judgment rule.  If the director uses the requisite amount of care in making his decision (emphasis on the decision making process) which means that he is not grossly negligent in the decision making process then the substantive decision can be the basis for liability ONLY if greatly improvident, which means completely unreasonable. 

H. Business Judgment Rule

1. If decision making process in not grossly negligent

2. If this standard is met

3. The substantive decision can be basis for liability if greatly improvident. 

4. Smithv Van Gorkom (1985) on page 767.  This case implicates the relationship between the shareholder and the corporation as opposed to just dealing with a transaction.  The business is being sold to outsiders and the question is how much should the shareholders get for their shares in the buyout, so this case affects the shareholders much more.  The Pritzkers are corporate bankers, they buy and sell companies, they are all legally trained but they don’t practice because they make more as corporate takeover specialist.  The shares had been traded at  $35-38 and the buy out piece is $55, so why isn’t this dispositive.  The $55 price was not dispositive because it did not take into account the intrinsic value of the company but why isn’t this the market price of $38.  Intrinsic value is what others are willing to pay for it and in this case there were other parties willing to pay more than $55.  The court said the board was grossly negligent and the case stands for the proposition that you cannot sell the company based on a 2-hour meeting and a 20 minute presentation and also the fact that there was no in depth analysis performed.  Again the court’s focus is on the decision making process.  The primary problems in the decision making process are as follows:

a) Insufficient time for study and analysis of the merger and all the issues that would be involved

b) No inquiry was made into the merger price, there was no inquiry into the intrinsic value

c) There were no formal merger documents presented to the directors for their study and analysis, they did not even have a summary of the basic terms of the agreement and the documents were signed by Van Gorkom without his even reading them.

5. Should the inside directors be held to a higher standard than the outside directors?  The court treated all the directors alike. They tool a united front believing the court would be hesitant to pin liability on such a distinguished group of outside directors but t his was not the case and the court found them all liable based on gorss negligence and highly inadequate decision making process so they were not protected by the Business Judgment Rule (BJR). When the process is deficient the substantive decisions can be a basis for liability.  The settled for $23.5M and t he D&O policy covered $10M and the Pritzker’s kicked in $13.5M so their reputation would not be harmed.  Plaintiff represented 12.7M shares and the case showed that there was a buyer for $60 a share or $5 higher and $5 multiplied by 12,700,000 shares is approximately $65M so $23.5M settlement was a good deal.  This was the largest settlement to date against a board and the case deals with GROSS NEGLIGENCE

6. In re Caremark Intern. Inc. v Derivative Litigation (1996) on page 784 deals with the responsibility of directors to monitor corporate affairs.  You have a corporation with hundreds of thousands of employees and the court said that the board was not responsible for antitrust violations.  There is incentive for lower level managers to pursue monopolistic and oligopolistic practices so they can increase profits and they are far removed from both outside and inside directors.  So Chalmers stands for boards being responsible for transactions but not for operations.  Is there responsibility on the part of the board for things that never bubble to the top, the board of directors.  The Chalmers opinion’s tone say boards are not to establish corporate espionage if there is no indication of a problem.  Caremark takes care of the forgiving opinion by saying in a highly regulatory environment (where effluence are party of natural by-product of the manufacturing process) then the board may be responsible for putting in place monitoring mechanisms. If highly regulated, the directors should pay more attention is the message of Caremark.

7. All brokerage firms are supposed to have compliance programs that detect and prevent insider trading.  Without compliance programs, the companies’ boards would be subject to personal liability.  Two problem areas for brokerage firms are:

a) Suitability- assures that the risk is appropriate for the investor

b) Churning – asserts that the trades were made not with the primary purpose of increasing the client’s portfolio but only to generate commissions

c) Insider trading

(1) No brokerage firm could avoid liability for the above three weak area without compliance programs dealing with each

8. Caremark stands for the fact that the court will no longer entertain the laissez-faire approach of the Chalmers.  Caremark did meet its basic responsibility to MONITOR even though not perfect.  There is no perfect monitoring system.

9. Federal securities law requires that proxy material contain all material information relevant to decision be included in the proxy statements.

10. Malone v. Brincat (1998) on page 792.  Fiduciary duty under state law to provide all material information on a transaction that you are asking them to vote on and it is a breach of fiduciary duty to mislead shareholders or omit information and when communicating with shareholders on financial health or status you must do so honestly.  No cooked books or off the books transactions.  The Malone doctrine could apply to Enron and Tyco on the financial records that mis-state the financial viability of the corporation.

11. PROBLEM 9.  On what bases can the plaintiffs sue.  Have merger/transactional and operations problems.  The anti-trust problems should  have been discovered prior to the merger (transactional claim that the directors should have discovered the anti-trust problems and either should have not done the deal or done the deal under different terms) and also should have been discovered after the merger (operations). In a derivative the corporation is both the plaintiff and the defendant but it is the nominal plaintiff and nominal defendant and the board of directors are the primary defendants.  Can the figurehead widow of the founder have the defense that she knows too little and is she off the hook because she was not at the meeting.  She not off the hook relative to the operational issue but she may be able to avoid liability for not attending the meeting where the merger was approved, if it was a one-time absence such as due to flu she may avoid liability but if there is a pattern of absences she may be liable (this is related to the causal relationship in that she was not a part of the majority that approved the merger).  As an outside director she may have more cover on the operational issue but again one would have to inquire about how often the operational issues came before the board.  The fact that she knows too little about the business will not be a defense to either the transaction or operations issue. There is a minimum floor that she know something about the business otherwise she should not have a position on the board.  There is no ceiling.  You can hold each director liable and judge them in light of their training so some directors may be held to a higher standard.

12. Section 8.24(b) in which abstain or vote against a transaction will give a director absolution from liability (some states require a vote against).  In the wake of all the social pressures to conform the director is entitled to absolution if he stands firm and there is a recorded abstention.  He still has a responsibility to not act grossly negligent regarding implementing the transaction even though he lost the vote on the transaction itself (such as not investigating the anti-trust violations). He will be liable the operations issue although he may have some cover since he is an outside director.

13. Can the other directors rely on Meacham’s recommendation of the transaction?  No, because the reliance must be reasonable based upon the circumstances per Section 8.30(c), (d), and (e).  Neither can you rely on Jordan’s study because he has conflict in that his firm will do the merger work if the merger is approved.  RULE IS THAT RELIANCE MUST BE REASONABLE.  Also can’t rely on Grays program to prevent further antitrust violations because it is a toothless piece of paper

14. Which directors should be held to a higher standard for liability purposes?

a) Meacham will because the had more information about the transaction and did not disclose it

b) Jordan will also be held to a higher standard because of his close proximity as an inside director.  Inside directors may have vulnerability and liability where outside directors will not because information 

c) Gray will be vulnerable because antitrust is his area of expertise and he should have seen the problems more quickly than the other directors

15. The relationship of the BJR to the duty of care.  Section 8.30(a) and (b) provide that BJR is focused on the process.  Section 8.30(b) suggests that there is liability for negligence but it is aspirational and while we desire non-negligent directors the standard is gross negligence for a director to be personally liable.  If the there is no gross negligence then there will be no personal liability on the  part of directors.

16. Joy v. North (1982) in handout shows the scope of the BJR and its basis.  Business decision-making is a risky endeavor and we are not trying to cast broad liability.  Also hindsight is always 20/20 and also we do not want to have risk averse directors and the reason we have more booms than busts is a result of not having risk averse directors.  Stock diversification also helps spread the risk for risky decisions that directors may make.  BJR does not apply where the decision lacks a business purpose or if there is a colorable case of conflict of interest in which you never get out of Section 8.30(a).  If the process passes muster then the substantive decision cannot be the basis of liability but this cannot be reconciles with Litman v. Allen in which you have a process that that passed muster and yet you had personal liability the plaintiff would argue Litman v. Allen.  Directors are also personally liable from an obvious and prolonged failure to exercise oversight of supervision. 

17. MBCA Section 2.02(b)(4) versus Delaware Section 102(b)(7) relative to personal liability.  Delaware Section 102(b)(7) has a looser definition than the MBCA so directors would prefer that. BJR does not cover any breaches of the duty of loyalty AKA as conflicts of interest.  Plaintiffs bar will go after breaches of duty of loyalty when you have exculpatory provisions in the corporate statutes, so plaintiffs bar has not been deterred at all by MBCA 2.02(b)(4) and Delaware 102(b)(7).   Lurking in the background are conflicts of interests. These statutes also do not cover criminal actions on the part of the board members.

18. Problem #9 (7), it is one of the tools that is available.  Law of economics say we should abolish the duty of care and let market mechanisms take care of it such that when the directors do not act appropriately the price of the shares will drop and a corporate Hot managers get high raises and get hired away is the market mechanism.  Close corporations have not market mechanism but you handle it via the contract that if profits drop to $x level a director is kicked off the board.  Empirical evidence shows that acquirers do not want to buy or purchase poorly run companies so the markets are not perfect correcting mechanisms, so not that effective on policing directors.

19. Problem #9 is not as important as Van Gorkom

VII. DUTY OF LOYALTY AND CONFLICTS OF INTEREST.  We will assume that Delaware Section 144 applies for the duty of loyalty because it is more like Texas’s statute and most states do not follows MBCA Section 8.60 because it is too complex.

A. Schlensky (this was also the fellow who sued Wrigley for night time baseball) v. South Parkway Building Corp. (1960) handout. Procedurally what is different about the case than the duty of care cases. This case involves self dealing and the burden is on the person accused of self-dealing.  Where there is a colorable conflict of interest Section 8.03 does not even apply. Defendant controls the decision making process of both enterprises and the minority shareholders of one enterprise are disadvantaged (the one in which Schlensky is involved) as a result of the transaction so the burden is on defendant Englestein to show that he has met the standard that corporate law demands relative to his conduct

B. Evolution of the law of duty of care. Originally where there was this type of conflict it resulted in the transaction being void.  This approach has administrability in its favor but it was not a discerning approach because some transactions were beneficial to both parties so the law looked for a way to not condemn the beneficial transactions while condemning harmful transactions.  The law sought more balance.  The next step in the evolution that allowed transactions that were not unfair to avoid condemnation upon complaint by a shareholder but the proponent of the transaction bore the burden of proving the transaction was fair.  There was still dissatisfaction because there was uncertainty and unpredictability in how the cases would be resolved which led to the third stage in which if a majority of the directors was present and voted for the transaction and the there was a majority of disinterested shareholders on the board and they voted in favor of the transaction, the burden shifted to the shareholder to prove the transaction was unfair.  An example is a board of directors with 25 members and 20 of them are outside, disinterested, independent directors, the 3rd stage of evolution would require 13 votes in favor of the transaction not just a majority of the outside directors.  This is why it is necessary for Bernstein to be found to be disinterested and independent director so there could be a majority of disinterested directors and the burden remained with Englestein.  The way to sustain the transaction was to prove that the lessee had the same terms as an arms length transaction.  Notwithstanding a conflict of interest (COI), a proponent can avoid a nullifying of the transaction if he can prove that the transaction was the same as an arms length transaction.  In the 4th stage as long as we have a majority of the independent members of the board (numbering at least 2) then the burden will shift to the opponent of the transaction.  Having only one independent director on the board.

C. Marciano v. Nakash (1987)  on page 848.  The Nakash’s were the managers and they corporation was in bankruptcy and the Nakashs are making a claim for $2.5M in loans as creditor claims and the Marciano’s say the loans are void because of SELF DEALING.  The Marcianos want the Nakeashs to be last in line with them because under the ABSOLUTE PRIORITY RULE the Nakashs would get their loans paid to them before any equity can be split between the Marcianos and the Nakashs. There is no procedure by which the burden can be shifted because there is a deadlock.  Fairness is always a defense and unfairness is always a basis for condemnation.  The legislature cannot have meant to provide a procedure whereby transactions that are unfair to minority shareholders are exempt from judicial scrutiny 

1. Fairness is always a defense (the court found the Nakash transaction to be fair notwithstanding the fact that it was not approved and the Nakashs had the burden of proving it was fair which they did.  We do not want to unnecessarily deter loans from insiders in closely held corporations, the insiders creditor will have extra incentive in giving loans because they have an equitable interest in the corporation.  We make the proponents lenders bear the burden of proving it is fair in the absence of directorial or shareholder approval.  The directorial/shareholder only protect the procedural aspects but the votes will be influential with regards to the substantive fairness questions.  In only the most extreme case will the court disprove judgment of an independent body (assuming the court believes it is independent).  Schlensky had a clear disparity in the rental rates and the price of the supplies.

2. Unfairness can always upset a transaction notwithstanding the approval by an independent body.

D. Heller v. Boylan (1941) on page 857.  There was a bylaw provision in the American Tobacco Co. that established a compensation plan that resulted in munificent compensation levels for the executives. There was an increase in the market for cigarettes because women starting smoking (change in demographics).  The case references Rogers v. Hill there was a settlement that was prospective and created and a change in compensation formula. The judge on the Second Circuit took a bribe from the tobacco case and it is the only case known where a judge  on the federal bench took a bribe.  This case the issue is whether there should be disgorgement of the compensation paid.  Corporate executives do not control the compensation process in the publicly held corporations unless they also control the board by owing a substantial amount of stock in the company so this case is not really a duty of loyalty case but in this era there was the atmosphere of mutual back scratching.  Waste or spoliation is the standard such that no services were provided for the salary or there was a huge disconnect between the salary and the services.

E. Wilderman v. Wilderman (FIND IN TEXT) deals with a closely held corporation whereby the executive controls the board and he will bear the burden of providing his compensation was fair.  He controlled the decision-making process relative to compensation so it is a duty of loyalty case.   He can prove fairness by showing his compensation was comparable to others in the same business but in this case the IRS had already held that his salary was unfair.

F. Large executive compensation has been immaterial until recently because it as a small percentage of the corporate profits.  Congress cares but corporate law is state law, not federal law so what have feds done:

1. More disclosure in the annual reports in the as required by the Securities Act

2. Compensation in excess of $1M is not deductible by the corporation for tax purposes unless it is voted on by the shareholders and tied to performance of the company per the IRS.  It is not outside the board’s power and it will survive the duty of care test that if the board votes salary in excess of $1M without shareholder approval and not tied to performance even though the corporation does not get to deduct it for tax purposes and it had been upheld against shareholder suits complaining of breach of the duty of care.

G. Green mail, proxy contests, and you end up with 20% and incumbent management does not want to always be second guessed by an alternative hostile power center (20%) and would pay a premium for that 20% and it has withstood duty of care challenges under the BJR but Congress has said this green mail transaction is taxable unless you hold the shares for 5 years (Congress can’t mess with state corporate law but can change the tax law).

H. Golden parachutes often have incentives built in for the executive to take another job after a couple of years 

I. Sinclair Oil Corp. v. Levien (1971) on page 869).  You have a 97% owned subsidiary called Sinven and the 3% minority shareholders have 3 complaints:  dividends, corporate opportunities, and a contract claim.  We must identify the appropriate analytical framework.  If the defendants can get the analytical framework to be the duty of care they will probably get off because we want to give management maximum flexibility and we do  not risk aversion in corporate America.  The dividend complaint by the 3% claimed that dividend policy was determined solely be the interests of Sinclair and therefore in light of the fiduciary duty that majority shareholders have to minority shareholders is that there was a breach of the duty of loyalty.  PLAINTIFFS ALWAYS WANT A DUTY OF LOYALTY because the burden is on the defendant.  The standard is fairness, whether or not it is a good deal, in the duty of loyalty which is a tighter standard than improvidence and irrational that is used for duty of care analysis.  

1. Control of both sides of the decision process and a dispirate outcome and relative to the dividends you have the control of the decision making process of both Sinclair and Sinven; however, there was no difference made between the majority and minority shareholders. The court used the duty of care standard analytical framework and the BJR because both prongs of the duty of loyalty were not met (the disparate outcome was not met).  The court was unwilling to look into the underlying reason that the dividends were being paid as long as there was no disparate outcome.

2. Plaintiff claimed that Sinven was prevented from pursing opportunities outside of Venzeula and the court thought these type of decisions should be part of the business judgment of the directors and used the duty of care analytical framework.  The backdrop was that there were corporate takeovers in South America at this time so corporation were atomized and we had subsidiaries by country to limit the claims to those in that nation state.  No showing that Sinven had any independent opportunities.  Said it was duty of care issue and applied the BJR.

3. The contract claim had a different result.  Sinven has a contract claim against Sinclair and plaintiff said that Sinclair prevented Sinven from pursing the contract claim.  Say the contract claim was for $100 and not pursued and the $100 stays with Sinclair whereas if the claim was pursued the Sinclair would only have $97 and $3 to the minority so the duty of loyalty comes into play and both the control prong and the disparate result prong are met and Sinclair has the burden of proving that the transaction was fair and it could not do it.

4. Weinberger v. UOP (1983) on page 874.  This case shows how you can get rid of minority interests. Do a creep by purchasing shares in anticipation of the tender offer.  If proponents acquire more 5% they must file a disclosure statement within 10 days of reaching 5% and by the end of the 10 days a party may very well own 15%.  In the old days the target may not know until the filing, since the market is more efficient today so that corporations can detect unusual stock patterns.  Then you only have to get 35% in a tender offer and once you have 51% you can do a buyout and merge your firm with the firm that you now own 51% and you can put you nominees on the board and the merger must be approved by the shareholders but you are a majority.  The best price is in the tender offer and the law does not require you to pay the same in the buy out as you paid in the tender offer.  In a tender offer you will pay a 50% premium just to get control of the company you want to merge with.  Significant case, it has been cited in more than 1000 cases.  Signal was buying the part of UOP that it did not own and thought its highest return on capital would probably come from appropriating all the profits of UOP.  After acquiring enough shares to get a majority it effected a statutory merger and both boards agreed to this and the shareholders had to approve it.  Because Signal owned 50.5% of the shares, it had enough votes to get approval of the merger and the public holders got cashed out for $21 per share, so this is a SELF DEALING transaction because Signal controlled both parties to the transaction (they controlled both boards) and because there was a disparate outcome in that some shareholders got stock in Signal and minority got cash, which meets both prongs of the duty of loyalty test.

a) Intrinsic fairness requires fair process/dealing and fair price.  The emphasis in on fair process because there is a presumption that fair dealing will result in a fair price

b) Utmost fairness and good faith is required

c) It is a more exacting duty when compared to the duty of care

d) Higher level of scrutiny in conflict of interest cases.  Without the COI we assume the directors are acting in the best interest of the shareholders and the corporation

e) If there is a fiduciary duty to the minority shareholders, why is Signal effectuating the merger?  Because they think they will make more profits?  The law allows them to cash out the minority shareholders as long as it is fair

f) We can analogize this to an election so it is a corporate democracy in which the majority prevails A statutory merger such as this is a corporate transaction 

g) Tender offers are NOT a corporate transaction because the person doing the offer goes straight to the shareholder and bypasses the board  

h) Compromise was affected in the idea of dissenters’ rights and their right to get a valuation of their shares. This compromise was better than treating it like a contract which required complete unanimity to do such a merger.

i) In a statutory merger, one can dissent to it and then he will be entitled to an appraisal of his shares and getting fair value per Section 13.01(4), which gives the definition of fair value.  The old fair value paragraph excludes the provision for excluding transactional effects of the merger (“excluding any appreciation or depreciation in anticipation of the corporate actions unless exclusion would be inequitable).  The UOP minority is not seeking fair value because they got more that the fair value (value of shares without any transactional fluctuations) so they are seeking recsissionary damages.

j) Footnote on page 880 – UOP should have appointed an independent negotiating committee of its outside directors to deal with Signal at arm’s length.

k) Attempt to shift the burden by getting a majority of the minority to approve the merger but the court nullified this because they failed to disclose that target officers had taken part in a study (the failure to disclose the dual role of the director).  The controlling corporation, as a matter of law, it not required to disclose results of studies UNLESS it was prepared by a common director and if asked for studies the controlling corporation should provide it to the independent negotiating committee.

l) Appraisal is not as important today because deals are no longer done in stock and the parties wanted to know the value of the stock, they are done with case

5. PROBLEM 10.  In a public corporation owning 40% of the shares usually means CONTROL because 20% of the shareholders will not be represented so 40% is usually a naked majority.  The Miltons own 40% and the public owns 60% and usually the public will follow the Miltons because the public thinks that because they own so much they must do what is best for the Milton Corp.  The Miltons also own 100% RIC and our concern is that the Miltons will direct profits to RIC where they will get 100% of the profits rather than to the Milton Corporation where they will only get 40% of the profits.  There are 3 outside directors.

a) What standard will the court use in determining whether to enjoin the transaction or impose personal liability on the Milton family? The board of directors?  The standard is utmost fairness (duty of loyalty) and if it is not fair it will be enjoined the Milton family directors there would be personal liability.  For the non-Milton family directors the standard is the duty of care and the BJR because they are not getting anything out of the transaction and THEY don’t have COI, the Milton family has the COI.  

b) The burden will shift because there was a majority vote.  Quincy cannot be counted as an independent director because he is chief counsel for the corporation and if he votes against it he would probably lose his job.  If it can be shown that the Milton family dominated the approval process of the outside directors then the burden shifting will be nullified (but it is hard to show it).  The Miltons should brief the matter at the board meeting and then leave for the vote on the transaction.  Even though the burden shifts the standard is the same, FAIRNESS.  The important vote is the non-Milton shareholder and if a majority of those shareholders approve the transaction it will also shift the burden.

c) There is no exculpation for the violation of the duty of loyalty and the corporation is without the power to effectuate that type of exculpation, you cannot waive the duty of loyalty because it would be against public policy.  Specific conflicts can be waived in closely held corporations such as a corporate opportunity waiver but you are not allowed a blanket waiver for the duty of loyalty.  Economics does not chime in on the duty of loyalty.  The duty of loyalty will become more important given the current corporate environment (i.e., Enron, MCI, etc.). so it will become more important in monitoring directors’ performance.  There are situations where the gains to be made from self-dealing may be such that one does not care whether he stays a director or officer of the corporation.

J. Section 8.03 is our duty of conduct for conduct of directors but we do not even get out of Section 8.03(a) if there is a colorable case of conflict of interest.  In this case the first step was to get control of 50.5%.  It is a duty of loyalty case because there is control of the decision making parties or bodies and there was a disparate outcome because those being bought out were no longer shareholders they only had cash so the proponent had the burden to prove it is fair and they immediately try to shift the burden and it does shift to the minority if they voted in favor of it (a majority of the minority) but it must be based on the minority having all the adequate information. It was the participation by the target company that the price was fair up to $24 per share and the deal was struck at $21 per share so there was s directorial conflict of interest, there was a duty to disclose the study because of the participation of a director of the target company (the company being bought out).  The lesson of this case is that the minority shareholders need an independent negotiating team.  It is not the law that the proponent must disclose the results of its studies and evaluations; however, it must be given to the minority if their directors took part in studies/valuations.  The information is proprietary; however, in the event the minority asks for the information it would not help the negotiations if you don’t provide it.

K. Two prongs to the fairness test in the context of the duty of loyalty

1. Fair process/dealing

2. Fair price

3. Substantively it is still a matter of entire fairness, it is just a question of who must prove it. 

VIII. CORPORATE OPPORTUNITY.  This doctrine remains a CL doctrine so there are no corporate opportunity statutory provisions; however, there are ALI provision that state Supreme Courts can adopt as CL (as Maine did in the golf course case).

A. The classic test for what is a corporate opportunity is the interest or expectancy test, which was a very narrow test. There had to be specific plans to enter into a business area or actually in the business in some significant way.  Also called the beachhead test. No jurisdiction uses this test today.

B. The interest or expectancy test gave way to the line of business test that included proximate similar interests or businesses even though there was no beach head for examples it may be common to link tire and batteries.  If it is the kind of business that one could be expected to go into or combine with current business.  Used in Guth test

C. The third test is the fairness test Used in the Durfee case.  Most jurisdictions combine this test with the line of business test and the seminal case is Miller v. Miller.  Some relief was needed from the strict application of the line of business test, which is usually needed in a closely held corporation.  The entrepreneurs disclosed to the corporation what they were doing and did not use corporate assets and then did business with the old corporation the was profitable so the second generation passives could not invoke the corporate opportunity because it was fair to the old corporation

D. Principles of corporate governance test from the ALI

1. So we have 3 tests – line of business, line of business combined with fairness, and principles of corporate governance from the ALI

E. Northeast Harbor Golf Club, Inc. v. Harris (1995) on page 890.  She bought land that was offered to her by real estate agent (probably because she was on board of the golf course).  She announced to the Board that she bought land and said she had no plans to develop the properties.  She also bought a tract of land that was required to give her access to the road.  She paid $45 for Gilpin, and $60K for Smallidge, and $275 for the adjoining tract for access.  The golf course sued to enjoin the develop and for judicial declaration that the land was to be held in constrictive trust for the golf course such that any profits would be turned over to the usurpee, the corporation that was denied its corporate opportunity.  This is the remedy for usurpation of corporate doctrine.  Under this remedy the golf course would only have to pay Harris her purchase price for Gillpin and Smallidge and they do not need the adjoining tract for access so she is stuck with that.  The court looked at the three current tests and the Supreme Court of Maine decided that the CL test of Maine should be the ALI’s corporate governance test and the case is remanded to be tried using the ALI test rather than the line of business test that the trial court used.  She got to do her development such that she agreed to buffer lots (i.e., greenbelts and environmental concessions).  She was definitely in investment mode when she paid $275K for the access lot.

F. PROBLEM 11.  Under traditional line of business test or under line of business combined with fairness test, is having a casino within the line of business of hotels and restaurants?  No, it is not in the US (geographic) and not as common as tires and batteries but there is some commonality between the hotels/restaurants and casinos.  The important fact in the Problem is that the board authorized the officers to begin search for casinos.  Through the use of corporation information or property.  Since he did not find out about the opportunity through the use of corporate information or property he will not be guilty for usurping corporate opportunity under the ALI test.  Under ALI, the definition of corporate opportunity does not come first. Under ALI, the condemnation comes from the failure to disclose, the corporation never sues for something that works out.  The disclosure provision precludes the defense that corporation could not get financing in time to take advantage of the opportunity.  This is the reason we need outside directors, we need the cross fertilization and give boards ideas.  The Clayton Act forbids interlocking directors because they would predisposed to collude.  Can’t have the same director on both Dell and Apple.  If the outside director always had to worry about violating the corporate opportunity doctrine they would not take the directorships, which corporate America needs. 

G. Two tests one for full time EE’s where every opportunity belongs to the directors and another test for outside directors such that they will not violate corporate opportunity doctrine unless he used corporate information or property in getting the business deal.  So the Professor would not take this case under either test. Under the line of defense your defense is that a casino is not in the same line of business and he has an even better defense under ALI, which considers the source of the information and the source of the opportunity and it also distinguishes between inside directors (senior executives) and outside directors.  Being a chairman of the board is not a senior director.

H. HYPO.  You are an outside director and you go to board meeting and find out the corporation is going to build a mfg plant near the 360 bridge in Austin and you have your brother in law form a corporation and purchase all the land in the area.  That would violate the corporate opportunity doctrine but you could by the land next door to mfg and build a restaurant in anticipation of the mfg plant would be OK.  The doctrine does not prevent the person from profiting (i.e. building a restaurant) it only prevents you from profiting at the corporation’s expense.  To CYA, you may want to tell the board of the your restaurant.  If you tell the board and then the other officers don’t object or put it on the agenda the defense of laches and SOL will protect. Don’t gratuitously disclose your opportunities if you thinks you can prevail with SJ, they will lose their opportunities.

I. ALI test, with regard to senior executives the presumption is that the opportunity belongs to the corporation, so it is more stringent on senior executives

J. The remedy the Golf Course was Harris’s profit less her purchase price for the property and any expenses she incurred.  The golf course wanted the land to be put in a constructive trust 

IX. CONTROL AND MANAGEMENT IN PUBLICLY HELD CORPORATIONS

A. SOCIAL RESPONSIBILITY (page 603).  This topic is even more relevant given the current corporate scandals and their multiplier effect on the market.  Senator Nelson went on to be the President of the Sierra Club. He article dealt with corporate giantism.  The scope of corporations gives those who run them a great deal of power and they are not elected by those they control.  The best example of this is the company town, they are not accountable to the people affected by their actions. They are seemingly only accountable to the shareholders but only after the dire consequences of their behavior becomes apparent to all.  The Allen article deals with the fact that though corporations are private entities they also have great public significance (i.e., they are taxpayers, which causes some unease on how the corporation should be approached).  The Milton Friedman piece says that the corporation should be permitted to pursue private interests only and the charitable contributions should only be allowed in a corporation if it helps the bottom line such that the corporation should only donate to the opera if it is a better deal to the corporation than buying a patent.  Profit maximization is the guiding light and if the shareholders want to do charitable contributions with the profits they make from the corporation that is OK, but corporate managers should always try to maximize profits and not consider social responsibility such as charitable donations.  Rodewald says that social or public decisions are made at the top but the training of those people at the top is only in profit maximization.  The framework for analysis of those at the top of a corporation is profit maximization.  Moving the corporation from the frost belt to sun belt will be better for the country in the long run but is bad for the frost belt in the short run.  Even worse if it is in the best interests of enterprise and its shareholders to move the operations to a foreign country.  Fischel, an economist, believes there is an alignment between corporate profit maximization and social good in that profit maximization is always for the social good because you maximize social good (more jobs) when you maximize profits and he acknowledges that externalities may need to be regulated by the government and to the extent that a social safety net may be needed that fact that more people are employed and the corporation is producing more and paying more taxes results in the government being able to fund those safety nets for the fewer number of displaced persons that would need them.  The predominant theory is that corporate mangers should not have to serve two masters, public and private, and they should just have to deal with private interests (no corporate social responsibility other than that required by law) and the other theory is that management should do what they want relative a social agenda and if they go too far, the shareholders can reign them in.  The ALI is the middle ground.

B. ALI on page 613.  Corporation can make modest charitable contributions (consistent with the holding in Theodore Holding case on the ranch for youth)

1. Even if corporate profit and shareholder gain are not thereby enhanced, the corporation, in the conduct of its business

a) Is obliged, to the same extent as a natural person, to act within the boundaries set by law

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

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

C. Illinois and Pennsylvania have constituency statutes (pp 614-615).  It would hard to not support these statutes.  These statutes came about during the era of hostile takeover/tender offers and management was trying to make the takeovers more difficult and they needed cover and corporate management had to justify that their lower stock price was in the best interests of the shareholder (even though the takeover tender offer may be a doubling of the shareholders’ stock price).  After 200 years of corporate managers saying they only owed a duty to shareholders, they did an about face to get a defense to takeovers and furthermore the statutes say the corporation “may” do these things and courts must give some weight to these constituency statutes and claims.  Delaware does not have constituency statutes (takeover statutes) because institutional investors do not like these types of statutes. 

D. Courts have allowed corporations to use the long term strategy and have acknowledged the corporation’s right to take a long term position relative to the corporation’s dominant position even though the short term strategy may be more favorable to shareholders.

E. SHAREHOLDERS 618-633. The 1960 view of the role/position of the shareholder in American corporations. In the 1930’s, Adolph Berle and Gardner Means wrote an influential book detailing the separation of ownership and control in American corporations.  Those that owned corporations did not control them and they identified the problems associated with this.  Fraud, deceit, and mismanagement – all agency problems.  Since management controlled the proxy system the shareholders could not get them removed without mounting their own proxy fight and they would only be reimbursed if they, the insurgents, were successful in their proxy fights.  Management had the resources to mount/fund the proxy fight from corporate funds.  You don’t have the same problem in the closely held corporation because you are not apt to steal from or deceive yourself. AGENCY COSTS PROBLEMS.  Shareholder therefore voted with their feet, if they did not like corporate management they walked by selling their stock. When management violates its duty of care or loyalty it will be reflected in the share price per economist, Fischel, and as depicted by Martha Stewart, Enron, Dynegy, and WorldCom.  Fischel says don’t worry about separation of ownership/management and agency costs because share price will decrease and someone will buy the shares knowing he will run the corporation correctly and will then make a profit.  The other market is the market for executive talent wherein the superior executives will get the better executive jobs or better pay.  Reality is that investors are more interested in buying well run companies, either thinking it will become even more profitable or even if they think it won’t become more profitable because a well run company that won’t become that much more profitable has more political clout.  The Fischel theory on page 619 only looks good and works on paper.   Shareholders were atomized to such an extent that it was impossible to have shareholder exertion of control in any form, collective action was too expensive (had to send e-mails to thousands of investors).  This has changed with institutional investors (II)

F. Institutional Investors now can own 2, 3, 4, 5, and 6% (totaling 20%) of a corporation such that you only have to send 30 e-mails to reach a majority of the shareholders.  However the downside to II is that we also have an efficient capital market such that when one II gets negative information about the corporation, the others are getting the same information such that it is more expensive to walk or quit than it is to stay because selling a block of stock that large will drive t he stock price down and will also have transactional costs (transfer fees) so since the II’s can’t sell they become involved in corporate governance because it is cheaper to stay and fight than to sell.

G. II have been active in regard to corporate governance matters and are not so interested in social responsibility issues. II also have fiduciary duties, if they are managers of a pension fund they have a duty to maximize pension fund assets, so should you invest in profit maximization stocks or company’s that support soup kitchens stock?  What is good for the corporation and shareholders may not be good for pension fund constituents (example being moving the corporation overseas).  The II has changed the landscape such that the corporate management is no longer free of checks and balances.  So corporate governance wines and dines II’s fund managers and the II’s are going to turn up the heat given the recent scandals. Management greed and mismanagement/misrepresentation are worse in good economic times.  Executive compensation in stock options (by Congress not allowing direct salary to be deductible by the corporation) has also resulted in the cooking of the books.  The current trend may be for the executive to steal all he can and then offer half of his fortune back now to settle rather than have the entire fortune eaten up by litigation costs.

H. Examples of Institutional Investors:

1. Insurance companies

2. Banks

3. Mutual funds

4. Pension funds

5. Charitable funds

I. DIRECTORS 644-651; 659-660.  This is not a pretty picture for a lot of reasons.

1. Note 8 on page 650 is the Mace article in 1972 that says generally speaking a board of directors did not direct.  They did not do the following

a) Establish basic objectives, corporate strategies, and broad policies of the company

b) Ask discerning questions at meetings

c) Select a new CEO to succeed a retiring CEO.

2. Since 1972 it is thought that the engagement of effort by directors is more substantial as a direct of result of Watergate and more pressure is on directorial performance because of the illegal campaign contributions that directors did not know about during Watergate.  Also more pressure on the directorial role as a result of takeovers and also social responsibility such as dealing with the environment.  The directors are expected to pick some of the slack for the government on social issues.  Why don’t directors do more?  Lack of time is the primary reason.  25% of corporations ordinarily have 11 scheduled meetings and of those 2 will be cancelled in the summer.  50% o f the corporations will have 6 scheduled board meetings and 25% will have 4 scheduled board meetings and board meetings generally last 2 days.  So these outside board members are not spending that much time on the boards and they have their own companies to run and they are probably also on the Opera board.   Also they do not elect the CEO.  The Clayton Antitrust Act, Section 8 forbids interlocking boards (so no expertise in the corporation’s industry is allowed via outside directors). The primary function of outside directors is to watch the insider directors but how much watching can you do in this amount of time? 

3. The following committees must be composed of a majority of outside the directors per Section 8.25.  Committees allow some specialization by narrowing the focus of a smaller portion of directors and the directors are minding the store a little more (Section 8.25 deals with Committees).

a) Audit Committee

b) Compensation Committee

c) Nominating Committee (so it is no longer a critique that board of directors did not select the CEO). Nominates other or new outside directors.

(1) So duty of care is relative and most of the Enron outside directors will not be personally liable under the BJR.  If you have a specialized industry, like a securities trading company, the board is going to have to know that they have systems in place to avoid insider trading, churning, and suitability.

4. Making outside independent directors independent and giving them a staff is no panacea because the inside directors have thousands of staff and they still don’t know what is going on in the corporation.

5. Practically speaking there are limitations on what we can expect of outside directors; however, we still believe the cross fertilization is important and it is good to have the judgment of those who do not have a horse in the race to have their judgment on whatever is being decided.  Having an executive from a computer company could help you with decisions on a new system or another director could possibly advise the corporation on how to penetrate foreign directors.

X. REGULATION OF SECURITIES DISTRIBUTIONS 390-414; BAUMAN 1144-1146

A. It is impossible to hold oneself out to be a practitioner of corporate law and not know something about the securities laws, the first consumer protection acts in the U.S.  After the economic conflagration that was the stock market crash. 

1. 1933 Act- Securities Act of 1933 came about for 2 reasons.  The fraudulent schemes that led to the crash of the stock market has interstate nexii beyond the state laws and the substantive law was the same law that applied to purchase and sale of chattel and this substantive law was ineffective is protecting the purchasers and sellers of securities because unlike chattel a purchaser cannot examine what he is buying (he could check out the cow or the car) and the purchaser could not ask discerning questions.  The CL was let the buyer beware and the securities law are based on let the seller beware.  The 1933 Act was written by Cohen, McCandless, and Cochran over one weekend and 95% of what they wrote is still effective today.

a) Section 5 of the 1933 Act on page 932.  The heart of 1933 act is Seciton 5 and it is the use of the instrumentality of interstate commerce such as telephone, e-mail, highways, mail, or sending a check by mail.  Unless you have two people in a holler in WV dealing with cash, you will have a jurisdictional nexii.  It is a violation to sell a security by MEANS OF INTERSTATE COMMERCE 

(1) 33 Act Section 5c says you cannot do anything relative to the securities until they are registered

(2) 33 Act Section 5b says you can promote the securities once you have filed with the SEC

(3) 33 Act Section 5a says you can sale the securities once they are effective 

(a) Section 8(a) says you are effective automatically 20 days after you file unless the SEC moves to stop the distribution per Section 8b or 8c

b) Must first file a registration statement pursuant to Section 5c with the SEC.  You cannot do anything (discuss or describe it) until filed.

c) Per Section 5b you can use the filed document that has not been approved.  You can use that filed document as a marketing tool to solicit and gain interest, but you cannot sell securities until the registration is in effect by the SEC approving the sale (subscription) described in the registration statement

d) The federal regulatory scheme is based on disclosure.  Federal government cannot prevent the sale of losing securities but there can be a basis for federal regulation if you failed to put in the registration that you were certain to lose your shirt if you purchased the security.

e) The 1933 Act allows for state regulation as long as it is not inconsistent with federal regulation so that state sovereignty was not upset and some states kept the QUALITATIVE approach (state thinks that their residents will lose their money) rather than the disclosure approach that the federal government used. Ross Perot and DeLorean were not allowed to sell securities in Texas.  If an issuer does not want to deal with Texas’s laws, he can simply chose not to sell securities in Texas.

f) IPOs  get the most scrutiny and they are reviewed by a CPA, and Certified Financial Planner, and a lawyer.  For an IPO all this review takes more than the 20 days provided in Section 8a so the registrant waives the 20 day period such that SEC does not have to invoke Sections 8b or 8c which would be disastrous for the initial public offering.  The PRICE is never included in the registration of the security.  When the price is finally put in the SEC then waives the 20-day period because you have primed the market or whetted their appetites.  So this process motivates the registrant to play ball with the commission such that you get adequate disclosure in the registration statement.  Every change to the registration statement restarts the 20 day clock

(1) Part 1 of the registration statement is the prospectus which is what the investor is interested in 

(2) Part II of the registration statement is the macro economic information, which the government is interested in.

g)  Section 11(a) reflects the change in the substantive law in which a registrant is liable for omissions.  It is a change in the substantive law from the buyer beware concept.  Usually you are not liable for omissions unless you have a fiduciary duty, only if you misrepresent or commit fraud.  The other purpose of the 1933 Act was to police enforcement because of deficiencies in the state law.  Today consumer protection laws also protect you from what dealers know.  Buyer beware made more sense with chattel such as cattle rather than with securities. The language of 11a may be susceptible to the interpretation that you must be complete in what you include in the registration statement and the law says you are liable for any material items which is determined by whether a reasonable investor would have expected or wanted the information.  Section 11 only applies to registered offers

h) Section 11b says the issuer is strictly liable if there is a material omission, there is no defense.

i) Section 11(b)(3) contains the defenses available to everybody other than the issuer.

j) The registration is composed of expertised (information that has an opinion, such as the financial statements having a CPA’s opinion that the statements conform to GAAP, also includes appraisals and tax statements).  All other information in the registration statement is non-expertised and must meet the due diligence test in Section 11b(3)(a) which required a reasonable ground to believe and in fact did believe..  How do pass the Section 11b(3)(a)?  By hiring very expensive lawyers and accountants who establish a paper trail so that we they are sued they can prove that they were duly diligent.  You must do the same amount of work for an SEC registration of $1 as for $1M because you reputation is on the line.  Similar to a doctor having to provide the same medical service to an indigent as to royalty.  The expense of this process amortized over the amount of the offer is not prohibitive but a smaller business usually cannot afford it

k) Section 11b(3)(b) is for experts and they must demonstrate that they met industry standards.

l) Section 11b(3)(c) is for expert opinions for the non-experts, which says they do not have to be duly diligent relative to the experts unless they knew something that would make the expertised information unreliable but if they have no reason to doubt the expert opinion they can rely on it.

m) Section 11(a)(4) says the experts can be liable, but a lawyer is not an expert unless he is giving an opinion (like an appraisal or an engineering document, which provides an opinion).  So lawyer’s are only liable under Section 11 if they are also directors, unless he is rendering an expert opinion that is a part of the registration statement, he will not be liable 

n) Underwriters buy the securities from the issuers at the 11th hour and 59th minute and make their money on the spread, like a wholesale/retail deal but there are all kinds of outs and this is called a FIRM COMMITMENT.  In Europe the underwriter must buy all the unsold securities or you can have a best efforts, which is really just an agency relationship like a real estate agent.  The underwriters form syndicates and the managing underwriter gets a fee for doing all the administration that is required.  Then you have dealers.

o) To fully appreciate the Act you must look as Section 3, dealing the securities that are exempted or Section 4, that deals with transactions that are exempt such as Section 4(1), which exempts transactions by any person other than an issuer, underwriter, or dealer

2. Ralston Purina (1953) case on page 395.  The company was relying on Section 4(2) which says transactions by an ISSUER not involving any public offering (Ralston could not be exempted from Section 5 based on Section 4(1) because they were an ISSUER.  The court looked at the purpose of registration and that registration was not required where the purchasers would not need information.  The general public needs the information.  Ralston Purina could have narrowed its offering and perhaps the court may have upheld it (perhaps offering the stock to true VPs or above because they are informed or, if not informed, could become informed) and employees like the janitor are significantly disadvantaged in obtaining or having information necessary to make a securities purchase.  An offering to VPs would be exempt. A public offering would be one in which the purchasers need the information that registration provides.

3. Securities Act Release No, 33-5450. Registered offerings are a specialty and the standard waiver in malpractice insurance is for Section 33-5450 and you will have to pay more malpractice insurance to do this type of work.  While the lawyer is not exposed to general liability from the investors but the lawyers are liable to the issuing clients if there are errors or issues. The lawyer has liability because the issuer has lots of liability.  The exempt work is all over town with private lawyers.  The releases provide guidance. 

4. Underwriter is anyone who purchases with a view to distribution per Section 2(a)(1)

5. Section 3(a)(11) – the act’s authors screwed up in this section because it deals with a type of transaction rather than a security.  It exempts transactions where any security which is part of an issue offered or sold only to persons resident within a single State or Territory (now have the protection of state laws , which were deficient for interstate sales0, where the issuer of such security is a person resident or doing business within, or, if a corporation incorporated by and doing business with such state or territory. Registrants would request a no-action letter from the SEC if they living in the state and yet have their garage for their trucks in Arkansas andperosn lives in Texarkana.  If you comply with Rule 147 which is a safe harbor rule that says if you meet Rule 137 you comply with Section 3(a)(11) and it says that you can only sale to persons that are residents of the sate and you can rely upon the purchaser saying he is a state resident. Rule 147(c) says the nature of the issuer must be doing business in the state or territory in which all the offers, offers to sell, offers for sale and sales are made.  Rule 147 interprets Rule 3(11) and it is well based so the courts will defer to the rule.  Rule 147(c)(1, 2, and 3). Rule 147(e) says you cannot resale an intrastate security out of state for a period of 1 year and Rule 147(f) says there should be a prominent legend on the securities so stating the limitation on resales.

6. Regulation D on page 1057.  Suppose we do not want to relay on the intrastate offering then we may be able rely on regulation D for a private placement so Rules 501 through 503 are procedural and apply to the substantive rules, 504-506 (except to the extent that they do not apply  in a few cases)

a) Accredited investor concept in Rule 501(a) says that if you are an accredited investor you are not used for the limits in Rules 504-506 because they have means so there is a presumption they can absorb losses and that they have some investing sophistication  and most importantly if they want to know something the company will respond to them and answer them.

b) Rule 504 says that if you raise $1M there is no limit on investors and there is no SPECIFIED INFORMATION PER 

c) Rule 505 says if you raise $35M you are limited to 35 non-accredited investors

d) Rule 506 has no dollar limit and you are still limited to only 35 non-accredited investors

e) Rule 502(a) is the integration concept that you find in all these exemptions, you cannot string together a bunch of separate exemptions if they are all a part of the same financing plan (can’t do a Section 3(a)(110, intrastate and a Rule 504 via regulation D

f) If the issuer sales per Rule 505 and 506 to any non-accredited investor he must provide SPECIFIED INFORMATION or if he sales under Rule 504(a) he does not need to provide the specified information under Rule 502(b).  

g) Rule 10(d)(2) on page 1065 gives you the difference between Rules 505 and 506

h) Today if you are required to comply with the federal registration requirements you are not required to comply with the state registration requirements; however, states retain the right to pursue fraud you just don’t have to REGISTER the sale of securities in the state.

7. Smith v. Gross (1979) on page 410. Deals with what a security is and we go to Section 2(a)(1) of the 1933 Securities Act where you determine whether unusual contracts are considered securities and the court relied on the Howy case which was marketing orange trees in Florida by investing in certain rows of orange trees and the defense was that it was a land contract but the majority purchasers bought the service contract also and it was thought the investors were passive investors in that they would not be tending the orange trees.  The following elements are need for something to be an investment.

a) Investment of money in a 

b) Common enterprise

(1) Horizontal commonality (means there is more than one investor)

(2) Vertical commonality in which the promoters fate is tied to the investors’ fate.  You would not have vertical commonality where the brokerage house is compensated via a fee, he fate is not tied to the investor

c) Profit is the third element

d) Solely from the efforts of other (the defense in Smith v. Gross but the courts stepped away from the stifling strict definition and interpretation of “solely” and it became just profits from the efforts of others)

e) If it is determined to be a security under Section to 12(a)(1) and 12(a)(2) then plaintiffs will be damages or rescission. The safe harbor rule is not exclusive.  You do not have to stake your exemption prior to the sale.  Section 12(a)(2) says that even if an exemption is claimed then they can say they were misled, it has negligent language and it goes to misleading statements for exempt registrations.  If you have an action under Section 12(a)(1) or 12(a)(2) it will be considered a violation of Section 5.  Plaintiffs try to get case under the federal securities law because if not they are left to state law and must prove fraud.

f) The worms are a security because they are a passive investment and subject to the securities laws but a franchise is not subject to the securities laws. Section 2(1) OBTAIN provides you with the definition of security and the Supreme Court says that when Congress used the word stock it meant it in the normal, commercial world’s definition of stock and the shares in a housing co-operative had no voting rights, no dividends, no appreciation/profits, etc. so just because something says stock does not mean it is stock.  The plaintiff’s lawyers argued in alternative and said there was an investment contract in that there was an investment of money, a common enterprises, and profits from the lease of the ground floor but the Supreme Court said these profits were too tenuous (whereas the worms case turned on the 4th element of “solely”)

g) Sale of Business doctrine on page 418 some courts said sale of business did not apply for securities purpose where all the shares of a business are sold because the acquirer controls all aspects of the transaction and did not meet the Howy test but the Supreme Court rejected this and said Congress said stock and it meant stock in the normal, commercial sense so that the securities act.  So the Supreme Court rejected the sale of business doctrine. You would also get warranties and guaranties from the seller so that you would also have a contract claim.

h) Section 12 on page 941 means any material contribution in the process so being the scrivner in the documents brought lawyers within the potential liability net and other courts held that it was only the owner and not the owner and anyone that participated such as the lawyer.  Seller is anyone that participated in the marketing (the actual selling) per the Pinter v. Dahl, the lawyer has to actually market the stock.  So when the lawyer drafts your circular information.

i) For Monday 7/8 do 695 through 711 and Problem 12. For Tuesday and Thursday will try to get through the rest of the material.

8. 1034 Act

9. 1935 Act – Public Utility Holding Company

10. 1939 Act – Trust Indenture (dealing with public bonds)

11. Two 1940 Acts

a) Investment Company

b) Investment Advisers

(1) Both are very specialized acts and all you need to know is that if you have all passive income you may qualify as an investment company

12. Blue Sky, i.e., Texas Securities Act.  Prior to 1929 every state except Nevada has blue sky laws because in the absence of law, people would buy the sky.  Can be called by either name.

XI. PROXY REGULATIONS

A. The 1934 Act, one of two securities acts that is important to corporate law.  Given recent events, there will probably be amendments to the 1934 Act in particular.  Congress, especially the Senate, cannot control itself so we will see more federal regulation. The 1993 Act dealt primarily with distributions, the initial sale of securities to the public.  The 1934 Act had a number of goals:

1. Secondary Trading (any trading in securities after the distribution comes to rest, if you sale 100M shares initially, any subsequent trading is said to be secondary trading)

2. Regulation of brokers and dealers 

3. Regulation of the proxy solicitation process (necessary in order to develop a quorum of shareholder at a duly called shareholder meeting).  In COI matters the votes of shareholders may shift the burden, if a majority of the minority votes for measure being voted on, if proxies are solicited from the minority shareholders to get support the majority shareholders’ proposed measure)

B. The stock market crash of 1929 was caused in part my misinformation in distributions of initial offering, actions of brokers and dealers, misinformation ins secondary trading, and misinformation in proxy solicitation materials so it was thought that federal regulation was needed in the substantive law as well as regulation in items #1-3 above.  So it was though federal police power was needed.

C. The heart of the 1934 Act is Sections 12 and 14.  Section 14a is as about as broad as possible delegation as can be had by a regulatory agency.   Section 14(a) (page 974) deals with solicitation of proxies in violation of rules and regulations.  Mailing the defective proxy would be grounds for a violation.  Remember it is the use of instrumentalities of interstate commerce that lead to a violations, you do not actually have to have interstate commerce.  Proxy rules and regulations only apply to Section 12 companies on page 961is supplement.  Closely held corporations are not subject to regulation.  

D. Section 12(g)(1) provides the types of companies that are subject to Section 14(a) proxy regulation.

1. $1M in assets plus 750 shareholder of a class of shares per the statute in 1964-66

2. After 1966 per the statute it was $1M in assets and 500 shareholders of a class shares

a) The SEC will take substance over form, i.e., you can’t have 1000 shareholders that are the same and artificially

3. The statute has been amended by the rule 10 which now makes the regulations applicable to $5/$10M in assets plus 500 shareholders of class of shares per Rule 10.

a) Normally a regulatory rule cannot change a statute, but this is the law because it is not inconsistent with what Congress did in enacting the statute

4. Companies whose shares are listed on an exchange are also subject to the Section 14(a) proxy requirements but since exchanges usually require more assets than the statute or Rule 10, this is not the focus in determining which companies are covered by Section 14(a). If a company is on an exchange it will also meet the Section 12(g)(1)

5. Section 12(g)(1) companies must also file

a) 10K annual reports – it is not unlike your registration statement although you won’t have the transaction focus (what the corporation will be doing with the money it raises).  The annual report deals with the company’s status as an operating entity.  Proxy statements 

b) 10Q quarterly financial statements

c) 8K’s filed within 10 days of the end of a month in which something material happens

6. There is integration between the 33 and 34 Acts. If GM is offering new stock, the portion of the offering that deals with financial statement will say see annual report already filed with SEC

E. IPOs must follow the form S-1 on page 1144.  Form SK is the heart of the registration under the 33 and 34 Acts.  S1 tells you how to disclose the information in light of Regulation SK (on pages 1198-121 requires information on executive compensation, options, etc.

F. Studebaker Corp. v. Gittlen (1966) on page 677.

G. The two most influential judges who were not on the U.S. Supreme Court were Learned Hand and Judge Friendly.  This case give you a primer on the access of shareholders to corporate information.  In in-between companies cumulative voting was viewed as an advantage by managers because it was viewed as giving a block of voting that would put one director on the board and thereby have access to corporate information.  Under state law one could not get a list of shareholders (for proxy purposes) unless you had a 5% interest in the company.  Gittlin sought to sign up enough shareholders so that he could get access to the shareholder list.  The court said Gittlin was conducting a proxy solicitation and were entitled to all the required proxy regulations and this was back breaking to Gittlin’s insurrection.  This case stands for the idea that the shareholders are entitled to the entire corporate picture before deciding whether to disagree or agree with the solicitor’s request.  Gittlin was in violation of the 1934 Act regulating proxies.

H. Rule (14)(a)(1)(L)(3) on page 1089 in the supplement defines solicitation.

I. The minimum cost for a proxy solicitation is $50,000 due the potential liability (page 679 of test).  Proxy form is on page 681 of the test)

J. Rule 14(a)(3) contains the information to be submitted in a proxy solicitation (includes the financial statements, OBTAIN others)

K. Rule 14(a)(2)(B)(1) on page 1090 is a post – Studebaker v. Gittlin de-regulation.  In light of the desire to increase the influence of institutional investors as a counter to t he lack of separation of management and control in corporations.  The registrant cannot do what Gittlin did but a Gittlin can now do it, as long as he does not outright ask for a proxy. This allows institutional investors to talk to each other (different from Friendly’s ruling in Studebaker).  This rule provides for more balance because the Studebaker case had the effect of chilling insurrections.

L. Section 16.20 of the MBCA on page 240.  Most states do not require corporations to provide annual reports as a part of state statutory framework, thinking the federal regulation’s have them covered.  This requirement has been in the MBCA since 1984, relatively new.

M. In the matter of Caterpillar, Inc. (1992) on page 686.  Annual reports are the status of a company as of a certain date and investment decisions are made based on this.  The SEC deals with an individual situation and publishes the facts to provide guidance for how registrants on how they should comply.  The penalties may be light but the case is still published for guidance to others.  Caterpillar obfuscated the centrality and volatility of the Brazilian market and the presentation in the annual report masked the dependency on the Brazilian market.  While we have a star team, it is based on one star player that is not stable.  They were under a special duty to make the importance of the Brazilian operations known to shareholders as they did to the board of directors.  The information has to be viewed by the shareholders under the same prism that was used with the board of directors.

N. Rule 14(a)(9), titled False or Misleading Statements, of the 1934 Act is the anti-fraud provision (where lawyers make their money),

O. Derivative suit is when the corporation has been harmed and all the shareholders have been harmed in proportion to their investment and the corporation can possibly take over the suit because the board of directors can decide who and when to sue, even if it another board member(s) that is being sued.

P. There is an argument that voting rights give rise to a direct suit because the corporation as a person does not vote, the shareholders do so the corporation is distinguished from the shareholders.  Different circuits view this differently and the U.S. Supreme Court has denied cert so this issue has not played out.  The other basis for a direct suit is that if you represent a distinct case and the conduct you are complaining about only affected your class then you can file a direct suit and the damages will only go to that class of shareholders and not be divided among all the shareholders.  Can have both a direct and derivative action if you plead that the breach of duty of the board harmed all shareholders (the derivative portion) and in particularly harmed this class to a greater degree (the direct portion) and they actions can be severed. 

Q. J.I. Case Co. v. Borak (1964) on page 696.  The plaintiffs filed their case in both state and federal court and the state case was held in abeyance.  The plaintiffs said there was an omission in the proxy statement. Plaintiff had to post a bond for the expenses of the corporation in defending the suit under the plaintiff owned 5-20% of the shares.  Obviously, this discouraged plaintiffs; suits. “Security for Defenses Statutes” were designed to discourage strike suits, suits brought for their settlement value. Issue is whether there is a private right of action to allow plaintiffs to get damages for violation of the proxy rules.  The court said yes because it was implied in Section 14(a) and there is a cause of action there should also be a corresponding remedy based on the idea enabling plaintiffs to obtain damages enables plaintiffs to retain competent lawyers which supplements the function of the SEC.  Proxy materials are not normally reviewed in great detail (they are leafed through) unless the industry or a particular company are having difficulties.  Plaintiffs and plaintiffs’ lawyers serve as an underpinning or supplement to the SEC’s regulatory function.

R. Section 18(a) on page 987 there is an express provision for a private action for damages via the language “shall be liable to any person.”  However, it is hard to reconcile the fact that Section 18(a) provided a cause of action but Section 14(a) does not provide a cause of action.  The Warren Court decided the J.I. Case and found a private right of action under Section 14 even though Congress did not provide for a private action expressly in Section 14.   This drives the current court crazy but they hate to reverse prior decisions (the current conservative court would not find an implied cause of action).  No state can require a Securities for Expenses Act to apply to a federal action so it gets the J.I. Case plaintiff having to post bond and they may only have to prove 

S. Rule 14(a)(9) on page 1106 is a negligence standard so you do not need If the statute is silent then the applicable standard and intent is not required.  Negligence is in between absolute and intent.  The substantive duty in proxy violations is negligence whereas the standard for breach of fiduciary duty has a standard of gross negligence.  So plaintiffs’ lawyers sue for proxy violations in federal court and only have to prove negligence and via pendant jurisdiction they combine the state cause of action for breach of fiduciary duty which requires that plaintiff to prove gross negligence. 

T. In the Mills note case on page 701, there was a proxy complaint about the recommendation of the board to approve the merger given that some of the directors had a COI (on both boards) and this is COI is material and required to be disclosed.  Additionally some number of the minority shareholders were required to prove this merger (unlike the UOP/Signal case where minority shareholders were not needed to have majority to approve the merger).  In Mills the majority only owned 54% of the shares and merger approval required 2/3 majority. To prove fraud you need:

1. At CL you needed misrepresentation with regard to a material fact

2. Section 11added omissions (not in the statute but it is in the rule)

3. Intent to deceive (Congress modified this by being silent and defaults to a negligence standard).  

4. Reliance

5. Causation 

a) The burden is on the plaintiff to prove that the plaintiff relied and that it cause the harm but this requirement would gut Rule 14(a)(9) because it would involve hundreds or thousands of plaintiffs

b) So a substitute was crafted.  If the votes are necessary for the transaction and the proxy materials are misleading then the plaintiff has met its burden.

c) A lower circuit said the transaction would not violate the SEC regulations if the transaction was fair but the Supreme Court said the plaintiffs should not have prove the transaction was unfair because Congress said the shareholders and not the courts should determine what is fair, so the Supreme Court rejected fairness 

U. One reason for the 33 and 34 was to change in substantive law by

1. Adding omissions as being a basis for fraud

2. Modified intent and made it be a negligence standard because the statute is silent

3. Also allowed for interim attorneys fees under Rule 14(a)(9)

V. Very few things are material as a matter of law because the courts will not very likely find things material.  You could only get interim attorneys fees if it involved something that was material.  The TCS Indus., Inc. v. Northway, Inc. stands for the proposition that sometimes less is more.  If risk adverse directors have a low threshold for materiality they would focus on what the shareholders might rely on and the non-essential information may hide the essential information that shareholders need.  Without the TCS case we would have 2,000 page proxy statements instead of 1,000 page proxy statements.  OBTAIN definition of materiality.  Professor says there is not a lot of difference in “would” and “might”

W. Problem 12.  Obviously plaintiffs’ attorneys are going to say that the proxy statement omitted material information that the shareholders would have needed or wanted to know before approving the merger. The environmental fine is immaterial because you have a $500M company and only a $500K fine and the counter would be that it could lead to later liability.  There is no question that the price fixing was material.  A 30 minute board meeting is not appropriate for decide such an important transaction (per Smith v. Van Gorkam) and the statement that the board of directors that the merger is in best interests of the shareholders

1. Plaintiff 102(b)(7) or 202(b)(4) does not apply to federal law so will sue for a securities law violations for misleading statements in proxy statements.  The violation is that they did not disclose to the shareholders that they only met for 30 minutes (the shareholders will usually go with the lawyer anyway)

2. Plaintiff will also sue under state law that the board violated its duty of care in only meeting for 30 minutes and the board would use the Smith v. Gorkam defense that they were experienced in these matters.

3. Defendants will have to defend two lawsuits and this may make them want to settle.

4. In what court can he sue.  You can only bring a federal securities claim in federal courts (exclusively federal) and any state claims must be brought with the federal claim via pendant

5. The causal connection – the losses that the corporation is experiencing is the result of the directors to determine that the acquisition of the company would lead to anti-trust litigation.  Failure to discover and disclose would have results in rejection of the merger by the shareholders or a renegotiation of the merger on terms that take into account the risk of the anti-trust suit.

6. The sixth circuit has held that you need scienter for lawyers and accountants who are collateral participants (anyone other than officers and directors).  For everybody else in other circuits it is a negligence standard.

7. All forms of relief are possible Per Mills but you cannot undo a merger so the only practical relief is damages.  You can undo the sale of Blackacre (rescind the sale) but when enterprises combine they produce goods and services that cannot be unproduced.  We are trying to get damages from the directors.  In a derivative suit the corporation is both the plaintiff and the defendant (this is from whom he is seeking relief)

8. Problem 12, #3 substantive fairness alone will not get you into federal court absent disclosure deficiencies

9. Problem 12, #4.  We don’t know because the Supreme Court has held this decision in abeyance whether a majority of the minority will constitute harm to get you into federal court, so depends upon the circuit.  We know that we cannot use the PR rationale to get into federal court and proxies for the sake of proxies.

XII. TRANSACTIONS IN SHARES:  rule 10B-5

A. Section 10 of the 1934 Act and Rule 10b-5.  He does not do a comprehensive syllabus because of current events and now insider trading is more important due to Enron, Worldcom, and Xerox.  There will be more 10b-5 litigation and Congress is going to tweak Section 10.  Also the judiciary may be more sympathetic to plaintiffs bringing these types of cases. This is considered about the most important reporting requirement for management.  The authority for Rule 10b-5 comes from the statute.  Section 10b on page 961 is a bit like 14a in that it says that it is unlawful to do whatever the SEC promulgates in the Rules.  Rule 10b-5 first came to be used when corporate insiders knew of favorable info that something positive was going to happened and purchased shares such that when the favorable event happened the insiders would recognize the value of the event and the shareholders that sold the stock do not recognize the value of the favorable event

B. Section 12(a)(1)(2) only address sales and not purchases.  Can only have a cause of action against sellers.

C. Section 10b reaches attorneys and accountant

D. Section 11 doesn’t reach lawyers unless they render an expert opinion and reaches accountants only on the financial statements

E. Section 12 doesn’t reach accountants and lawyers because they are not sellers of stock

F. Item 303 under Regulation S-K deals with Management’s Discussion and Analysis of Financial Condition and Results of Operations.  This is considered about the most important reporting requirement for management.  

G. Hotchkiss case on pages 909-10 want to use Rule 10b-5 in state actions.  Withholding info relative to the sale of securities is not violative of state law absent special circumstances requiring a special duty and in the absence of special circumstances (selling in a nursing home) the seller o r purchaser was under no obligation to share information.  So plaintiffs sought out federal courts

1. Your paradigm is selling knowing there is bad new, dumping the stock before the truth becomes known

2. In Cardin there was good new (a dividend) that wasn’t told to widow considering selling her stock

3. Rule 10b-5 applies to purchases and sales of stock

4. Since CL was lagging behind the securities and did not provide a cause of action for omissions.

H. The 1933 Act focuses on distributions and a plaintiff can’t get a lawyer for Section 12 (requiring defendant to be a seller) or Section 11 (which only applies to certain categories of people).  But you can get a lawyer under Rule 10b-5 because you can go after anybody.

I. Securities law was very liberal and pro-plaintiff until the Burger court and the southern district court of New York was instrumental in creating this pro-plaintiff corporate/securities jurisprudence (they pushed the envelope).  Warren Burger was kind of conservative but even more important was the appointment of William Hubbs Rehnquist as an associate justice.

J. In Kardon (page 911 at the bottom) the court said there was a private right of action for 10b-5 violations and by the time the Supreme Court got a private right of action case, they allowed it because the lower courts had implied a private right of action and the court was unwilling to reverse that.  Rule 10b-5 has the language IN CONNECTION WITH so it allows the private action relative to any sale/purchase of securities.  He thinks some of the current scandals will be pursued under Rule 10b-5 using the IN CONNECTION WITH.  Any new laws created by Congress will not apply to these latest sandals because of ex post facto but can use this IN CONNECTION WITH language.

K. Section 14(a)(9) can only be used against 12(g)(1) companies but Rule 10b-5applies to sole proprietorships and individuals but there is no exemption.  If Professor sales his stock to a student and used any instrumentality of interstate commerce and makes a misrepresentation or omission that is relied upon and causes harm the student would have a cause of action.  Personal check, e-mail. Fax, telephone, I-10, etc.

L. Blue Chip Stamps case (1975) on page 915 case is the first great retrenchment in regard to the liberal securities jurisprudence.  The company does the exact opposite of puffery.  There was an anti-trust case and so the plaintiffs would not share in future profits of the company it made the facts in the disclosure statement more negative to discourage and the plaintiffs said they did not purchase because of the negative information, so the issue is whether you can to be an ACTUAL purchaser or seller and the lower court says you do not have to be an actual purchaser or seller and the Supreme Court via Rehnquist reversed the lower court said you did have to be an actual purchaser because policy says it would be too difficult to determine who would have purchased the stock and that it would lead to vexatious litigation and this decision also said that securities law would no longer be interpreted as broadly as possible so that fraud can be ferreted out.  Blue Chip Stamps says we are going to reverse the historic claim that allows all plaintiffs attorneys to bring all claims.

M. Ernst case on age 920 - the issue is whether plaintiffs had to prove intent or scienter and for years plaintiff did not have to prove intent/scienter to prevail but the Supreme Court said in Ernst & Ernst v. Hochfelder (1976) that even though Rule 10b-5is silent on intent and in fact Rule 10b-5c seems to focus on effects and intent.  Court says we must go to statute since the Rule is silent and since the statute use intent type words (manipulative or deceptive device or contrivance), SEC overstepped its boundaries by doing away intent that was clearly specified in the stature by Congress.

N. The statute says any manipulative or deceptive device or contrivance

O. Santa Fe Indus., Inc. v Green the lower court said the terms of the merger operated against the minority shareholders and the Supreme Court reversed because all the information was disclosed including the information that the minority shareholders are getting the short end of the stick.  Minority was claiming an unfair transaction and had to be brought in state court because unfair transactions cannot be brought under securities law unless there is a disclosure deficiency.  Substantive fairness claims are not sufficient for federal jurisdiction absent disclosure deficiencies.

P. Can you settle a federal securities claims and have them be binding in state court (approved and blessed by the state court)? The Supreme Court said “yes” in a res judicata.  You had federal claims and state claims and the state plaintiffs’ lawyers settled both claims in state court and the said out of the $10M settlement the state lawyers said $9.9M was for state claims and $100K was for federal claim and only sent the federal plaintiffs’ lawyers $40K. The Supreme Court said you could settle the federal claim but it required the participation of the participants to both claims.

Q. Virginia Bankshares, Inc. v. Sandberg (1991) on page 711.  This is another merger case on whether the proxy materials were misrepresented.  The proxy material said the directors approved the merger because it was in the best interest of the shareholders.  The plaintiffs say the reason the board approved the merger was because they were controlled by the company seeking the merger.  Defendants Material fact is any information that a shareholder would consider important in making a decision and the court found that the reason directors make certain recommendations is important for shareholders so it is a securities violation and there is no Blue Chip Stamps violation because there are things you can look to see what the reasoning of the directors (there is no Blue Chip Stamps impossibility).  Addresses the unadressed Mills item on whether you can have proxy violations where the minority shareholders’ votes are not required to approve the transaction (in this cases a merger).  Some courts said the only thing that matters is that the corporation solicited proxies.  Other courts said if the proxies were to have a positive PR effect then you have a securities violation and the court said that is a Blue Chips Stamps impossibility to have a jurisdictional basis (cannot bring enough information to the fact finder to prove PR).  Getting a majority of the minority vote shifted the burden, under state law, was left for another day to be decided.  Deprivation of a state right (shifting of burden) was not decided as to whether there would be a nexus for jurisdiction.  The court did not have to decide this because there was

XIII. INSIDER TRADING – the crisis in confidence relative to the stock market because the fundamentals are not nearly as bad as the reaction.  The lack of confidence and the Bush speech really did not do anything.  There was a similar lack of confidence in 1929 and the 1933 Act was not only a framework but also a confidence builder and the Bush speech was not a confidence builder. The sight of some of these people being hauled off to jail may regain confidence.  Professor knows Harvey Pitt, Professor was at the SEC? There is a lot of confidence in the big 5 accounting firms.  None of this really happened on Pitt’s watch because he was not confirmed until the fall of 2001.  He has cozy relationships with all the Big 5 accounting firms because he had defended all them.  The Congressional Republicans are distancing themselves from the administration and will do anything to seem tough on white collar crime.  So there will be some over-regulating in the near term.  Under state law there was no duty from corp. officers directly to shareholders under state law that would require them to make disclosures and that was the general rule.  The federal rule and in particular Rule 10b-5 was used to combat insider trading.  The first important action was Cady Roberts case. Thedefendant in a case case can go before an administrative law judge (ALJ) and then the Enforcement Division of the SEC enforces the ALJ’s ruling.  The decisions of the SEC are appealable to the Circuit Court of Appeals, either the DC Circuit or the Circuit where the defendant lives.  There are lots of district court cases which is where you go when you are seeking an elections so your proxy regulation will go to the district court.  There will be an attempt to use disputed proxies and to get an expeditious resolution you will seek an injunction in the district court.

A. Chairman Cary was Chairman of the SEC and he decided the Cady Roberts case.  Joe Kennedy (JFK’s father) was first chairman of the SEC and he got out of stocks in the spring of 1929 before the crash that fall.  Cady Roberts was a proceeding to discipline the broker.  The broker had heard that the company was not going to pay a dividend, which was a sign of trouble (any time dividend policy is tweaked it has a disproportionate affect on the company’s stock  price).  The broker told his firm to dump the stock when he heard there were to be not dividends.  The SEC decided that Rule 10b-5 could be used in this case.  The obligation (not to do insider trading) rests on two principal elements:

1. OBTAIN QUOTE ON PAGE 930.  The existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone

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

B. SEC v. Texas Gulf Sulphur Co. (1968) on page 931.  The company struck the mother lode in Canada so the insiders bought as much of the stock as they could and also options prior to t he discovery being made public.  The defense was lack of materiality because they traded prior to a dispositive determination of the richness of the strike, the early reports were not definitive, but were they facts. Just as with Virginia Bankshares, the focus of materiality should be on what influences the investors.  The best indication of materiality is what the defendants themselves actually did in buying as much stock as possible.  The potential of becoming rich (powerball hypo) is what is valuable.  Building on Cady Roberts, it is a violation of Rule 10b-5 to trade on material information prior to that information being disseminated so you must abstain or disclose and disclosure would harm the corporation so you must abstain.  The case also gives you tipper and tippee analysis.  There will be a violation of 10b-5 if the tippee was also using the corporate information.  The breadth of TGS has been limited by subsequent case, Ernst and Ernst v. Hochfelder there is requirement of scienter.  The more tenuous the defendant is the more plausible will be his explanation.  The tipper may be found not guilty, while the tippee may be guilty.  Normally the tipper will be guilty for the damage from tippee’s trading.  If the janitor tells the CEO about a memo found in the waste can and the CEO, the tippee, does insider trading, the janitor, tipper, will not be liable because he does not have scienter but the CEO will be guilty.

C. Economists say we should let the market take care of insider trading and that stock will decrease in price and will be dumped.  However, the downside is that investors will dump other non-insider trading company’s stock also.  When people start dumping shares because of bad information (i.e., a change in dividend policy) is good because they will then but good stock, which is more efficient use of resources and the market will follow the lead of the insider dumping even though there is no public information. Follow the trade because somebody must know some bad news.  The converse is true with buying and good news because if there are lots of purchases something must happening (i.e., a merger).  The target shares also go up prior to the public announcement, which means there is insider trading.  TGS is important because it is a circuit court case, builds on Cady Roberts, and provides us with the basis for insider trading.

D. Chiarella v. US (1980) on page 947.  Only in the US could you have the first conviction under insider trader be bluecollar worker (a printer).  Involved a corporate takeover bid and required filing of documents that require professional printing. The drafts of the disclosure documents have the names of the parties obscured but someone with a high school education and Barron’s can figure it out.  Chiarella would buy stock in the target companies and the premium was 50%, he would buy at $10 a share and be able to sell it for $15 per share.  Why did Chiarella win?  Because he did not have a duty to disclose as would a person inside the corporation.  Burger in the dissent sounded the misappropriation theory but it wasn’t pleaded.  The theory of the prosecution’s case was that the trading of securities in the presence of non-public information is culpable, possibly even criminally and this is the theory is rejected.  There is no liability merely because one is in possession of non-public information, There must be something wrong with the source of the information.  The prosecution would have had merely over hearing two CEOs talking in a restaurant would make one liable if they subsequently bought stock because of the overheard conversation.  There must be a DUTY QUOTIENT not to trade on non-public information and prosecution cannot be sustained without the duty element present.  We have the 1934 Act because the CL frustrated sharp trading so we do not have to start with the CL we can just interpret the statute.  It is not an inappropriate proposition that one should not be allowed to trade on information that the public does not possess.  Martha Stewart’s duty is derivative of her boyfriend’s duty (she is the tipper).

E. United States v. O’Hagan (1997) on page 958.  Justice Burger’s misappropriation theory is vindicated.

F. Dirks v. SEC (1983) on p age 972.  Dirks was an analyst and his area of expertise was insurance companies.  He learned from an insider that this Equity Funding was running a huge fraud, they were claiming policies that they had not written (not unlike what we see in the press today).  Dirks tried to expose it to the press and he also made it known to his friends and they dumped Equity Funding and advised their clients to dump it also.  Dirks is appealing his relatively light penalties from the SEC and he won.  The most important part of the opinion is FN 61 on page 974 that deals with the TEMPORARY INSIDER CONCEPT, so that lawyers and accountants that perform temporary services in connection with a corporate transaction have a fiduciary duty the same as corporate officers and can be found to be tippers themselves.  Dirks stands for proposition that if the source is not a corrupt source (the tipper).  The tipper here, the VP of Equity Funding, did not tip for PERSONAL GAIN, so the Supreme Court added the qualification that the tipper not be tipping for personal gain.  If Dirks had been the tipper rather than the tippee he would have been doing it for personal gain, investment quid pro quo.   Golf course conversations that do not have a professional link and this type of insider trading is hard to find.  This is the only personal gain test because this is the only case that does not have the personal gain involved.  Officers of portfolio companies don’t often divulge fraud in their companies.  What is important in Dirks is the Temporary Insider Concept found in FN 61.There are two bases to go after insider trading:

1. Fiduciary duty insider

2. Misappropriation 

G. Page 954 Note 1(a) there would be a violation of rule 10B because the person using the info is an EE of the issuer

H. Note 1b on page 954, party who merely overhears a conversation is not subject to insider trading.

I. A sub tippee depends upon the responsibility of the source for subsequent trading.  Per Dirks if the tipper has a financial or personal gain then the tippee has a derivative liability

J. The Carpenter case in Note 3 on page 955 is a 4-4 split on the misappropriation theory because Justice Kennedy had not yet been heard. Wall Street columnist of “Heard On the Street” gave his boyfriend the tip and the boyfriend shared it with another also and was convicted.  In Carpenter we are talking about the EE of the Wall Street Journal and not an EE of the corp. involved in the transaction and this may have led to the four person dissent. Also two liberals on the Court (Ginsberg and Stevens) contributed to the dissent.

K. Note 6 on page 957 deals with Rule 14e-3 on page 1127.  Section 14-e on ppage 976 is what Congress passed which is the anti-fraud provision for TENDER OFFERS and it only applies to tender offers.  Rule 14e-3 would proscribe what Chiarella because we don’t have to look to Section 10b’s enactment and Rule 10b-5. Rule 14e-3 has been used broadly for tender offers but a tender offer has not been defined.  If you say a tender offer is comprised of elements 1-8, someone could do 1-7 and do just as much harem.  Section 14 and Rule 14e-3 was added to the 1934 act via the Williams Act (Professor worked for him and Senator Williams went to jail for Abscam).  The Williams Act was aimed at evening the playing field in tender offers.  There is a tender offer but no information about the offer and no time to decide. The offerees were concerned about being left at the station because once a proponent gets a majority of the shares the proponent can then effect a cash out merger and the person left at the station may have to take the cash and it could be less than the premium on the tender offer.  The Williams Act gives offerees information and more time.  Where the offerees don’t need the protection then we do not have a tender offer.  If the offer is restricted to institutional investor it is not a tender offer because institutional investors need no protection just like they don’t need protection in a distribution 

L. Both the 4th circuit and 8th circuit have rejected the misappropriation theory.

M. In O’ Hagan (1997) on page 958.  A person who trades in securities who used confidential info obtained in breach of fiduciary duty to the source of the duty may be held in violation to Rule 10b-5.  Chiarella deals with the classical insider trading which occurs when an insider trades on the basis of confidential information obtained by reason of the person’s position and it satisfies the deceptive device prong of Rule 10b.  In Dirks we have the temporary insider footnote that gives lawyers and accountants duties.  The misappropriation doctrine implicates corporate outsiders.  It is the breach of the duty by a corp. outsider so misappropriation would reach Chiarella because he had a duty to his ER who had a duty to the corp.  Justice Burger’s dissent is now the law.  Carpenter was not related to anyone who was a party to the transaction.  O’ Hagan embezzled from the law firm and then traded on insider information to cover the embezzlement.  Why doesn’t the classical theory apply to O’Hagan?  He was not involved in the deal.  He was not a temporary insider. He was just slinking around the office and piecing together information.  The breach of fiduciary duty or work rules satisfies the deceptive requirement.  THERE HAS TO BE DECEPTION per Rule 10B-5.  Disclosure voids the deception requirement.  Disclose and abstain are required in the classical theory and it is only disclose in the misappropriation theory (disclose to the person or party whom you are harming, in O’Hagan it would be his law firm).  Also importantly in O’Hagan the court upheld Rule 14e-3.  Unlike Ernst and Ernst, Rule 10b-5 requires manipulation and deceptive which requires to scienter.  There is nothing in 14e-3 that was preclude it from being used on O’Hagan’s conduct.  The breadth of Rule 14e-3 has yet to be decided.  Justice Ginsberg borrowed from Justices Blackmum and Marshall in their dissent in Chiarella in that the Court does not have rely on CL it is a new day given the statute that Congress has passed (Section 14).  The O’Hagen decision is cited by some as the more freewheeling actions of the 1960s court that used the securities acts broadly and was very pr-plaintiff and not as bound to literal conservative approach ala the Blue Chip Stamps case.  The swing votes on the Court will be more pro-plaintiff.  Justices Rehnquist, Scalia, and Thomas have not been affected by anything since the 9th century.

N. Misappropriation of information in violation of work rules and the utilization of that to effect insider trading is prohibited by Section 10B and Rule 10B-5.

O. Chessman.  The source of the information must violate a duty and familial relationships in and of themselves are not fiduciary which is the holding of property for the benefit of another.  The H/W relationship by itself is not a fiduciary duty.  The 14e-3 analysis is consistent with the Ginsberg analysis.

XIV. Final Exam is 6/22/02 will be 4 to 6 questions similar to handout questions with sub-questions that call for shorter answers.  There are five essay questions.  The sub questions will sometimes be short answer.  Use Code Sections and Rule numbers.

A. S Corp is purely a tax entity rule – less than 75 shareholders.  But is 30 shareholders for a close corporation under Delaware law.
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