I. General principles of a Corporation

A. Perpetual and Separate Life – corporation continues to exist as long as it wants, and is independent of the lives of individual members

B. Centralized Management – (directors and officers) management exists separately from the investors

C. Ownership interest in assets and earnings (core feature of capital economics)

D. Free transferability of ownership interest

E. Limited liability – investors are not held personally liable

II. Formation

A. Where to incorporate – factors to consider:

1. Where business is conducted

a) If you incorporate in California, California tax law applies to you 

2. California General Corp. Law sec. 2115 – even if you do not have to qualify as a foreign corporation for tax purposes, if you meet certain criteria (more than ½ your shareholders and capital are in CA) then certain California corporate governance law will apply to you.  So even if you incorporate in DE, the pro-management laws in DE will not apply in CA.  Constitutionality is in doubt – it attempts to move the whole “pie” to CA, even though half the pie may actually exist in another state.

3. Costs of incorporation

a) When you incorporate in DE, you will then have to qualify in the state where you do business, which is not cheap.  If you are a privately-held corporation, it is cheaper to just incorporate in the home state.  

4. Laws of jurisdiction

5. Nature of Corporation (Public v. Private)

a) Private/Public

(1)  “Closely Held” – Not a legal term, just a descriptive term meaning management and ownership are same.  Can have shareholder agreement, but more limited than Close Corporation.  One of the shareholder agreements that can supercede state governance law is agreements limiting transferability of stock.  

b) Close Corporation – a type of closely held corporation.  Has to self elect to be “close” under applicable statute, (MBCA Close Corporation Supplement) and shareholders’ agreement will then supercede certain state corporate governance statutes.  

B. How to incorporate

1. Requirements Articles of Incorporation Sec. 2.02(a)

a) Corporate Name Sec. 4.01

(1) Form - Inc, ltd., etc.

b) Must be distinguishable on the records (Standard in CA is “deceptively similar”)

c) Number of shares corporation is authorized to issue – to prevent selling more than 100% of corporation

d) Name and Address of registered agent (for service of process)

e) Name and address of each incorporator

2. Permissive Articles of Incorporation Sec. 2.02(b)

a) Names and addresses of initial directors

b) Purpose(s) of organization

c) Powers of corporation

C. Organization (an integral requirement of formation)

1. Fundamentals

a) Incorporator’s Minutes (§ 2.05(a) – Elect directors who will serve until organizational meeting

b) Call Organizational Meeting – 

c) Name directors

d) Can be without a “meeting”

e) Get a Tax ID number

f) Elect officers

g) Authorize stock

h) Attorney Resigns as incorporator

i) Prepare the Bylaws that will serve until organizational meeting § 2.06

(1) Consistent with the laws of the state you are incorporated in 

(2) And with the Articles of Incorporation (which prevail if inconsistent with the state laws)

D. Ultra Vires – acting without power

1. May not be used affirmatively as a sword – neither by a party to void a contract, nor by a corporation to void a contract

2. When can it be used?

a) Shareholder brings an action to enjoin a corporate act

b) Action brought by corporation to enjoin corporate directors

c) Atty general brings a Quo Warranto action

(1) Quo Warranto – action by the sovereign (attorney general) to force corporation to show that what it is doing is legitimate, legal, and within its purposes of incorporation.  

III. Limited Liability

A. Defined: 

1. No recourse to investors/management

2. Default attribute of a corporation

3. Public Policy

a) Capital formation (encourages investment)

b) Encourage responsible risk-taking

(1) No liability for some actions

(2) But imposes liability for intentional torts

c) Investment diversification – if it is safe to invest in one, it is safe to invest in another

d) Encourages trading of stock on public market (if there is no limited liability, the stock will be valued differently depending on who is investing in it, because of potential exposure.  Limiting liability means everyone’s value is the same, so the stock can be easily traded.)

B. Pre-Incorporation Liability (where limited liability will be extended to acts prior to incorporation

1. Promoter (fact pattern – new corporation was not formed)

a) Defined: SEC rules

(1) Fiduciary duties of promoter to investors

(a) Duty of loyalty and

(b) Duty of disclosure

(2) Restatement

(a) Promoter can seek to be non-recourse agent – must be EXPRESSLY contracted for

(b) “Best Effort” – promoter will make best effort to get corp formed, and will not be personally liable if he exercises best effort – must be expressly contracted for

(c) Interval contracting party – expressly contracted for (Novation)

(d) Additional contracting party

b) Promoter rights and liabilities – General rule: Promoter is liable

(1) Exception – unless the promoter contracts for some other arrangement

2. Corporation’s liability for pre-incorporation contracts

a) Minority 1 British Rule: Corp. cannot become a party to a contract made before it was formed, either by adoption of ratification.  In order to be bound, Corp would need a new K or a novation (substitution of parties)

(1) Quasi-K:  Quantum Meruit – sue the Corp anyway in equity

(2) Minority 2 Mass. Legal Rule: Adaptation of British rule: where the other party performs and performance is accepted, the court will find a contract had been formed.  

b) Majority American Rule: A corporation is not liable for contracts made before its incorporation, but a corporation may adopt the contract after incorporating either expressly or impliedly through conduct.  

(1) Doctrinely – the theory is that there is a continuing offer that can be accepted later on by the corporation

(2) This rule was adopted for both fairness and efficiency principles.  

C. Defective Incorporation (and its effect on limited liability)

1. Legal - De Jure

a) Statutory Compliance

b) De Facto Compliance

(1) Existing valid law

(2) Attempt at compliance

(3) Use of the corporate form

2. Equitable – Estoppel

a) Threshold requirements for equitable relief

(1) No remedy at law

(2) Balancing the equities (allocating the risk analysis)

b) By conduct, the other party dealt with the “corporation” as if it existed

D. Disregard of the Corporate Entity “Piercing the Corporate Veil”  (fact pattern – Valid Corp, Valid Corp contractual obligation, Corp unable to pay)

1. Equitable Remedy

2. Standard: In the use of the corporate form, there must be some

a) Fraud,

b) Misrepresentation, or 

c) Illegality

3. Factors:  (Important to note that these factors don’t all have to be present, and even if they are ALL present, they still have to add up to the standard of fraud, misrepresentation, or illegality.)

a) Corporation is a shareholder, not an individual

(1) Policy: Individuals form corporations for the purpose of getting limited liability.  This is how individual chose to allocate the risk.

(2) Enterprise test:

(a) Complete Control/Dominance

(b) Injustice (undercapitalization)

(c) Proximate Cause

b) Creditor relationship is either:

(1) Contract (Voluntary) – much less likely to pierce the veil with a creditor who voluntarily chose to get into this relationship.  

(2) Tort (Involuntary) – much more likely to pierce the veil when the creditor had no choice to become involved with the corporation

c) Disregard of corporate formalities (shows intent; to get the legal benefits of incorporation, you have to follow the rules)

(1) Issue stock

(2) Hold meetings

(3) Elect officers

(4) Pay dividends

(5) Keep corporate records

d) Undercapitalization

(1) Not enough money paid by shareholders to fund the foreseeable expenses of the corporation.

(2) Too little money shows recklessly or intentionally creating a business that will not be able to pay its bills or satisfy judgments against it.  

(3) Having insurance tends to show good faith effort at adequate capitalization

e) Commingling of Assets between corporation and shareholder

f) Closely Held Corporation

g) Defendant is inducing creditor reliance by being involved in the transaction personally.  

4. PLA must present evidence re: the elements

5. Statutory statements of public policy as affecting piercing doctrine

a) CERCLA (Superfund) statute makes “owner operator” liable for polluting.  

(1) Parent may be liable under traditional piercing doctrine

(2) Parent may also be liable as Operator when the parent actively participates in and exercises control over the operations in question

b) Social Security

(1) Individual can incorporate to qualify for social security, and SSA must respect the corporate form (if the salary is justified)

(2) Policy – SS is designed to provide for old age benefits

c) Unemployment benefits

(1) Corporate entity may be ignored in determining whether the claimant is, in fact, unemployed when the person claiming unemployment is a director of the corporation that employs them and has control over being laid off

(2) Policy – Unemployment is not intended to be a safety net for entrepreneurs

6. Reverse Piercing (when shareholder wants to avoid corporate form for a defense)

a) May be used only in limited circumstances.  Generally, when someone adopts the corporate form, they should take the good with the bad.

b) Equitable Subordination

(1) Liquidation Preferences

(a) Secured Creditors

(b) Unsecured Creditors

(c) Equity 

(2) Why this order: allocation of the risk according to contractual understanding.  

(3) When director seeks to place equitable claims against the corporation higher into the liquidation preferences as a fraud, courts can move those claims further down the chain by equitably subordinating the claims of the director to those of secured and unsecured creditors

IV. Financing the Corporation – there are three types: Equity, Debt, and Earnings

A. Equity (ownership)

1. Creation

a) Authorize Shares (2.02, 6.01(a)) in Articles of Incorporation

(1) Evidenced by a stock certificate

(2) Types of Shares:

(a) Preferred Shares

(b) Common Shares

(3) Classes of Shares (A, B, C, etc)

(a) Series within the classes (1, 2, etc.)

(4) Board of Directors cannot increase number of authorized shares without approval of shareholders

b) Issuance

(1) Purchase Agreement

(2) Subscription Agreement (buying stock on time)

(3) Outstanding Shares – equivalent to issued.  The shares are issued and held by shareholders

(4) Redemption – corporation redeems its stock by buying it back. 

2. Rights (set forth in Articles)

a) Voting (6.01(c)(1); 7.21)

b) Liquidation preferences within the equity pool (6.01(c)(4)

c) Liquidity Rights – shareholder can cash out. (6.01(c)(2)

(1) Redemption rights

(2) Conversion Rights

d) Distribution Rights – dividends (6.01(c)(3))

e) Pre-Emptive Rights (Anti-Dilution) allow shareholder to buy new shares when issued) (6.30)

(1) Defined: Shareholder has inherent right to purchase new issuance of stock to maintain percentage ownership

(2) “Opt In” MBCA – default position is no preemptive rights, but Articles can create the right 

(3) “Opt Out” Many (maybe majority of) states – preemptive rights is default, and Articles can take them away

(a) Stokes – Created this right – remedy is the problem because new investors are putting money in and increasing the value of the now-diluted stock

(4) Fiduciary Relationship between directors and shareholders re: issuance of shares – Sidler case: directors can’t use their right to issue shares to disadvantage minority shareholders.  Have to determine whether the transaction itself was justified.  Merely giving the shareholders pre-emptive rights may not be enough.

3. Types of Equity

a) Types:

(1) Common 

(2) Preferred (MBCA does not specify preferred, just says that there can be multiple types) Preferred usually refers to liquidation preference and/or distribution preference

b) Class of Equity - Can have different rights

(1) Class A, Class B, etc.

c) Series – An issuance within a class.  Same rights within a series 

4. Public Offerings

a) Registration Statement

(1) Exemptions

(a) Transactions by an issuer not involving public offerings.  (Question of what is a “public” offering.)

(i) Ralston Purina – offering to employees who “show initiative” is public

(b) Intrastate – business and offering in the same state

(2) What is an investment contract?

(a) Investment of money

(b) Common Enterprise

(c) Profits solely from efforts of others

b) Issuing Shares by a Going Concern: Preemptive Rights and Dilution

5. Consideration

a) Forms that are acceptable

(1) Cash

(2) Services rendered 

(a) And under MBCA, services that will be performed

(b) California (and some other states) prohibit issuance for promissory notes.

(3) Tangible or intangible Property

b) Par Value (Stated Capital) – the designated value of original stock

(1) Par Value only matters for original issuance of shares.  When stock is redeemed and re-issued, par value is irrelevant to re-issue price.  

(2) Watered Stock Liability – purchase of shares for less than par value

(a) Kinds of watered stock

(i) Discount Shares – Shares issued for cash/property at less than par

(ii) Bonus Shares - Shares issued for no consideration

(iii) Watered stock – stock issued for over-valued property

(b) Scope of Watered liability: liable to the extent the stock is not paid for (difference between price paid and par value or market value, so maximum is par value or market, whichever is less.)

(c) Theories of Liability

(i) Statutory Liability

(ii) Trust-Fund Liability – the capital of a corporation constitutes a trust fund for the benefit of creditors.  Arises when the corporation becomes insolvent

(iii) Contract Liability – third-party beneficiary.  

c) No Par Value Jurisdiction – The Company is allowed to just state its Stated Capital, but such statement must be in good faith.

6. Acquisition of Shares

a) Purchase Contract

(1) Promissory Note – promise to pay over time, but get shares at time of promise

(2) Subscription Agreement – promise to pay, you get shares after you complete all payments.  

b) Regulation of Public Offering

(1) Securities Act of 1933: Public Sale of Securities is regulated – you have to register.  Registration is very expensive (atty’s fees, underwriters, CPA’s).  Not worth it if raising less than $10Mil.  Both “public” and “Security” are interpreted broadly to protect investors. 

(a) Public: Ralston Purina – An offering to those who are shown to be able to fend for themselves is a transaction not involving any public offering.  (An offering to all employees is public)

(b) Security: Howie Case – three part test of what is a security: 

(i) Investment of money, 

(ii) In a common enterprise;

(iii) With profits to come [solely] from the efforts of others

(2) There are exceptions to registration requirement

(a) Regulation D – Private Offerings: Transactions that are not public

(b) 230.504 – Exemption for limited offerings less than $1 Million

(i) Under $1Mil offering price

(ii) But, if you satisfy the State Blue Sky law, you meet Regulation D.

(a) CA Blus Sky Law: 25102(f)

(i) Under $1mil

(ii) Offered to fewer than 35 people

(iii) No solicitation

(iv) Such a relation to Co that they have full knowledge of financial affairs

(c) 230.505 – Exemption for limited offerings less than $5 Million

(i) Under $5Mil

(ii) Offered to fewer than 35 people

(3) Blue Sky Laws – are state laws that regulate public offerings.  

B. Debt (loans) Financing

1. Types:

a) Bonds: secured by lien or mortgage

b) Debentures: unsecured corporate obligation

c) Loans

d) Financial Institution Financing (bank loan)

(1) Shareholder loans (most common fund of financing for close corporations)

2. [Review financing hypothetical]

a) Leverage

3. Tax problems

a) Basic Tax form is C Corp.

b) Double taxation – taxed for earnings and for distributions.

(1) How to avoid double-taxation – S Corp

(a) Only one class of stock

(b) 35 or less shareholders

(c) Mutual ownership

(d) US Citizens

(e) Value is low

c) Debt to Equity ratio 

(1) Ratio is important to IRS because of Debt to Equity ratio gets too high, the IRS will re-classify debt as equity and that is taxable to shareholders as earnings.  

C. Earnings (finance the corporation by running a profit)

D. Distribution

1. Property of the corporation is being distributed – the fundamental question is conflict between creditors and shareholders, because distribution to shareholders skips over traditional pre-emption rights.  

2. Types of Distributions:

a) Dividends (come from earnings) – 6.40

(1) Cash

(2) Shares

b) Capital Distributions (come from selling off assets – 6.40)

c) Stock Redemption – 6.31

(1) Compelled by corporation.  Shares are “held” not owned.  They are called “Treasury” shares.  Treated like authorized but un-issued shares.

(2) This is a distribution because the corporation gets nothing in return when it pays a shareholder for stock.  Stock repurchased is not an asset.  

(3) Redemption does not affect relative ownership of shares because it is even across the board.

d) Repurchase – 6.31

(1) Mutual agreement between shareholder and corporation.  

(2) Affects proportional ownership of stockholders because only one shareholder (or a group) sells stock back.  These are ripe for disputes.   

3. Just because there are earnings does not mean they have to be distributed – there has to be bad faith (There can be a reasonable business reason for not distributing)

a) Essential test of bad faith is whether policy is based on personal interest or business interest – BUT court will not substitute its own judgment for that of Board.  

b) Factors: (Fact sensitive)

(1) Hostility of controlling faction

(2) Exclusion of Minority from employment

(3) High salaries or bonuses to majority

(4) Fact that majority might be subject to high income taxes if dividends paid

(5) Majority desires to acquire the stock as cheaply as possible

4. Legal Restrictions on Distributions – two part test:

a) Equity Insolvency Test – cash flow/income – basic test is, if corporation makes distribution, will it be able to pay its debts as they come due (“liquidity”).  How do we determine this?

(1) Look to Income Statement

(2) Look to Income Projections

b) Balance Sheet Test – Look to whether there is equity in the corporation – do the assets exceed the liabilities?  Rule is different in different jurisdictions:

(1) Capital Impairment Test: – (Assets – Liabilities) – Surplus Capital must be > Distribution

(2) Surplus Earnings Test: (A – L) – Stated Capital > D

(a) In some jurisdictions, if there is no surplus earnings, you can take some of your surplus capital and distribute it as a “Capital Distribution”.  This requires vote of shareholders and publication.  

(3) Nimble Dividends: Current Earnings > D (DE also lets you back one year)

(a) Policy: encourages investment

(4) MBCA Test: A – (L + Preferred equity) > D

V. Corporate Social Responsibility

A. What is the purpose of a corporation?  Two competing views:

1. Property (Profit Maximization) Conception

a) Matches Contractarian model

2. Social Entity/Institution Conception

a) Matches Traditionalist model

B. Means:

1. Regulation (All of U.S.)

a) Environmental laws

b) Securities Laws

c) Wage/Hour laws

2. Control-Oriented rules (Out of favor)

a) Where government steps in and dictates how corporations will behave.  

C. Seminar on Sarbannes/Oxley Act

1. Know requirements for lawyers under the law

2. Know what recommended changes to ABA Model Rules require of lawyers with respect to representation of corporations.

VI. Management and Control – Corporate Governance

A. Shareholder Voting Rights

1. Matters for which shareholders may vote:

a) Directors

b) Amendments to Articles of Incorporation

c) Fundamental Changes in Corporate structure

(1) Merger

(2) Sale

(3) Dissolution

(4) Re-Incorporation

2. Manner in which shareholders may vote

a) Who – 

(1) General rule is only record owner can vote.

(a) Stock Register is ultimate evidence of who may vote.  Election inspector may only look to the records to determine who may vote.  Inspector may not go deeper than the records.  

(b) Election Inspector has discretion to make preliminary determination regarding validity of proxies – NOT subject to judicial control BEFORE the election, but IS subject to review in quo warranto proceeding AFTER the election.   

(2) 7.29 Proxy/Record ownership v. Beneficial ownership

(3) 7.24 Receivership – receiver votes

(4) 7.23 Bankruptcy – trustee votes

(5) 7.07, 7.20 – record date

(6) 7.25 – Quorum – quorum of shares required to vote for a matter pertaining to those shares.  Quorum is a majority unless articles provide otherwise.  

(a) 7.25(c) – If a quorum exists, action is approved if yes votes outnumber no votes.  So Abstainers cannot frustrate passage of an action.  

(b) OLD MBCA rule required majority of quorum to pass.  So abstainers could frustrate election

b) How are the votes cast for Directors– Straight v. Cumulative

(1) Straight – on share, one vote.  This disenfranchises minority.  Majority shareholders can elect entire board.

(2) Cumulative Voting – each shareholder gets number of votes equal to # of shares times # of directors.  Minority can then cumulate votes for one position to ensure representation.  

(a) Jurisdiction breakdown:

(i) MBCA & 30 states makes cumulative voting opt-in

(a) If permitted, have to have conspicuous notice in proxy statement OR

(b) Shareholder who is going to vote cumulatively has to give notice not less than 48 hours before vote.  

(ii) 12 states have opt-out cumulative voting (Cumulative is default position) – CA is one.

(iii) 8 states have mandatory cumulative.  

(b) Formula for getting a seat = [# of shares divided by (# of directors + 1)] +1.  So for a corporation of 25,000 shares and 3 directors, 25,000 divided by (3+1=4) = 6,250+1 = 6,251 shares minimum to elect a member of the board.  

(c) Ways around cumulative voting:

(i) Change number of directors

(ii) Set directors for each class of shares

(iii) Remove directors from the board

(iv) Stagger elections.  (e.g. 3 directors, one elected each year for 3 year terms)

(a) CA and 2 other jdxs require election of ALL directors each annually

c) How (part 2) Proxies

(1) Defined – 7.22: writen agreement permitting another person to vote for you.  

(a) Relationship is Agency

(b) Revocable unless conspicuously stated otherwise and coupled with an interest – 

(c) Subsequent assignment is deemed a revocation of prior assignments

(d) Valid for 11 mos., unless stated otherwise

d) How much – restricted by agreements, voting trusts

(1) Voting Trusts: 7.30

(a) Requirements

(i) Voting rights are separated from the ownership rights

(ii) For definite period of time (10 yr limit)

(iii) Principal purpose is voting control of corporation

(b) Under any voting trust arrangement is a fiduciary duty to the shareholders for whom the stock is held.  Trustee cannot vote away the rights of the shareholders.  

(2) Voting Agreements: 7.31

(a) Two or more shareholders may agree to vote a certain way in writing

(b) Is enforceable by specific performance

(3) Shareholder Agreements: 7.32 – (broader than voting agreement) designed to put restrictions on the transference of shares

(a) Can alter governing structure

(i) Eliminate the board

(ii) Govern making distributions

(b) Statutory provision is required to enter into an agreement restricting transferability of ownership, because one of the elements of a common law corporation is free transferability.  

(c) Buy-Sell Agreements – agree not to sell unless others agree, if they don’t agree – corp or other shareholders can buy (right of first/second refusal)

(i) Pricing Mechanism

(a) Book value (equity: Assets minus liabilities)

(b) Fixed Price (needs to be updated frequently)

(c) Appraisal (delay and expensive)

(d) Self-adjusting formula

(ii) Who buys?

(a) Redemption Agreement: Corporation buys back the shares

(b) Cross-Purchase: other shareholders buy

(c) Third party

(iii) Triggering Event – what triggers the buy-sell

(a) Death of shareholder or disability

(b) Divorce

(c) Deadlock

(d) Desire to sell to 3rd party

(iv) How are you going to pay for it?

(a) Insurance

(b) Capitalization

(c) Promissory Note

(4) Vote Buying

(a) Two old rules

(i) Ok, unless fraudulent intent

(ii) Per se illegal

(b) New Rule – Vote buying is thrown out only if there is intrinsic unfairness

3. Mechanics

a) Meetings

(1) ANY Action can be taken without a meeting 7.04

(a) Written consent is required 

(b) Signed by ALL shareholders entitled to vote (MBCA & CA)

(i) DE only requires minimum number required to pass the action if everyone were present and voting (too difficult to get shareholders together)

b) Notices

4. Deadlocks

a) Defined: Paralysis – Corporation cannot govern or operate itself

(1) MBCA 8.10(a)

b) Mechanism for dealing with it:

(1) Dissolution – there are three kinds

(a) Judicial MBCA 14.30

(i) Not favored remedy

(ii) Discretionary – court can decide not to dissolve for policy reasons.  Look to life of corporation, not interests of competing parties.

(b) Administrative MBCA 14.20

(i) Not paying taxes

(c) Voluntary MBCA 14.01

(i) Vote to dissolve

(2) Mediation/Arbitration

(3) Odd Number of directors

B. Oppression and Remedies

1. Oppression defined: covers a multitude of bad conduct when the majority’s (or minority’s) conduct substantially defeats the reasonable expectations of the minority and that were central to minority’s reasons for investing.

2. Remedies:

a) Dissolution

b) Buy-Out

(1) Equitable and MBCA 14.34

c) Minority oppression - Forced sell-out

d) Rare – Minority buy-out of majority

e) Court-Appointed Provisional Director

(1) Officer of the court

(2) Not under MBCA, but in some state statutes

f) Custodian

g) Receiver

C. Action by Directors and Officers

1. Statutory Officers

a) None under MBCA

b) Majority

(1) Pres.

(2) Sec.

c) CA:

(1) Pres.

(2) Sec.

(3) CFO

2. General rule: officer cannot bind company by contract unless 

a) Express/Actual Authority

(1) By-laws grant the power

(2) Board grants the power

b) Apparent Authority

(1) Prior acts show officer has the power 

(2) Officers can usually bind the company for acts occurring in the Regular and Normal Course of Business.  President cannot bind the company for extraordinary contracts.  How do we determine ordinary v. extraordinary?  

(a) Ordinary: Those necessary to carry out the corporation’s daily business are ordinary.  

(b) Extraordinary: unduly restrict management, subject corporation to substantial liability, run for long and indefinite periods of time

c) Ratification or Accepting the Benefits

3. Drive-In case: Third parties may reasonably rely on the representations of a corporate officer that the board has given approval

D. Transactions in Controlling Shares

1. General rule is that majority is free to sell at a premium and does not have to share the “Control Premium” with minority shareholders

2. Exceptions:

a) Looting – (selling to looters) Bad faith (majority has duty to minority of good faith and fairness) 

(1) Due Diligence: Do reasonable search of potential buyer if majority has knowledge of facts that would put a prudent buyer on guard.  Factors to look for:

(a) Buyer could not afford company

(b) Bad reputation

(c) Control Premium too high

(d) Buyer’s suspicious conduct – hurried transactions

(2) Damages – value of company before looting and future lost profits

b) Sale of Office/Director Seat

(1) The premium paid for the “stock” is higher than the present value of the expected earnings of the corporation to be derived from the control.  

c) Usurpation of Corporate Opportunity

d) Buyer agrees to buy all shares, but the controlling shares recast the transaction as sale of just the controlling shares.  

(1) Majority shareholders threaten to veto the sale (because they have the votes) unless the buyer instead buys their majority 

VII. Proxy Regulation & Solicitation (Exchange Act of 1934)

A. Policy: Fair Corporate Suffrage 

B. General Rule: Must register with SEC before soliciting proxies in a Proxy Statement.

1. Definition of Solicit is broad

2. Gray area – Studebaker case – circulation of written consent form.  

C. Rules of 14(a) of SEC 1934:

1. Disclosure: MD&A in proxy statement

a) Must be filed with SEC and get “no action” letter

b) Must be filed with Corporation

2. No open-ended proxies – must be solicited for a specific vote.  

3. Shareholder access to voting process – proper shareholder proposals must accompany management proxy solicitations

4. Provides Private Remedies/Causes of Action

D. Scope of 14(a): 

1. Jurisdiction – broad

2. Only covers securities registered under section 12 (publicly traded companies)

3. Only applies to Solicitations of proxies

4. Remedies – not specifically mentioned in statute, but inferred in the courts to be any remedy necessary.  

E. Solicitation defined:

1. Very broad.  But, there are now “safe harbor” rules to permit some contact.  Safe Harbor Rules:

a) Statement of how a shareholder intends to vote, provided:

(1) The communication is made in public

(2) Is directed to persons owed a fiduciary duty or

(3) Is made in response to unsolicited request for additional information re: prior communications

F. Extent of Disclosure

1. No false or misleading statements or omissions of material facts

2. Remedy: private cause of action may be inferred from the statute.  Both individual and derivative.  The purpose of the statute is remedial, so we need a remedy.

3. What is materiality?

a) Mills: Causation need to show absolute causation – must show that the vote would not have happened anyway (very conservative and limits ability to sue)

b) Borak: An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote. (changes Mills)  If a material fact is omitted, it is assumed that there is causation and that the voters would have been negatively influenced.  (Very plaintiff friendly)

G. Shareholder Proposals (14a-8)

1. Cost-saving device for stockholder to have a proposal attached to a proxy statement.

a) Proper under state law

b) Own certain % of securities

c) Can’t be about management or elections

VIII. Duty of Care 

A. Fiduciary Duties 

1. Purposes: To efficiently resolve the tension between management and investors and to minimize costs by giving guidelines that govern behavior

2. Management owes duty to

a) Shareholders

b) Creditors upon insolvency

c) *Some statutes impose duty to public, but not under common law

3. Two kinds of fiduciary duties:

a) Duty of care: (MBCA § 8.30)

(1) In good faith

(a) Honest

(b) No conflict of interest (no self-dealing)

(c) No illegality

(2) Reasonable belief that actions are in best interest of corporation

(a) Focus in on substance of the action itself

(3) Informed decision making

(a) Guided by reasonable care in procedures 

(i) Common law – “ordinary person” standard

(ii) MBCA “Like position” standard –what someone in same position would have done.  

(4) Business Judgment Rule –

(a) Defined: Rebutable presumption that presumes directors are acting with honesty and well meaning and decisions are informed and rational.  

(b)  Two functions:

(i) Shield the directors from personal liability

(ii) Insulates directors from judicial review

(c) Policies of the rule:

(i) Encourages Risk Taking

(ii) Avoids judicial meddling

(iii) Encourages eligible and qualified directors to serve

(d) Reliance Corollary to BJR – directors are free to rely on the reports, information and advice they receive from management, their employees, or outside professionals

(e) Rebutting the BJR: requires evidence of 

(i) Fraud/Illegality

(ii) Lack of rational business purpose (hard to prove)

(iii) Gross Negligence – complete dereliction of duty

(5) Remedies:

(a) Damages

(i) Personal liability of director

(ii) Directors are jointly and severally liable

(b) Equity

(i) Injunction

(ii) Rescission

(6) Limiting Liability

(a) Insurance (D&O insurance) – expensive

(b) Statute can permit articles to provide that corp should indemnify officers and directors

(c) MBCA 2.02(b)(4) – Officers and directors not liable for money damages except

(i) If they financially benefit from act they were not entitled

(ii) Approving an illegal distribution

(iii) Intentional torts

b) Duty of loyalty

(1) Self-Dealing

(a) Direct – when director is involved as a party in transaction

(b) Indirect – Transaction involves someone/thing to which the director is related

(i) Interlocking directorate – same directors on board of both corporations – does not implicate self-dealing.  

(2) Standards for Review of Self-Dealing

(a) Judicial – early common law rule: self dealing was void.  Modernly, look to

(i) Substantive Fairness

(a) Objective test – is the transaction reasonable on its face even if they other party had not been an interested director

(b) Corporate Value test – whether transaction itself was of value to corporation and within scope of business purpose

(ii) and Procedural Fairness.  

(a) Disclosure and

(b) Vote of disinterested directors

(b) MBCA 8.61(b)

(i) Disclosure and Approval of majority of board or shareholders; or

(ii) Substantively Fair, even if not disclosed

(c) American Law Institute § 5.02

(i) Disclosure and Fair; or

(ii) Approved by majority of disinterested directors; or

(iii) Approved by majority of shareholders

(3) Usurping Corporate Opportunity Doctrine

(a) General rule: no usurpation by director or officer

(b) Tests:

(i) Interest or Expectancy Test – where K in place for corp to get benefit (PLA test)

(ii) Line of business test – when corp doesn’t have contractual right to the business, but the transaction is in the corporation’s scope of business.  (PLA test)

(iii) Fairness test (PLA test)

(iv) Full Disclosure (DEF test) – usurped only after full disclosure

(v) Non-Competition Agreement (DEF test) argue agreement was too broad

(vi) Insolvency – (DEF test) Corp was financially unable to pursue the opportunity

IX. Insider Trading 10b-5 (SEA of 1934)

A. Standing:

1. SEC, Private person who is buyer or seller of security

2. Can sue any person or corporation

B. Use of interstate commerce regarding buying or selling security

1. E-mail, phone, mail

C. Bad Act in connection with purchase or sale of security– one of the three:

1. Misrepresent (fraud)

2. Failure to disclose or Abstain from trading

3. Tipper-Tippee

a) Tippee – trade on the tip, and know or should have known that other breached a duty.

b) Tipper has a fiduciary duty (highest duty of care) and is liable if he receives a benefit (quid pro quo) – enhancement of relationship is enough.  

(1) Insider – Fiduciary relationship with source of information

(2) Temporary is ok (e.g., temporary student in law department)

D. Information is material and non-public 

1. E.g. – marked “confidential”

E. Intent to deceive/manipulate/defraud or reckless

1. There is a duty to disclose or abstain from disclosing, and the person did not

2. Has knowledge that another received the benefit

F. Reliance

1. When there is non-disclosure or public misrepresentation, reliance is presumed.  

G. Remedies:

1. Disgorgement

2. Criminal liability

3. Restitution

4. Rescission

5. Injunction to stop the misrepresentation

H. Defense:

1. Due Diligence

2. Pari Delicto – equally at fault

X. 16(b) – Federal law provides for recovery by Corporation of profits gained by certain insiders trading in stock

A. Publicly traded stock

B. DEF owns 10% or more, or be insider

1. Both when they bought and sold

C. DEF bought AND sold securities 

D. Buying/selling occurred within a single 6 month period

E. [NO requirement of intent/Fraud]

F. Remedy: disgorgement of profits to corp.  

1. Did director buy low and sell high within 6 mos? If so, subtract difference in price and multiply by number of shares bought AND sold.  

