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I.  INTRODUCTION

A.  4 major features of corporation influencing choice of corporate form:

1. Limited liability

2. Perpetual existence

3. Easy transferability of investors’ interests

4. Centralized management

5. [ Tax treatment – depending on tax laws, and plans and tax position of the firm’s owners]

B. Key legal tension resulting from corporate character: 

1.  REGULATION:  Controlling abuse of management discretion & opportunistic behavior  – AGAINST –  

2. AUTONOMY:  Encouraging efficiency and entrepreneurial style (autonomy)

C. Individual Players in corporations:

1. MANAGERS:  All executives and employees with decision-making power (including but not limited to official “officers”)

2. DIRECTORS:  Fiduciary (“trustee”) board, above managers in hierarchy, composed of 

a. principal shareholders/employee-managers in small/closely held/family business

b. largely “outside” individuals with no employment relation (although may still have business relation) in large publicly held corporations

3.  SHAREHOLDERS:  

a.  Individual shareholders too dispersed and disorganized to wield power is an outdated model

b.  Now institutional investors including pension and mutual funds, insurers, bank trusts, and foundations/endowments account for over 50% of publicly held stock

II.  FORMING THE CORPORATION

A. Selecting State of Incorporation 

1. Corporate Law is largely state-based

2. State courts interpret cases and statutes from state law

3. Courts turn to the following when there is no state statute addressing particular issue 

a. Model Business Corporations Act (now revised)

b. ALI Principles of Corporate Governance

4. People organizing business look to state with best laws for their needs 

5. Delaware hosts 50% of incorporations – most important state for corporate law

B. Compliance with state requirements 

1. PREPARATION OF DOCUMENTS

a. Shareholder and subscription agreements (sometimes required)

b. Articles of Incorporation (always required) 

1) Must include the following provisions:

a) corporation’s name, including term denoting corporate status
b) name and address of in-state agent for service of process

c) nature of business (majority of states permit all-purpose clause, 1/5 still require specific statement of purpose)

d) description of rights and restrictions associated with and maximum number of each kind of stock to be issued

e) names and addresses of incorporators / pre-election directors
2) May also include other provisions, particularly relating to:

a) control

b) duration

2. MEETING STATUTORY FORMALITIES

a. Filing with secretary of state or corporate commission:  Process of signing articles, delivering to state office, paying fees and taxes, receiving certified return copy

b. Organizational meeting

c. Minimum amount of capital 

1) requirement in 1/10th of states

2) usually $1000 but as low as $500

3) Capital = amount the shareholders put into the enterprise that constitutes its wealth

3. “DOMESTICATION” OF FOREIGN CORPORATIONS:  Filing process for corporation wishing to conduct business in state other than state of incorporation

C. Defective Incorporation 

1. ISSUE:  To what extent should parties in litigation be treated as corporation when there has been a failure to comply with statutory requirements?

2. COMMON LAW SOLUTIONS

a. De Jure Corporation:  Substantial compliance results in status as corporation for all purposes and as to all parties, including state

b. De Facto Corporation:  Colorable or apparent attempt in good faith to comply results in status as corporation for all purposes and as to all parties, except for state

c. Corporation by Estoppel:  Where everyone believed that and acted as if it actually was a corporation, parties are estopped from denying incorporation

3. Thompson & Green v. Music City (Tenn. App. 1984)  (holding de facto corporation and estoppel to be statutorily obsolete)
a. Facts: D bought wheel loader from P on credit not knowing that the corporation D thought he was representing only incorporated day after sale.  Corporation defaulted and returned wheel loader to P, who managed to resell it at much lower price.  When P discovered defective incorporation, added D to suit, bringing defect to D’s attention for the first time.  

b. Holding:  Ct. construed as abolishing de facto corporation and corporation by estoppel a Tenessee statute copying MBCA and stating “all persons who assume to act as a corporation without authority so to do shall be jointly and severally liable for all debts and liabilities incurred or arising as a result thereof.”  No exceptions!

c. Reasoning:  Court relied on MBCA comment explicitly rejecting de facto and Oregon state decision interpreting similar statute

4. Don Swann v. Echols (Ga. App. 1981) (holding no de facto, yes estoppel, but personal liability not estopped when business by agent pre-dates incorporation)

a. Facts:  Trial court holding that P who thought that he was dealing with corporation was estopped from suing D instead of corporation

b. Holding:  Ct. construed as abolishing de facto corporations a GA statute similar to above, but as retaining corporation by estoppel the following stautory provision:  “The existence of a corporation, claiming a charter under color of law, cannot be collaterally attacked by persons who have dealt with it as a corporation.  Such persons are estopped from denying its corporate existence.”  Ct. held, however, that not yet incorporated entity was not even colorably a corporation, and thus no estoppel from suing individual agent D.

5. Cranson v. IBM (Md. 1964) (successful estoppel)
a. Facts:  Lawyer for IBM failed to file even though president signed and acknowledged certificate.

b. Holding:  Creditor-P estopped even though no de facto corporation.

6. Delaware General Corporation Law (1974), Sec. 329:  Defective corporation as a defense. [forbids defect as defense but permits as challenge to corporate status or power] 

(a) No corporation or person sued by corporation is “permitted to assert want of legal organization as a defense to any claim,” but 

(b) judicial inquiry and evidence tending to sustain challenge still permitted in proceedings questioning validity of organization of corporation or lawful possession of corporate power 

7. Revised Model Business Corporation Act (1984), Sec. 2.04:   Liability for preincorporation transactions.  [Liability flows from knowledge of defect.] 

8. ACTIVENESS OF SHAREHOLDER:  May affect liability of purported shareholder in defectively incoporated  business

9. Sulphur Export v. Caribbean Clipper Lines (E.D. La. 1968) (Officers liable for full debt where failure to pay in minimum capital as stated in articles of incorp.)

a. Facts:  P (Sulphur Export Corp.) sued D (officers of Carribean Clipper Lines) to recover for damages resulting from breach of contract for a charter party by Carribean.  Ds had entered into contract before $1000 provided for in articles had been paid in capital.

b. Holding:  Ct. read Louisiana statute requiring corporation not to contract until fully capitalized and assigning as a penalty joint and several liability “for the debts or liabilities of the corporation arising therefrom” as assigning liability for the full debt and not simply the unpaid capital 

c. Reasoning:  Limiting liability to unpaid capital would frustrate public policy of statute by limiting penalties, would raise difficult questions as to whether the capital must be paid to corporations or creditors, would create “race to the courthouse” amongst competing creditors, and would be impractical in the  case of corporations having only no par capital stock authorized. 

10. Ohio General Corporation Law (1984), sec. 17.01.12:  Liability for non-payment of initial stated capital.  [Limits liability to initial stated capital where one is set forth in articles]

D. Disregarding the Corporate Entity 

1. “PIERCING THE CORPORATE VEIL”

a. Finding the corporation to be the “instrumentality” or “alter ego” of shareholders

b. Classic statement from Milwaukee Refrigerator:  “[A] corporation will be looked upon as a legal entity as a general rule, and until sufficient reason to the contrary appears; but when the notion of legal entity is used to defeat public convenience, justify wrong, protect fraud, or defend crime, the law will regard the corporation as an association of persons.”

2. ISSUES CONSIDERED BY COURTS in decision to pierce corporate veil:

a. Shareholders 

1) Number (ie. sole shareholder, particularly parent-subsidiary and sibling companies – indicative but not dispositive)

2) Natural persons v. corporate shareholders (not necessarily treated differently, but argument that corporate fiction designed to protect individual not corporate wealth in risk-taking)

3) Active v. inactive shareholders

b. Creditors 

1) Tort v. Contract Creditors (issue of voluntariness of relationship, knowledge, assumption of risk)

2) Inside” (shareholder) v. “outside” creditor

c. (Failing to observer) formalities of “alter ego” corporation

1) issuance of shares 

2) shareholders’ / directors’ meetings 
3) using corporate funds for personal obligations

4) using private funds for corporate obligations without proper accounting

5) complete records not maintained

d. “Inadequate” capitalization as issue

1) never sufficient factor for piercing

2) How assess “inadequacy”?

a) Financial analysis and expert testimony about industry standards

b) Insurance (as proxy)

c) Time of undercapitalization (i.e. allowing for depeletion of sufficient initial capital)

3. Perpetual Real Estate v. Michaelson Properties Inc. (MPI) (4th Cir. 1992) (holding that piercing veil requires more than just showing of injustice, that corporation was a sham to hide wrongs, fraud, or crime)

a. Facts:  D organized MPI with himself as president and sole shareholder, having invested $1000.  MPI and P entered into two joint real estate ventures, with D and his wife personally guaranteeing both investments with their private funds.  Distribution of profits from second venture was made to all partners, with MPI’s share going straight to D.  After a lawsuit resulting from the second venture forced P to pay $950,000 in settlement, P sued MPI and D personally for MPI’s share of payment.  Jury found D liable pursuant to instruction by trial court that D was liable if he dominated MPI and used MPI to perpetrate “injustice or fundamental unfairness.”

b. Holding:  Jury instruction was insufficient.  The rule as stated by the Virginia Supreme Court, is that piercing corporate veil allowed only after finding “that the corporation was a device or sham used to disguise wrongs, obscure fraud, or conceal crime.”  Because of voluntariness of contract, courts more reticent to lift veil then in torts cases and creditor must supply proof of misrepresentation.

4. Kinney Shoe Corp. v. Polan (4th Cir. 1991) (holding grossly undercapitalized sister corporation to be a mere “shell”)

a. Facts:  D formed two corps, Industrial and Polan, with certificates but no organizational meetings or officers.  Industrial had no assets, income, or bank account, no stock was issued because nothing was ever paid in.  It leased space from Kinney Shoes, and its sole income was its sublease to Polan.  The first payment was made to Kinney out of D’s personal funds, and then no further payments were made.

b. Holding:  As an equitable remedy, plaintiff bears burden of proof.  Supreme Court of West Virginia has set forth two (three?) prong test for piercing corporate veil:

1) unity of interest and ownership such that no longer separate personalities

2) equity of results if treated as separate corporation

3) when reasonable for type of party to conduct investigation of credit, party charged with knowledge that reasonable investigation would disclose 

Federal appellate court decided, however, that even if third prong extends beyond financial lending situation in which it was articulated, it is permissive and not mandatory, and that the capital-less Industrial “was no more than a shell – a transparent shell.”

5. EXPRESS AGENCY THEORY (insufficient for piercing corporate veil) 

a. Restatement (Second) of Agency, sec. 1, Official Comments

1) “principal” = a “person who has authorized another to act on his account and subject to his control”

2) “agent” = “a person authorized by another to act on his account and under his control”

b. Amfac Foods:  not just actual control but improper conduct

1) actual control causing default or obligation

2) improper interference in performance or ability to fulfill obligation

6. Texas Business Corporation Act (1993), Art. 2.21.  Liability of subscribers and shareholders.  

(2) [shareholder or subscriber immunity unless proof of actual fraud by s primarily for personal benefit]

(3) [failure to observe formalities not basis for liability]

7. Walkovsky v. Carlton (N.Y. 1966) (dismissing complaint by tort creditor where one of ten cab cos. owned by D holds actually insufficient but statutorily satisfactory liability insurance)

a. Facts:  D owns 10 cab corporations, each owning two cabs and holding $10,000 liability insurance following state law.  P injured in accident with cab owned by 1 of the corporations, sues D.

b. Holding:  Complaint fails because no showing that corporation is a cover for D’s personal finances and liability insurance, though insufficient to meet debt to P, meets statutory minimum. 

c. Dissent:  Complying with statutory minimum is not sufficient here to excuse intentional undercapitalization such that D corp. could avoid paying what it owed tort creditor

8. Bernadin v. Midland (5th Cir. 1975) (holding subsidiary to be mere instrumentality of parent where there was proof of extreme control by parent committing fraud or wrong through subsidiary such that there was unjust loss or injury to claimant)

a. Facts:  D is a parent company liquidating a fully owned subsidiary which had entered a min-max agreement with P and then cancelled the standing order but agreed to use the remaining tailored product.  D agreed to make semi-monthly payments to P until account was paid in full, but stopped paying.

b. Holding:  D met 3 elements of Turner test showing subsidiary to be mere instrumentality of parent:

1) Control by parent  such that subsidiary is mere instrumentality, with relevant Turner factors in this case for assessing control:

a) Parent owns most of capital stock of subsidiary

b) Common directors and officers

c) Parent finances subsidiary

d) All capital stock of subsidiary is subscribed to by parent

e) Subsidiary is inadequately capitalized

f) Parent pays salaries and losses of subsidiary

g) Parent uses subsidiary’s property as its own

h) Subsidiary executives take orders from parent

2) Fraud or wrong by parent through its subsidiary, e.g.:

a) torts

b) violation of statute

c) stripping subsidiary of assets

3) Unjust loss or injury to claimant, e.g. insolvency of subsidiary

9. Bartle v. Home Owners Cooperative  (N.Y. 1955) (holding that parent not responsible for subsidiary’s debts where formal distinction was maintained and no fraud or injurious act was committed by D)

a. Facts:  D (veterans homeowner’s cooperative) formed subsidiary contractor to undertake construction, adding over the course of time $25,639.38 to the original capital of $25,000.  Subsidiary ran out of $ for construction, creditors took over through extension agreement.  P (trustee) trying to hold D liable for debts ensuing.

b. Holding: Court refused to pierce veil relying on the trial court’s findings that “outward indicia of two separate corporations . . . at all times maintained during the period in which creditors, that there was no misleading or fraud of creditors, and that D “performed no act causing injury to the creditors of Westerlea by depletion of assets of otherwise.” 

c. Dissent:  Emphasized status of subsidiary as wholly owned and directed and managed by the same people and not-for-profit design of subsidiary such that it could at best break even.  Described veteran stockholders of D as dividend beneficiaries of subsidiary’s insolvency.

E. Promoters’ Contracts 

1. INTRODUCTION

a. Promoters 

1) Persons who are the stimulus for the creation of a corporation

2) May become participants in subsequently formed corporation, but frequently discontinue association after being paid a fee

3) Professional promoters also called “business brokers,” “finders,” or “financial consultants”

4) Examples of pre-incorporation activities undertaken by promoters may include retaining lawyers to prepare proper documents, purchasing, leasing, or getting option on land, buildings, and machinery, and signing contracts for materials

b. Legal Problems  

1) Enforcement of contract by corporation 

a) Courts almost always permit “adoption” by corporations of promoters’ contracts, but with murky legal theory behind it

b) Agency doctrine of ratification – permitting principals to affirm unauthorized acts of persons purporting to act on their behalf – unavailable because corporation as principal did not exist at time of contract to be able to authorize it

c) Under contract theory, can treat promoter’s contract as implied offer with corporation’s attempt to enforce as acceptance, but gives 3d p the right to revoke in the interim

d) Corporation as promoter’s assignee if contract assignable

e) Corporation as 3d p beneficiary of contract between promoter and (other) 3d p

2) Enforcement of contract by third party 

a) Liability of corporation? / promoters?

b) Varying contexts of corporate behavior

i) never formed

ii) silent in respect to contract

iii) expressly adopts contract

iv) expressly repudiates contract

2. Kridelbaugh v. Aldrehn Theatres (Iowa 1923) (holding corporation liable to 3d party on theory of express and implied adoption)

a. Facts:  P seeking to recover attorney’s fees and expenses pursuant to contract with promoters who became directors of successfully incorporated D.  P attended first meeting of board of directors where, while his fees and expenses were under discussion, he was asked to perform another service and told that he would be paid following the sale of stock.

b. Holding:  Corporation held liable for fees and expenses incurred by promoter

c. Reasoning:  Ct. went through a variety of analyses to reach this result:

1) Agency?  No, because principal at time that contract in suit was made

2) D’s use per se of charter and by-laws as adoption of K?  No, because corporation has no choice as to how it is born

3)  Promoters ( Directors?   No, immaterial

4) Adoption of K subsequent to its creation?  YES!!!!
a) Court pointed out that P was not suing on quantum meruit (value of K) but to recover on a specific contract he alleges was adopted or ratified by the corporation after its creation through its board of directors

b) Implied adoption of K subsequent to its creation?  Yes

i) Trial court found that directors’ proceeding to do business knowingly under charter secured by P with relation to services performed and to be performed by P created implied contract

ii) Court here affirmed trial court’s finding, but distinguished this from a rule sometimes set forth in other cases imposing a per se implied contract for any preincorporation service necessary to formation

c) Express adoption of K subsequent to its creation?  Yes

i) 
Court here went further than trial court

ii) 
Considered promise to P at 1st directors’ meeting an explicit

 
ratification of the contract

3. Sherwood and Roberts-Oregon, Inc. v. Alexander (Or. 1974) (holding promoters not liable where P expressly contracted with corporation only) 

a. Facts:  P (loan broker) could only secure loan to Ds as corporation because interest rate would be usurious in the case of individuals.  As a deposit which would be kept if P secured a loan commitment which Ds rejected, P asked for promissory note from Ds (promoters) in the name of the corporation.  Ds ultimately rejected the loan, and never incorporated, and P sought payment on the note.  

b. Holding:  Affirmed common law rule that promoter is personally liable unless the other party agreed to look some other person or fund for payment.  Since P explicitly contracted with corporation, Ds not liable.

c. Reasoning
1) Rejected Ps attempt to rely on statute (assigning joint and several liability for those assuming to act as corporation without authority of certificate) by showing legislative intent to abolish common-law doctrine of de facto corporations with no application to common-law rules governing preincorporation agreements

2) Facts show that P made no attempt to hold Ds liable in addition to corporation though further documents would have required such co-signing

3) Court emphasized furthermore that P specifically wanted to see articles of incorporation to proceed  

4. How & Associates v. Boss (S.D. Iowa 1963) (holding promoter liable based on findings of intention behind ambiguous language)

a. Facts:  At the time the contract for architectural services was signed, D crossed out the name of the corporation and wrote in his own name as “agent for a Minnesota corporation to be formed, who will be the Obligor,” a modification approved by P (architect).  D forwarded payment to P in an amount less than half of the total due, and these checks were signed by D’s business partner in several corporations (none incorporated in Minnesota).

b. Holding:  3 possible understandings when agreement is made on behalf of a corporation to be formed

1) Offer/option to corporation
a) will result in contract if accepted when corporation formed

b) correlative promise for continuing offer/option is promoter’s promise to organize the corporation

2) Agreement for future novation 

a) present contract binding promoter 

b) promoter’s liability ends upon formation of corporation and willingness to become a party

3) Contract with promoter 

a) present contract binding promoter

b) even if corporatation becomes party, promoter still liable primarily or as surety

Here, court found intention of 3d understanding and held D liable

c. Reasoning:  Court found D’s signature to be ambiguous and determined intentionality using rules of contract interpretation and case law

1) Rule of interpretation giving meaning to all parts of contract except where inconsistency leads to impossiblity
a) contract requires monthly payment amounting to 3/4s of contract price by the time of completion

b) P’s interpretation consistent, D’s is inconsistent

2) Rule of interpretation construing writing strictly against drafter

a) D wrote ambiguous words

b) construction in favor of P

3) Case Law stating that pre-incorporation performance written into contracts indicates promoter liability

a) Here, work to begin before corporation organized and completed before in business

4)  Treatise and case law stating that mutual knowledge of nonexistent principal creates rebuttable inference that parties intend person signing as agent to be a party, absent indication to the contrary

a) Ambiguous language here not enough to offset presumption

5) Adoption by corporation not sufficient to  relieve promoter of liability – must be novation to that effect

a) here, no novation

b) payments by third party accepted by plaintiff insufficient to establish novation

5. Stewart Realty v. Keller (Ohio 1962) (holding promoter not liable as having signed contract solely on credit of corporation)

a. Facts:  D signed contract for real estate “Avon Brand, Inc., by Gerald D. Keller, Pres.” with full knowledge of P that corporation not yet in existence.  By contract, title was not to be conveyed until certain payments had been made, which was never fully carried out.  Two corporations run by Keller, including Avon, took possession, but returned keys to plaintiff and relinquished possession by the time of suit.  P looking to D to make good contract of sale.

b. Holding:  From C.J.S. Corporations:  “Promoters are not personally liable on contracts made in the name and solely on the credit of the future corporation, and not on an express or implied representation that there is an existing corporation, where such intention is known to the other contracting party. . . Whether or not a contract was made by the promoters personally or on the credit of future corporation is a question of fact or law according to circumstances.”  Here nothing on face of contract indicates assumed liability beyond corporation. 

III.  BASIC NORMS AND DUTIES FOR MANAGEMENT

A. Structure of Authority 

1. DIRECTORS

a. Role in hierarchy 

1) elected by shareholders  

2) vested with authority and responsibility for managing regular business affairs

b. Formalities 

1)  under common law, directors expected to exercise their powers through formal meetings with a quorum present in person

2) Exceptions arising in common law and contemporary statutes

a) conference calls

b) action taken by all members does not require meeting

c) waivers of notice requirement through attendance without protest or written waivers before or after

d) relaxation of quorom by articles or bylaws

2. OFFICERS

a. Role in hierarchy 

1) generally elected by directors, though some state statutes allow for direct shareholder vote

2) responsible to day for day function but exact scope of powers not clearly defined by law

b. Problem of authority:  Who should bear liability when officer pursues personal business using the cloak of the corporation – the corp. or the 3d p?

1) Corporate control over representation

2) 3d party responsibility to investigate

c. Mohr v. Stanley (Kan. 1987) (holding no express or implied authority stemming from position or otherwise, no apparent authority, and no estoppel where bank allowed deposit of checks in corporate name to personal account)

1) Facts:  M & L each owned 50% stock in Tri-County.  L endorsed eight checks payable to Tri-County and deposited them in an account for his personal business in a different bank.  Tri-County recovered a judgement in lower court against that bank, which appeals on theory of express/implied/apparent authority and estoppel.

2) Holding:  Judgement upheld

a) Agency: No actual or apparent authority for L to deposit checks into his own business account

i) Express authority:  Actual authority explicitly delegated

ii) Implied authority:  Intention to delegate actual authority as understood b/w principal and agent, irregardless of 3d party impression, inferred based on usually a series of transactions and not to be assumed

iii) “Powers of position”:  Express or implied authority inherent in corporate role of alleged agent

iv) Apparent authority:  Intentional actions or words by principal towards 3d parties reasonably inducing or permitting 3d p to assume relationship of agency

b) Estoppel:  No detrimental reliance found here

d. General Overseas Films, Ltd. v. Robin Int’l (S.D.N.Y 1982) (holding that apparent authority of corporate treasurer in contract outside general scope of company required greater showing of company’s implication)

1) Facts: Treasurer executed guarantee of loan on behalf of personal friend

2) Holding:  Although evidence on record suggested that corporation had vested broad financial authority in treasurer, the identity of the contracting 3d party and the nature of the transaction was outside the general scope of the company’s dealings and required for a showing of apparent authority an actual assertion by treasurer that he was borrowing for company or some direct or even indirect involvement by corporation. 

e. American Union Financial Corp. v. University Nat’l Bank (Ill. App. 1976) (holding that certification by secretary of resolution was sufficient to bind corporation, where no such resolution had actually been passed by the corporation)

1) Facts:  Secretary affixed corporate seal to copy of alleged resolution and certified its veracity to bank, where no resolution had actually been passed

2) Holding:  The corporation was liable because the secretary’s actions were within her scope of authority on its behalf, and the bank had no responsibility to look behind her representations

3. SHAREHOLDERS

a. Role in hierarchy  

1) Elect directors, and in some cases officers

2) May in some cases remove directors

3) May adopt and amend bylaws, but often delegate this power to directors

4) May vote on fundamental changes such as dissolution, amendments to the articles of incorporation, mergers, and changes in rights associated with each share

b. Derivative Lawsuits:  Since their official role is highly circumscribed, stockholders often exercise power by holding directors/officers liable in “derivative” suits, so named because it is on behalf of the corporation where the corporation is usually spoken for by the very decision-makers being challenged

c. Duties owed:  The basis for the litigation is often duties owed shareholders by directors and officers

1) Duty of Care: Officers and directors owe shareholders collectively (as “corporation) a duty to act with “reasonable care” regarding the financial health and profitability of the corporation, but significant deference will be given to decision-making the business judgement rule
2) Duty of Loyalty:  Officers and directors owe shareholders collectively (as “corporation”) a duty to follow certain norms and procedures in transactions where personal interest is implicated

B. Corporate Altruism 

1. THE SOCIAL RESPONSIBILITY DEBATE

a. Duty to the community:  In 1932, Prof. Dodd fowarded the argument that corporate managers should respect obligations to the community through affirmative actions designed to improve general welfare

b. Duty to profit-maximization:  The 1960’s law and economics response was that corporate management in free-market system owes a duty to the shareholders, which is violated by making discretionary expenditures of social conscience on their tab

c. ALI  Sec. 2.01:  The Middle Course (p.38) (creates option rather than obligation of social responsibility)

(a)  [Objective of corporate conduct = profit and shareholder gain]

(b)  [Exceptions:]

(1) [same legal boundaries as natural person]

(2) “ethical considerations . . . reasonably regarded as appropriate to the responsible conduct of business”

(3) “reasonable amount of resources to public welfare, humanitarian, educational, and philanthropic purposes”

d. Corporate Constituency Statutes 

1) History

a) Beginning in the 1980’s, about 30 states (29) have enactd statutes instructing directors that they may or must take into account the interests of constituencies other than shareholders

b) Most (e.g. NY) are discretionary, but some (e.g. Connecticut) appear mandatory

2) Arguments against:

a) fiduciary duties should run to shareholders because they have the greatest incentive to maximize economic efficiency, as opposed to creditors who will be risk-averse

b) Too many principals introduces both conflict of interest and effective responsibility to no one

c) Business leaders turned into unelected and perhaps inappropriate civic leaders

d) shareholders are uniquely unprotected and require a strong fiduciary duty

3) Arguments for:

a) Focus shift from shareholder wealth maximization to social wealth maximization, with local community having a stake in business decisions being made that deserves to be recognized

b) Practical reality of shareholder votes still means accountability

2. Shlensky v. Wrigley (Ill. App. 1968) (court deferred to business judgement in allegedly unprofitable decision allegedly motivated by social concerns)

a. Facts:  P (minority shareholder) sues D (majority shareholder and president) for damages and an order that lights be installed in Wrigley field and night games scheduled.  D refuses because baseball is a “daytime sport” and lights and night games would hurt the neighborhood.  P submits evidence suggesting damage to profits.

b. Holding: Court should not interfere unless challenged conduct “at least borders on” the malfeasant triumvirate of fraud, illegality, or conflict of interest.  Moreover, the court disputed the overall economic benefit to the corporation of undertaking these measures.

3. Dodge v. Ford (Mich., in Schlensky) (court held that retention of profits and corporate expansion to benefit the community exceeded the scope of the corporate charter)

a. Facts:  P (10% shareholder) sued directors for additional dividends and to stop further expansion, where excessive retained earnings and expansion were to benefit the general public and spread out profits

b. Holding:  The actions not only far from related to the good of the stockholders, but amounted to a change in the ends of the corporation not envisioned in corporate charter

C.  Malfeasance
1. ILLEGAL ACTS

a. Situation:  Derivative suit claiming relief on the basis of illegality of conduct

b. Rule:  Courts generally like to find against defendants to punish violation of public policy/morals

c. Additional issues raised in notes:

1) What if there is a “legitimate business justification” (i.e. profit-maximizing) for illegal behavior?

2) What relationship to the Foreign Corrupt Practices Act?

a) Act makes it unlawful  for any company to donate to any foreign political entities to gain influence

b) Do Ps recover from managers who approve donations in violation?

c) Do Ps recover from managers who fail to approve such donations to the detriment of profits because local companies do engage in such practices? 

2. Miller v. AT&T (3rd cir. 1974) (holding that cause of action existed where corporation forgave bill to political party in violation of federal statute)

a. Facts:  Derivative suit against AT&T for not collecting on $1.5 mil. bill after 1968 Democratic convention, alleging failure to collect was a breach of duty and a violation of federal law

b. Holding:  

1) Business Judgement Rule Enunciated 

a. “The sound business judgement rule [. . .]  expresses the unanimous decision of American courts to eschew intervention in corporate decision-making if the judgement of directors and officers is uninfluenced by personal considerations and is exercised in good faith . . .  Underlying the rule is the assumption that reasonable diligence has been used in reaching the decision which the rule is invoked to justify.”  

b. Note that unlike the Wrigley court, this definition allows negligence, in addition to wrongful intentionality, as a basis for a successful derivative claim

2) Illegal contribution violates not only the law, but also Congress’ stated public policy 

a. destroying corporate influence 

b. checking practice of corporate donations to political parties without stockholder consent

3) This public policy is aimed at protecting stockholders, thus superceding business judgement rule 

4) Plaintiffs must satisfy evidentiary requirements of showing statutory violation 

3. Roth v. Robertson (NY Sup.Ct. 1909) (holding director liable for funds used to bribe non-disclosure of unlawful operations)

a. Facts:  Managing director allegedly distributed corporate funds as hush money to potential informants about unlawful Sunday operation of park

b. Holding:  Recovery granted on the basis of the illegality of the payment – intersection of corporate waste and corruption

4. Abrams v. Allen (NY 1947) (possible cause of action in derivative suit based on managerial retaliation in labor dispute)

a. Facts:  Derivative suit alleging relocation and curtailing of production as retaliation against employees in labor dispute

b. Holding:  Court noted that if allegations were proven true, there might be a cause of action based on unlawful or immoral act and in violation of public policy as embodied in NY Labor Law and National Labor Relations Act

C. Nonfeasance 

1. POOR BUSINESS JUDGEMENT

a. Situation:  Failure to do something or to exercise due diligence

b. Difference from malfeasance:  Issue of knowledge and intent

c. Rule: Courts say that they are hesitant to hold directors liable under business judgement rule but are willing to do so in some cases where the court finds an extreme lapse of reasonable care

d. Problem:  How does one decide what falls beneath the low business judgement rule threshold of reasonable care?

e. Additional issues raised in notes:

1) Type of director

a) Should the following characteristics be taken into consideration?

i) inside v. outside

ii) expertise

iii) reason for being there

b) Comment to RMBCA takes into account contextual features of being a director and holds ignorant directors to common sense standard of “ordinarily prudent person”

2) Limiting damages: view suggested by behavioral analyst academic and reflected in ALI sec.7.19 that limiting damages to a measure related to directors’ compensation would promote efficiency

3) Abolishing liability

a) Statutes limiting liability to good faith standard

i) Del. allows certificate of incorporation to contain provision eliminating personal liability for non-feasance

ii) Ohio, Me. and Va. statutes eliminate liability for non-feasance directly

b) Theory:  Some academics say that legal duty of care superfluous in the face of market forces, but others argue that no dynamic market exists for closesly held corporate management so market-based solutions are not available

2. Francis v. United Jersey Bank (N.J. 1981) (holding liability where deceased director had failed to engage herself in any directorial duties enabling continued financial misappropriation)

a. Facts:  Suit on estate of director of reinsurance brokerage whose husband had warned her to watch the dealings of their sons.  She did not take any active role in the corporation, visiting the offices once and not learning anything of the trade or reading any of the literature or reports.  The sons siphoned money through “shareholder loans.”

b. Holding: Directors in N.J. are statutorily required to observe good faith and reasonable person diligence standard, a standard relative to the type, size ,and financial resources of corporation

1)  General directorial duties:

a) acquire a basic understanding of the industry

b) keep informed about the activities of the corporation

c) attend meetings regularly

d) review financial reports regularly

e) In case of improper conduct – investigate & object / resign

2) Special brokerage duties:  As director of a lending institution, D had obligation to corporate clients of due diligence in financial records which would have disclosed misappropriation of funds by sons

3. Graham v. Allis-Chalmers (Del. S. Ct. 1963)  (holding that directors did not violate duty of care where illicit conduct unknown to them led to federal indictments)

a. Facts:  Employees of large manufacturing company had engaged in illegal price-fixing without the knowledge of the directors.  Both the corporation and the individual employees entered guilty pleas as defendants in the anti-trust case.  Stockholders filed this derivative lawsuit for damages to the corporation from the violations based on the theory that directors are liable as a matter of law based on a duty to learn of and prevent such illegal behavior.

b. Holding: 

1) Duty of care not limited to malfeasance: Corporate directors “are bound to use that amount of care which ordinarily careful and prudent men would use in similar circumstances.”

2) Neglect, however, must be assessed circumstantially : “Their duties are those of control, and whether or not by neglect they have made themselves liable for failure to exercise proper control depends on the circumstances and facts of the particular case”

3) Here there was no neglect
a) Directors meet once a month for several hours to discuss general business and cannot be expected to closely supervise

b) Directors responded promptly and ethically to actual knowledge

c) 20 year-old consent decrees concerning price-fixing do not constitute constructive notice because they preceded the current hierarchy, and the current directors investigated at the time they learned of the existence of these decrees

4) Corporations cannot be expected to treat all employees as potential violators without proper cause

c. Note:  Choper said that this is the old view and that DE trial court issued opinion 2 years ago saying that this case is not good law

4. Joy v. North (2d Cir. 1982) (reaffirming wide latitude of business judgement rule but holding a strong likelihood that ignorant directors would still be liable for a clearly bad investment) 

a. Facts:   Bank directors let managerial officers continue to extend loans to unprofitable venture

b. Holding
1) The court restated the business judgement rule and its rationales

a) Rule:  “Whatever the terminology, the fact is that liability is rarely imposed upon corporate officers simply for bad judgement and this reluctance to impose liability for unsuccessful business decisions has long been doctrinally labelled the business judgement rule.”

b) Rationale 1:  Voluntary and informed commitment by stockholders – nobody forced them to be there

c) Rationale 2:  Court’s inappropriateness as Monday morning corporate quaterback

d) Rationale 3:  Risk of loss required for profitablity – need to give decision-makers space to take risks

2) It nonetheless found in favor of a strong likelihood of success in this suit

1) Risk assessment shows clearly bad investment:  “In a real sense, there was a low ceiling on profits but only a distant floor on losses” 

2) Lack of knowledge no defense:  “Directors who willingly allow others to make major decisions affecting the future of the corporation wholly without supervision or oversight may not defend on their lack of knowledge, for that ignorance is itself a breach of duty.”

5. Smith v. Van Gorkom (Del. 1985)(holding liability based on uninformed judgement about merger proposal)

a. Facts:  Merger deal where one director did not disclose full details to other directors

b. Holding
1) LAW:  Business judgement rule works on a presumption of informed decision-making.  Challenging a business judgement as uninformed puts burden of challenging presumption on plaintiff and is judged by a gross negligence standard.  Informed decision-making = prior use of all reasonably available material information

2) APPLICATION:  Ct. held that directors had not satisfied duty to inquire and were guilty of gross negligence in their first meeting approving the merger based on the insufficient information they had.  Ct. also held that later actions to review the proposal failed to cure the defects in the original.  Directors to be treated as unified, rather than to be assessed individually.  Stockholders approval of merger does not void board liability as it was not properly informed

c. Dissent:  Directors satisfied the informational requirements of the business judgement rule

6. Citron v. Fairchild  (Del. 1989)(holding merger decision to be covered by business judgement rule)

a. Facts:  another merger case

b. Holding:  Ct. deferred under business judgement rule, distinguishing from Van Gorkom based on longer period of reflection of possibility of such an event, more consulting and information sought, and artificial time constraints not of the board’s making

7. ALI Sec. 4.01.  Duty of care of directors and officers; the business judgement rule. (p. 110) 
a. Includes both good faith and “ordinarily prudent person” standard  

1) Inquiry required only if circumstances would alert reasonable director or officer and to degree believed necessary by director or officer

2)  director/officer may rely on others in accordance with sec. 4.02

b. Excepting statute and ultimate oversight, board may delegate and rely on delegated work in accordance with 4.02

c. Good faith:

1) no conflict of interest

2) informed “to the extent the director or officer reasonably believes to be appropriate under the circumstances”

3) “rationally believes that the business judgement is in the best interests of the corporation”

d. burden of proof on plaintif

8. ALI Sec.4.02  Reliance on directors, officers, employees, experts, and other persons.  (p.111)  Reliance in good faith and based on reasonable in belief that reliance is warranted is protected if information submitted by:

a. 1 or more directors/officers/employees of corp. or sibling corp. whom director/officer reasonably believes merit confidence

b. legal counsel, public accountants, engineers or other persons whom the director reasonably believes merit confidence

D. Interested Directors 

1. CONTRACTS WITH INTERESTED DIRECTORS

a. Situation:  Where corporation contracts with director (or executive), or corporation in which director has substantial interest – self-dealing

b. Rule
1) Common law rule:  corporate contract with director or another enterprise with which the director was associated was voidable irrespective of fairness

2) Liberalization of common law rule:  growth of corporations meant increased need of outside directors with connections, so courts began to hold not voidable if three following conditions were all satisfied:

a) interested director was not necessary for quorum

b) transaction was approved by a majority of the disinterested directors

c) transaction was neither fraudulent nor unfair to the corporation 

3) Ratification:  Both rules allowed for shareholder ratification after full disclosure and absent fraud

4) Mid-20thc. further liberalization:  moved away from automatic voidability to case-by-case fairness analysis 

c. Issues raised in notes:

1) 3 basic criteria for review of director transactions 

a) director approval

b) shareholder approval

c) fairness

2) fairness – how defined?

3) scope of required disclosure?

4) what constitutes conflicting interest?

5) remedies: rescission / damages

2. Cookies Food Products v. Lakes Warehouse Distributing (Iowa 1988)(holding that self-dealing was not unfair and passed statutory requirements)

a. Facts:  Cook organized Cookies to sell his BBQ sauce, selling stock to business leaders in one Iowa town who agreed to finance the closely held corporation for the economic benefits to the community.  When sales failed, D (minority stockholder) agreed to use his auto business and distributorship to market the sauce, the latter of which became its exclusive distributor.  D then acquired 53% majority contrary efforts to prevent that and replaced 4 directors with people of his choosing.  Ds business relationship with Cookies increased, including a taco sauce he developed for royalties, a “consultant fee,” and increase of pay to him and to the distributorship. Ps in derivative lawsuit claimed breach of duty of loyalty in connection with all of the transactions benefitting D and his distributorship.  Evidence showed both that D may have cost more than other solutions, but that he had also made signifcant contributions and raised profits.

b. Holding:

1) IOWA LAW

a) Iowa statute states that no contract with interested party “shall be either void or voidable” in any of these circumstances:

i) fact of relationship disclosed or known to board or committee authorizing agreement

ii) fact of relationship disclosed or known to shareholders entitled to vote and they authorize by vote or consent

iii) contract is fair and reasonable to the corp.

b) Court held that satisfaction of any of these conditions precludes only de facto voidability based on the relationship, and added that the interested party must then carry the burden of proof to show good faith, honesty and fairness

2) APPLICATION

a) Court accepted lower court’s findings of good faith, honesty, and fairness, and found

b) Court found that D held no duty to disclose to shareholders before exclusive distributorship agreement because within scope of managerial decisions

c) Court found that the board “were well aware”  of relationship 

d) “Inside” director not sufficient to alter decision

e) Profitability of Cookies convincing not to interfere

c. Dissent:  Despite profit to Cookies, D failed to show that his costs were fair

3. NY Bus. Corp. Law (1971), Sec. 713. Interested Directors. [mandating disclosure to board or shareholders OR fairness (with burden on D)]

a. No voidability based on interested director alone if one of the following:

1) material facts of interest disclosed in good faith or known to board and committee and approved by sufficient vote not counting interested directors, and if insufficient then uninterested must be unanimous; or

2) material facts disclosed in good faith or known to shareholders entitled to vote and they appprove

b. If no such disclosure, corporation may void unless interested party establishes affirmatively fairness and reasonableness of contract at time of authorization

c. common or interested directors alright for quorum

d. certificate of incorporation may add conditions for voiding

4. Cal. Gen. Corp. Law (1976), Sec. 310.  Contracts in which director has material financial interest. [mandating disclosure (relating to transaction and not just interest ) to shareholders, OR disclosure (of same) to board AND fairness]
a. No voidability based on interested director alone if one of the following:

1) material facts of transaction and relationship fully disclosed or known to shareholders and approved in good faith, excluding vote of interested parties

2) material facts fully disclosed or known to board or committee and authorizes with vote not counting interested director AND  transaction is just and reasonable as to corporation at time of authorization

c.  Interested or common directors alright for quorum

5. Conn. Stock Corp. Act (1973)  Corporate transactions with directors and others.  [includes family members in determination of interest]

a. No voidability based on interested director or family member if one of the following:

1) if family relationship or substantial interest is fully disclosed AND the transaction is not unfair and is authorized by

i) directors not interested, in such a manner as to be valid w/o interested director 

ii)   written consent of all uninterested directors regardless of quorum

2) if relationship or substantial interest is fully disclosed and approved by majority of shareholders entitled to vote

3) contract not with director or immediate family and no substantial interest, subject to (b) 

b. subject, to (a), contract with corporation with common directors or officers not voidable merely because of relationship if one of the following:

1) contract is not manifestly unfair

2) contract or transaction is approved by affirmative vote of holders of majority of voting power entitled to vote

c. Court may rescind, award damages, or both, but must protect 3d p rights

d. definitions of “substantial interest” and family

6. ALI (1994) Sec. 5.02. Transactions with the corporation. [disclosure (interest plus transaction) necessary but not sufficient]

a. General rule.  director or senior executive fulfills fair dealing if:

1) Disclosure of [material facts relating to] conflict of interest and transaction is made to ratifying decisionmaker, AND

2) either:

(A) transaction is fair

(B) transaction is authorized in advance, following disclosure, by disinterested directors or superiors who could reasonably have concluded that the transaction was fair at the time

(C) transaction ratified, following such disclosure, by disinterested directors reasonably concluding fairness at time, provided

(i) disinterested corporate decisionmaker acted for corporation in transaction and could reasonably conclude fairness

(ii) interested director made disclosure to extent knew of relevant facts

(iii) interested director did not act unreasonably; AND

(iv) failure to obtain advance authorization by disinterested directors/officers did not adversely and significantly affect interests of corporation

(D) Transaction authorized in advance or ratified, following disclosure, by disinterested shareholders and does not constitute waste at time

b. Burden of proof.  Challenging party has burden, but burden shifts to D to show (A) fairness if  (B), (C),(D) not satisfied

E. Manager Compensation:  Salaries and Benefits 
1. INTRODUCTION

a.  General Situation:  Problems encountered in setting compensation for directors or officers, particularly in close corporations where shareholders dominate the board and usually constitute principal managers, involving both conflict of interest questions and substantive doctrine governing compensation

b. History: directors traditionally served without compensation, rewards coming in enhanced shares, but as outside directors grew in practice corporations needed to provide some meaningful compensation 

c. Kinds of compensation:  salaries, bonuses, pensions, golden parachutes, payments to widows

d. Issues 

1) Conflict of interest?

2) Valid consideration?

a) traditional rule: bonuses and retroactive salary increases are w/o consideration unless express or implied understanding that they may be granted

b) past service not sufficient consideration – must be bargaining for current or future benefit/detriment

c) Compensation reasonable?

d) Closely held v. public corps:  Courts sympathetic to shareholder in closely held because of self-dealing, but in large corporation courts have not yet found waste

2. PAYMENTS TO WIDOWS

a. Adams v. Smith (Ala. 1963)(board had no power to give payments to widows over objection of a single stockholder)

1) Facts:   Board of directors resolved to pay monthly installments to widows of officers.  Minority shareholder objected to gifts as ultra vires
, and directors argued that they were within the scope of the business judgement rule.

2) Holding: 

a) Under some circumstances, bonus and pension payments can be made under business judgement rule

b) Here, however, payment to widow was without valid consideration and corporation had no contract

c) There is no provision in charter giving majority the power to give away $ without consideration

d) Thus it is illegal and not within the power of majority over objection of a single stockholder
e)  Can recover from widows

i) Widows argue:  rule that money voluntarily paid with knowledge of the facts and by reason of mistake of law cannot be recovered

ii) Ct. countered with Hooper v. Merchants’ Bank (N.C.):  notice to payee that agent was without authority trumps rule

b. Moore v. Keystone Macaroni (Pa., in Adams)(ultra vires payment to widow) 

1) Facts:  payments to widow

2) Holding:  illegal gift

a) Past services not sufficient consideration for executory promise of compensation

b) Not a pension or charitable gift as specifically authorized by statute

i)   Approval would open door to dissipation of assets and fraud

ii)  “it is still the law of Pennsylvania that it is ultra vires and illegal for 

      a corporation (unless authorized by statute) to give away, dissipate,

      waste, or divert the corporate assets even though the objective be

      worthy

3. BONUSES

a. Chambers v. Beaver-Advance Corp.  (Pa.  in Adams):  Approval of fair and reasonable bonuses for current or prior year if approved by majority stockholders

b. Rogers v. Hill (U.S., in Adams) (amount of bonus must bear reasonable relation to value of services) 

1) Facts:  Bonus payments from tobacco based on percentage of net profits that skyrocketed with success of company and augmented president’s other earnings

2) Holding:  

a) Upheld legality of bonus payments under by-law when adopted, but remanded to district court to determine to what extent by-law operated to create misuse/waste

b) Famous rule:  “If a bonus payment has no relation to the value of services for which it is given, it is in reality a  gift in part, and the majority stockholders have no power to give away corporate property against the protest of the minority”

4. POST-RETIREMENT –  Osborne v. Locke Steel (Conn. 1966)(upholding post-retirement payments to chairman who agreed to exclusive availability for consultation)

a. Facts:  In a vote from which he abstained and which he in no way controlled, board voted in contract for continuing payments to retiring chairman, with his agreeing to hold himself available for consultation and not to participate in competition.  When chairman refused to agree to a modification two-and-a-half years later, corporation stopped paying.

b. Holding:

1) Valid consideration

a) exclusive right to P’s knowledge & experience constituted a benefit to D and detriment to P

b) inadequacy of consideration not valid basis for non-enforcement absent fraud or other unconscionable circumstances and whose exact value is irrelevant to the analysis of consideration

c) although agreement in part compensated P for past service, this form of invalid consideration does not negate the additional valid one

2) No manifest unfairness

a) Rule:  Interested party has burden of proving fairness & must show that the transaction carries the earmarks of an arm’s length bargain 

b) P’s experience a potentially valid asset reasonably compensated

3) No need for shareholder approval:  without specific legal requirement of shareholder approval of contract, falls within scope of managerial powers

5. EXCESSIVE SALARY

a. Mlinarick v. Wehrung (Ohio App. 1993)(holding that challenging minority shareholder in family business had not met burden of showing that majority stockholders had unreasonably overcompensated themselves for work)

1) Facts:   Conflict over reasonableness of compensation set by majority shareholders for themselves as officers in family business

2) Holding:  

a) Ohio Statute [similar statutes in Ill. and D.C.]:  Directors have authority to establish reasonable compensation for themselves, including pension, disability, and death benefits, by affirmative vote of majority regardless of interest 

b) Expert testimony insufficient to show unreasonableness
i)   no comparison to local market, what other owners pay selves

ii) value of work assessed in terms of a management company, not this one

iii) no accounting for lack of fringe benefits

c) Burden of proof on challenging party afs
i) Soulas (Ohio App. 1983):  burden on Ds because had raised salaries significantly in meeting to which minority shareholder P had not been invited

ii) P here had notice so no reason to challenge general rule of burden on challenging party

b. Crowley v. Communications (Mass. App. 1991) (holding overcompensation manifestly unfair)

1) Facts:  excessive salaries to exec, his sons, and another exec who stopped working due to illness

2) Holding:  Manifest unfairness and requirement of ratification by independent directors and shareholders

c.  Ruetz v. Topping (Mo. Ct. App. 1970) (failure to show reasonableness of compensation)

1) Holding:  Expert testimony by CPA of reasonableness of compensation not sufficient for Ds to satisfy burden of proof 

2) Assessing reasonableness:  Ct. cited factors from Internal Rev. Code

a) qualifications

b) nature, extent, scope of work

c) size and complexities of business

d) salaries v. gross/net income

e) prevailing economic conditions

f) salaries v. distribution to stockholders

g) salary policy of taxpayer v. employees

h) in close corp. – amt. of compensation paid to emp-ee in previous yr. 

6. GOLDEN PARACHUTES

a. Situation:  Executive gets annuity or cash payment (and often vesting of stock options and pension benefits) if control of corp. changes (“single trigger”) or if exec’s responsibilities decrease following change of control (“double trigger”)

b. Buckhorn v. Ropack (S.D. Ohio):  applied business judgement ruling deeming parachute as incentive to keep key employees

c. International Ins. v. Johns (11th cir. 1989):  upheld parachute under business judgement rule, but warned that if this had been a defense to takeover, under Unocal Corp. directors would have burden of showing good-faith belief that these are indeed reasonable incentive

F. Manager Compensation:  Stock Options 

1. STOCK OPTIONS

a. Definition:  Right to purchase shares within designated time at set price

b. Rationales:  

1) tax advantage to corporation

2)  “priority stake” incentive for execs to promote welfare of corporation

2. Eliasberg v. Standard Oil (N.J. 1952)(upholding validity of stock option plan)

a. Facts:  Minority shareholder challenges stock option plan ratified by 78% of stockholders (2% dissent, 20% non-participation).  Challenger claims failure to disclose projected tax impact and that no increase in responsibilities means lack of consideration. 

b. Holding:

1) Burden of proof depends on facts

a) Beneficiaries other than interested directors (  BOP on challenger

b) Interested director, no stockholder ratification (  BOP on director

c) Interested director, stockholder ratification with full disclosure (  agreement unassailable absent actual fraud or want of power

2) No duty to provide analysis of tax impact

a) beneficial information, but not required by law

b) stockholder could have investigated, chargeable with knowledge he could have acquired

3) P failed burden of showing illegality

a) Full terms of proposal disclosed shifts burden to P to show unfairness of basic transaction

b) Proxy statement reviewed by SEC and no stockholder voting for approval alleged being misled or tempted to have voted differently based on outcome

4) Lack of added responsibilities does not void contract

a) ratified by shareholders without such requirement

b) continued employment as sufficient consideration

5) No proof given by P through which to assess reasonableness of compensation
3. Beard v. Elster (Del. 1960)(holding options valid)

a. Facts:  Board of directors recommended and shareholders approved adoption of restricted stock option plan for key employee.  16 member board completely disinterested except for 2 who ultimately received grants for options.  After approval of plan, a committee of disinterested directors was formed for the purpose of granting the options.  Grantees claimed that they options had induced them to stay, and that they had taken out loans to acquire the options and had used substantial sums traceable to acquisition to pay various (middle-class) bills. 

b. Holding: 

1) Ct. reviewed 2 other Del. cases

a) Kerbs v. California Eastern
i) Interested board:  Plan in Kerbs held invalid because initially approved by interested board (5/8 beneficiaries)

ii) Misleading statement of consideration:  although there must be some reasonable assurance that contemplated benefit will reach the corporation, Kerbs holding that consideration must pass to corporation is too strong

iii) No reasonable safeguard of receiving benefit:  Plan allowed grantees to take advantage of option up to six months after leaving, calling into question guarantee of retention

b) Gottlieb v.Heyden 
i)   Interested board

ii)  Reasonable safeguard:  could only exercise so long as remained with corp.

iii) Shareholder ratification did not invoke business judgement rule: possible indifference or sympathy of majority of shareholders such that good faith requirement not met for rule

iv)  Remand to assess value of consideration to make sure that option 

      did not amount to  waste
2) Options valid based on facts at bar

a) Disinterested board  -- business judgement

b) Stockholder ratification

c) Must be exercised during employ -- reasonable safeguard

d) Below average salaries

e) Prior knowledge to employees inducing retention

f) Board discussed benefits at meeting

g) Great majority of optionees have remained

4. SUBSEQUENT EXTREME INCREASE IN VALUE

a. Problem:  What if huge increase in short span of time? 

b. Lieberman v. Becker:  whether such compensation is reasonable is for board to decide in its business judgement  

5. SHAREHOLDER RATIFICATION

a. Generally required:  Most states require shareholder ratification (e.g. Ala.), although some states follow RMBCA and don’t require (e.g. Del.)

b. Who counts?
1) All shareholders normally entitled to vote

a) Connecticut (see above, or p.125)

b) Alabama (p.157)

c) Iowa (Cookies, p.120)

d) NY (p.124)

2) Disinterested shareholders only

a) ALI (p.126)

b) California (p.125)

6. BURDEN OF PROOF

a. No uniform rule between cases (see p.167)

b. Pappas v. Moss (3rd Cir. 1968):  burden of proof on interested majority shareholders even where majority ratification by non-interested minority shareholders  

c. Krukemeier (Ind. App. 1990):  burden of proof on minority shareholder to show that compensation set by majority shareholders for themselves is “unjust, oppressive, or fraudulent”

d. Alabama Business Corporation Act (1981): judgement of board as to adequacy of consideration conclusive absent fraud

G. Corporate Opportunities and Competition with the Corporation
1. CORPORATE OPPORTUNITY

a. Situation:  Corporate managers take business opportunity allegedly belonging to corporation that would have expanded profits or decreased financial burden

b. Issues 

1) Was it a corporate opportunity?

2) Could the corporation have taken advantage of it?

2. Irving Trust v. Deutsch (2d Cir. 1934) (holding that  financial “inability” no excuse for fiduciary to take corporate opportunity)

a. Facts:  Acoustic required patent rights that it thought it could get through another radio manufacturing company.  Bell was hired by Acoustic to negotiate with those in control of the company, and ended up with an offer to purchase stock with the ensuing privileges of filling 4 of the 9 places on that directorate and right to enter into contract subject to approval of the board.  President of Acoustic said he could not get the funds for purchase, and instead arranged for individuals (including himself and Bell) to acquire the stock within the deadline, which they would keep if Acoustic did not have the money by then for payment.  Although they acquired under the premise that they would extend to Acoustic the benefits, they instead sold the stock at great profit.  Trustee of acoustic in bankruptcy brought suit against the acquiring individuals for these profits.

b. Holding:

1) Financial inability of the corporation does not automatically free the agent to take advantage of the opportunity

a) Such a rigid rule would encourage directors to compromise their commitment to the corporation’s financial ability

b) Court speculated that the facts at bar suggested that that might even be the case here

2) Fiduciary may make no profit for himself out of a violation of duty to his cestui, even though he risks his own funds in the venture – directors here had duty

3) Those who knowingly join a fiduciary in an enterprise where a conflict of interest exists become likewise liable for the profits  – although hired as an “agent” in the negotiation, Bell joined the directors in the purchase of stock aware of the potential for self-dealing

4) Other Ds not liable

a) Employee without affirmative knowledge of interest 

b) Parties controlling other company

3. Regal (Hastings) v. Gulliver (1942)(fiduciary may not use position to profit without corporate assent regardless of breach of duty or damage to corporation)

a. Facts: Regal owned one theater and planned to form a wholly owned subsidiary to acquire two additional leaseholds and then sell the interest in all three.  Directors personally guaranteed rent so that leases could go through, then, along with the solicitor, personally subscribed to the remaining shares required for the subsidiary to achieve its capital.  Deal pending for interest fell through, but three weeks later another deal for the full shares of both Regal and its subsidiary went through with substantial profit to directors and solicitor.  Regal’s new management sued to recover this profit.

b. Holding:  House of Lords unanimously reversed Lower Court dismissal of complaint, emphasizing that the issue was not whether there had been any breach of duty or damage to the corporation, but that a fiduciary who knowingly makes a profit out of the position without company/shareholder assent is liable to the company for these profits.

4. Rapistan Corp. v. Michaels (Mich. App. 1994)(defining corporate opportunity)

a. Facts:  DE holdings company acquired Rapistan, a conveyer manufacturer that sells primarily to the warehouse-distribution market.  Ds (executives of Rapistan) resigned and went to another holdings company aiming to acquire another conveyers manufacturer.  Once acquired, they became officers there.  Rapistan and its holdings company are suing on the basis that Ds misappropriated a corporate opportunity and misused confidential information.  

b. Holding:

1) Ct. defined corporate opportunity using  Guth case (DE law)

a) Guth Rule:  Forbidden corporate opportunity if:

i)   corporation financially able

ii) opportunity from its nature in line with business and of practical   advantage

iii) corporation has interest or reasonable expectancy, and

iv)  opportunity creates conflict of interest

b) Guth Corollary:  Not forbidden corporate opportunity if

i)    comes to officer in individual rather than official capacity

ii) opportunity not essential by nature to corporation

iii) corporation has no interest or expectation

2) Court defended lower court holding against plaintiff challenges

a) Nature of opportunity:  Significance of nature of opportunity depends upon the capacity in which officer came across opportunity

b) Desirability:  Corollary requires no desirability analysis

c) Essentialness:  Although related, opportunity was not “essential” in this case

d) Expectation:  No expectation or interest in this case

e) Corporate judgement:  Although the best way to decide corporate opportunity is by corporation’s decision at time of disclosure, this does not mean that it is established in court by an assertion that corporation would have seized opportunity given disclosure

f) Estoppel: Even if opportunity does not meet test, estoppel applies if officer wrongfully used corporate assets (but here, court weaseled out)

i)    Time is a corporate asset – incl. time of other employees

ii)   Applied more consistently for “hard” assets (cash, facilities, 

       contracts)  than “soft” assets (time, goodwill, information)

iii)  Remedy based on equity 

iv)  Applied unpredictably when unclear relationship between asset 

       and opportunity

v)   Must have direct and substantial nexus or causal connection

vi)  Here, minimal assets of funds, facilities, personnel, and time fails 

      causal nexus test, and there was no improperly used information

5. Burg v. Horn (2d Cir. 1967)

a. Facts:  Friends, the Burgs and the Horns formed corporation to acquire property.  Horns borrowed money from corporation to acquire property for themselves.  Burgs claim that these were corporate opportunities.

b. Holding:  

1)  Rather than bright-line “in line of business” rule, NY requires case by case analysis of relationship between director and corp.

2) If Horns were full-time employees of corp., possible finding of implied duty to corporation

3) But, Horns conducted many independent activities before and during time of corporation, requiring express agreement or understanding of such a duty 

6. Alexander & Alexander of N.Y. v. Fritzen (N.Y S.2d 1989)

a. Facts:  Ds (execs of property and casualty insurance brokerage – P) learned that P’s major client needed life insurance.  P was not licensed to sell life insurance, although could easily have been.  Ds formed own company and earned over $750,00.

b. Holding:  No corporate opportunity

1) Strategic expansion into related but new line of business: Employer has responsibility of making this decision and conveying it to employees, regardless of knowledge of particular customer’s need

2) P made no showing of expectancy in life insurance, that business was essential or necessary to success, or even likelihood that defendant would have obtained life insurance business

7. ALI (1994), Sec. 5.05.  Taking of corporate opportunities by directors or senior executives.

(a) General Rule:  (1) Director/senior exec. may not take opportunity unless first offers to corp. and makes disclosure concerning conflict of interest and opportunity, (2) corp. rejects, and (3) either: 

(A) rejection is fair to corp.

(B) opportunity is rejected by disinterested board in advance in a manner that satisfies business judgement rule, or 

(C) rejection is ratified by disinterested shareholders and is not equivalent to waste.

(b) Definition of Corporate Opportunity:  

1) Any opportunity that dir./sen.exec.  becomes aware of in connection with performance of corp. duties, or under circumstances showing expected offer to corp., or thru use of corp. info or property such that dir./exec should believe being offered to corp.; OR

2) Any opportunity to engage in business activity of which SENIOR EXEC. [directors not mentioned] becomes aware and knows is closely related to business engaged in or expected to be by corp.

(c) Burden of Proof:  Party challenging taking of opportunity bears BOP, unless shows failure to meet (a)(3)(B) or (C), and then shifts to dir. / senior exec

8. COMPETITION WITH CORPORATION 

a. General Rule distinguishes between officers and employees

1) Employees: may put together competing corp. during employ but may not commence competition

2) Officers:  Fiduciary duty not to actively exploit positions or hinder ability of corporation to continue business

b. ALI:  Competition by directors and senior executives forbidden unless authorized in advanced or ratified following disclosure

IV.   VOTING AND CORPORATE CONTROL

A. Overview:  Voting and “Shareholder Democracy” 

1. SHAREHOLDER VOTING AND SERVICE ON THE BOARD

a. Shareholders collectively hold power to choose and replace the board

b. Many statutes require annual meeting

2. SHAREHOLDER VOTING AND THE PURSUIT OF SHAREHOLDER INTERESTS

a. Berle & Means and the “separation of ownership and control” 

1) Issue:  Does the existence of the shareholder collective voting power cause the board, and the officers serving at the board’s pleasure, to pursue shareholder interests?  In The Modern Corporation and Private Property (1932), which Berle & Means argue “no.”

2) Dispersed control:  B & M say that “ownership is so widely scattered that working control can be maintained with but a minority interest”

3) Proxy machinery:  In the absence of “even a substantial minority interest . . . control may be held by the directors or titular mangers who can employ the proxy machinery to become a self-perpetuating body, even though as a group they own but a small fraction of the stock outstanding”

a) Because few shareholders can attend the corporation’s annual meeting due to constraints of time and $, management solicits proxies from shareholders at corporation’s expense

b) These proxies typically appoint management (or their nominees) as the shareholders’ representative to vote their shares at any annual or special meeting

c) Persons wishing to oppose management must undertake a rival proxy solicitation, a very costly venture, at their own expense

d) Stockholders may hesitate to back unknown rival proxy slate

4) Other methods of accountability:  Those contesting B & M point to other mechanisms furthering “accountability” to shareholders, such as “voting with their feet” – voter sell-out which could hurt management through drop in price of stock

b. Developments bearing on the Berle and Means argument 

1) Federal proxy regulation
a) Enforced ignorance and “blank check” authorization:  Management would provide stockholders with little relevant information, which stockholder could obtain for themselves only at costs disproportionate to the value of their investments

b)  Securities Exchange Act of 1934: attempted to end this practice by requiring that, with respect to “reporting companies,” proxy solicitors distribute to shareholders a statement disclosing their identity, background, and plans, as well as the specific proposals to be voted on, and subjects these and other statements to anti-fraud rules.

2) Rise of institutional investors  

a) Hold roughly 50% of stock in publicly traded corps.

b) Can form coalitions with one another and oust management

c. Obstacles to collective shareholder action 

1) Information costs and “rational apathy”

a) costs of getting information must be weighed against gains from voting

b) these gains often seem minimal in the face of small shareholding

c) shareholders do respond to take-overs

2) The “free rider” problem

a) large shareholder may find it cost-effective to research

b) however, because others may profit from the gains without sharing the costs, shareholder may decide to devote less resources than necessary

c) law attempts to remedy in some cases by allowing shareholder to “tax” the free riders through a successful derivative suit or a successful proxy fight

3) The market alternative

a) in deciding whether to engage in more voting-related activities, shareholders will consider their alternatives

b) for shareholders in widely held corps., selling stock will often be the alternative of choice

4) Conflict of interest

a) may cause institutional investors to pursue shareholder interest less aggressively than one might have expected

b) e.g.  client

d. Concluding observations on the efficacy of shareholder voting as means of controlling managers 

1) the higher the benefit, the better shareholder voting should work as a mechanism of accountability

2) voting interrelates with the market for corporate control

3) legal rules that further raise the cost of voting as a mechanism of corporate accountability

B. Substantive Law of Shareholder Voting 

1. WHO VOTES?

a. DE law gives corporation power to define voting of stockholders, and to even grant voting to bondholders

b. Few other states authorize bondholders voting power

c. Virtually every state permits one or more classes of nonvoting stock (so long as certificate includes voting stock)

d. Common stock: generally voting stock

e. Preferred stock:  generally non-voting stock

f. Economic justification for divide between holders of common stock and holders of preferred stock

1) shareholders have claim to residual income, affected by company’s performance, and so have greatest incentives to exercise discretion

2) bondholders have fixed claims and managers and employees negotiate compensation schedules in advance of performance residual risk-bearers

2. WHEN SHOULD A SHAREHOLDER VOTE BE REQUIRED?

a. “Fundamental” corporate changes require vote, e.g. 

1) mergers

2) liquidations

3) sales of all assets

4) amendments to certificate of incorporation 

b. Issue votes different from board election/impeachment

1) Ratification or veto of decision rather than power of initiative

2) some states require supermajority vote

a) fundamental changes were not anticipated or consented to at time of stock purchase

b) protection for management against undesired takeover proposals

3) broadens scope of who allowed to vote

3. WHAT VOTING POWER SHOULD A SHARE CARRY?

a. History of NYSE rule:

1) From 1920s to mid-80s NYSE refused to list a company’s common stock unless each share of any class of such stock had exactly one vote

2) American Stock Exchange and NASDAQ competed by accepting common stock listings from companies with shares having disparate voting rights (within limits)

3) Top management of many publicly held corps. developed techniques for defeating or deterring takeovers which employed stock with limited voting rights or multiple votes

4) GM decided in 1984 to finance its acquisition of Electronic Data Systems Corp. by issuing common stock with one-half vote per share

5) NYSE declared a moratorium on enforcement of its rule and appointed a committee to review “qualitative listing standards”

6) Many companies then followed GM’s example

b. SEC Response:

1) SEC held hearings in 12/96 to determine whether it should require NYSE to retain “one share, one vote” rule, require additional procedural safeguards before corporations could deviate, or adopt a uniform “one share, one vote” standard applicable to all exchanges

2) The debate on disparate rights

a) Arguments in favor of NYSE proposal to relax standard

i)   sound economic and policy reasonsfor permitting companies to  

      adopt disparate voting rights

(A) one share one vote unreasonably restricts ability of management to withstand hostile tender offer and family owned business that needs capital to stay within the family

(B) Companies have used dual classes of common stock to

(1) facilitate successful absorption of an acquired company (e.g. GM)

(2) Protect editorial independence of newspapers

(3) attract investors to purchase shares of small and medium-sized companies by issuing shares with fewer voting rights but greater dividend rights

ii)   no empirical evidence that adoption disparate rights plans affects 

      share prices adversely

iii)  corporate governance matters, such as shareholder voting rights, 

      fall within the realm of state rather than federal control

b) Arguments against NYSE proposal

i)   Shareholder vote essential for accountability, disparate voting:

(A) could allow insiders to control corp.

(B) can isolate management from direct shareholder actions (proxies)

(C) can limit workings of other techniques in the market for corporate control (tender offers) by insulating management from hostile acquisition

ii)   shareholder vote to ratify disparate voting does not provide

      effective safeguard against management abuse or protect 

      shareholders’ rights

(A) Free-riding: situation where non-voting stock is sweetened

(B) Conflict of interest

iii)  Disenfranchising effect of dual class recapitalizations involving  

       issuance of new super voting stock with restrictions on 

       transferability

(A) Situation:  corp. issues super voting stock as dividend which can be converted to common stock but restricted transferability

(B) Speculating shareholders sell will convert, long-run holders (management and major shareholders) will be left with more voting power)

3) Result of the debates:  Rule 19c-4  

a) one share, one vote rule that protected voting power of existing shareholders but allowed issuance of non-voting stock at IPO

b) Presumptively forbidden

i)  “capped” voting: deny any shareholder the right to vote more than 

      a specified number of shares

ii)  “tenure” voting:  deny voting rights until shareholder has held for

      a certain period

c) Presumptively permissible: shares issued in “bona fide” mergers or  in a registered offering where the new class has lesser voting rights than an outstanding class

c. Response to 19c-4 
1) Business Roundtable v. SEC (D.C. Cir. 1990):  19c-4 enjoined;  SEC had exceeded its authority to regulate stock exchanges in promulgating a rule intended more to standardize corporate governance

2) NYSE, ASE, and NASDAQ eventually agreed in 1994 to a common one share, one vote rule that largely paralleled 19c-4

a) Listed companies may not adopt supervoting stock (including “tenure” and “capped” voting)

b) Listed companies may issue “lower voting” stock

c) Companies with existing “dual class” voting grandfathered

3) Reasons for resolution

a) subsided threat of hostile takeover

b) companies interested in “dual class” structure had already done so and would be grandfathered

C. Voting Procedures 

1. RECORD DATES

a. Function:  In the face of rapid turnover of shares on national exchange, record date acts as a registration ledger to determine who must be notified of and can vote at an approaching shareholder meeting

b. DE Statute:  record date must be not more than 60 days, nor less than 10, before the vote

c. Hostile takeover: absent statutory limit, board seeking to ward off hostile takeover may set record date way in advance to keep out intervening shareholders

d. Shareholders acquiring shares subsequent to record date 

1) may negotiate with seller and require seller to deliver a proxy, particularly in tender offer

2) case law indicates possibility of duty by seller to vote in manner not injurious to buyer  

2. PROXY SYSTEM

a. Proxy:  loosely refers to any of the following

1) legal relationship under which one party is appointed a fiduciary to vote another’s shares

2) nominee so appointed

3) physical document that evidences relationship

b. Revocability: proxy relationship legally revocable at will of shareholder, unless proxying party has some equitable interest that makes the proxy irrevocable

c. Electronic Proxies 

1) Situation:  technological innovation to facilitate last minute solicitation (esp. in takeovers) whereby party calls Western Union and has “datagram” sent

2) Problem:  Authenticity

3) DE:  S.Ct. found datagrams and telecopies not valid, but legislature overturned with requirement of additional authenticating information

3. “STREET NAME” OWNERSHIP

a. Generally shareholders allow shares purchased to be registered under “street name” (pseudonym) of banker / broker 

b. Structure of multiple intermediaries poses problem for corporation during proxy solicitation process

c. SEC response to this problem

1) Rule 14b-1 requires brokers to inform corporation of identities of non-objecting beneficial owners (“NOBOS”)

2) Similar rule applies to banks

4. INSPECTOR OF ELECTIONS

a. Problem:  Because proxies can be rescinded simply by execution of later proxies, disputes arise as to which one should be counted

b. Inspector of Elections:  Corporate officials, oftentimes the accounting firm, authorized on behalf of corporation to determine validity of proxies

c.  DE:  Del Gen. Corp. Law Sec. 231 (1990) sets out authority and procedures

1) ascertain number of shares outstanding

2) determine shares represented  at the meeting and validity of all proxies and ballots

3) count all votes and ballots 

4) retain for a reasonable period a record of their determinations and the challenges thereto, and

5) certify their determinations and their count of all votes and ballots

d. Decisions of inspectors can be appealed to court

1) Broker overvotes:  proxy submitted by major broker dealer in which number of shares exceeds those held of record by broker, often because of multiple proxy replies from beneficial holders

2) Concord Financial Group Inc. v. Tri-State Motor Transit: DE ct. held invalid informal practice of telephoning brokerage house for clarification, as “extrinsic evidence,” leaving the alternative that all the votes would not count

3) DE sec. 231(d) permits “other reliable information”

5. STOCKHOLDER CONSENTS:  DE law that any action which requires stockholder action (i.e. a meeting) can be carried out by gaining written consent for proposed action from necessary number of shareholders

D. Proxy Contest Expenses 

1. Rosenfeld v. Fairchild Engine & Airplane Corp. (NY 1955) (corporation may reimburse reasonable proxy expenses incurred over issue of corporate policy)

a. Facts:  P (shareholder) brought derivative suit against D (corp.) for return of money reimbursed to both sides in proxy contest.  Old board (loser in proxy contest) had used corporate funds and been reimbursed by new board to compensate for remaining expenses, while new board had gotten express shareholder ratification (16:1) for its own reimbursement.

b. Holding:  Complaint dismissed on both counts

1)  Old board should be reimbursed for reasonable expenses

a) Rule: “When the directors act in good faith in a contest over policy, they have the right to incur reasonable and proper expenses for solicitation of proxies and in defense of their corporate policies”

b) Rationale:  Board needs resources to solicit proxies for and defend against attack development of corporate policies 

i)  No contest – solicitation:  corporation needs proxy system because

     voter indifference and quorum requirement could get in way of 

     policy changes

ii)  Contest – defense:  corporation needs to be able to defend its 

     policies from rich outside interests

c) Conditions to rule
i)   Policy, not power or personal promotion:  Proxy expenses are 

     legitimate for disputes based on policies and actions believed to be    

     in the best interest of corporation, not for power struggles between   

     competing groups or private gain

ii)   Good faith of actions and reasonableness of expenditures:  

      dispositive legal issues to be reviewed and decided on by courts

2) New board could be reimbursed for expenses

a) Rule:  No duty to reimburse insurgents

b) Ratification:  Here, however, directors made a financial decision approved by majority of shareholders

2. REIMBURSEMENT TO SUCCESSFUL INSURGENTS

a. Solution to the free rider problem?:  A rule requiring reimbursement for successful insurgents would be a sensible way to “tax” other shareholders for proxy contests, but might not provide sufficient incentive for uncertain contests and might spur frivolous contests by attorneys seeking legal fees.

b. Grodetsky v. McCrory (NY Sup. Ct. 1996):  Ct. said it could not award reimbursement to successful insurgent without stockholder ratification, could only review reasonableness of award once ratified

E. Proxy Regulation under Securities Exchange Act of 1934 

1. SECURITIES EXCHANGE ACT OF 1934 

a. History:  Congress concerned that management would solicit proxies from shareholders without providing more than minimal disclosure about action to be taken at shareholder meeting, so authorized SEC to adopt rules regulating solicitation of proxies

b. Proxy Statement:  SEC’s solution, a disclosure document that must be sent to shareholders with or before solicitation

c. Act, Sec. 14(a):  Basic provision of Act, giving SEC authority to regulate proxies

d. 4 general categories of proxy rules adopted by SEC 

1) Disclosure required:  Rule 14a-3, in conjunction with Schedule 14-a, prescribes the contents and the format of the proxy statement and the annual report that precede it.  Rule 14a-4 governs the contents and the format of the proxy itself
2) Contested elections:  Rule 14a-7 requires the issuer to either furnish the insurgents with an accurate, up-to-date list of shareholders or mail the insurgents’ proxy solicitation materials (at the insurgents’ expense).  Rule 14a-11 requires every participant in the contested election, including anyone contributing $500 or more, to file a disclosure statement.
3) Shareholder proposals:  Rule 14a-8 requires management to include certain proposals submitted by shareholders in its own proxy solicitation materials and to place these proposals on the agenda of the meeting for a vote
4) Anti-fraud:  Rule 14a-9 prohibits “fraud” in connection with proxy solicitations

2. SOLICITATIONS TO WHICH RULES APPLY 

a. Problem:  what is a “solicitation”? 

1) Proxy “solicitation” originally referred only to any official “request” for proxy

2) By the 1950’s SEC had expanded the definition to include “any communication” “reasonably calculated” to influence a proxy decision

3) This expanded definition could potentially reach almost every expression of opinion concerning a publicly traded corporation

4) The effect of such an expansive definition was to chill open discussion of management performance for fear of failure to comply or costs of compliance

b. Solution:  Rule 14a-2(b)(1) 

1) Broad exemption from proxy statement requirements for communications by or on behalf of persons who fulfill both conditions:

a) not seeking proxy authority, and

b) not having “substantial” interest in the subject matter of the vote

2) 14a-2(b)(1)(ix) defines “substantial interest” broadly to reach “any person who, because of a substantial interest in the subject matter of the solicitation, is likely to receive a benefit from a successful solicitation that would not be shared pro rata by all other persons of the same class of securities, other than a benefit arising from the person’s employment with the registrant”

3) Presumptively not exempt (must file proxy statements):

a) issuer

b) officers, directors, or affiliates of the issuer or of any other ineligible person

c) director nominees

d) any person soliciting in opposition to a merger or similar transaction who is affiliated with a competing alternative transaction

e) any Schedule 13D filer who has disclosed possible control intent

f) anyone paid to solicit by ineligible person

4) Person qualifying for exemption with > $5 mil. of company’s stock must file written solicitation materials with SEC within three days of use

5) All written and oral statements made in connection with solicitation continue to be subject to the anti-fraud rules (part. 14a-9) even though no proxy statement need be filed

6) Biggest impact on institutional shareholders, who can now discuss voting decisions and lobby others in private 

c. Other rules affecting solicitations 
1) Voting Announcements
a) Problem:  Unclear as to whether shareholders’ public announcements of how they intend to vote constitutes a proxy solicitation

b) Solution:  14a-1(2)(iv) provides that shareholder’s public announcement of how intends to vote not proxy solicitation 

2) Short Slates
a)  Problem:  Previously, dissident could not include any incumbents on slate without their permission, forcing all or nothing vote from shareholder

b) Solution: 14a-4(d)  permits solicitations for proxies for less than a full slate of dissident nominees, so shareholder can also vote for some of incumbent’s nominees

3) Preliminary filing
a) Problem: preliminary filings and prior review of solicitation materials meant delay and censorship

b) Solution:  Preliminary filings and prior review eliminated, except in the case of the basic proxy statement and proxy card  
4) Public availability of preliminary proxy statements:  Now even materials still requiring preliminary filing now available to public rather than remaining confidential until SEC completes review

5) Commencement of solicitation:  to prevent delay, new rules permit commencement upon preliminary filing provided that no proxy card distributed until definitive statement is circulated

6) Unbundling of related proposals
a) Previously:  issuers tied unpopular proposals to sweeteners

b) Now:  Rule 14a-4 separates all proposals for voting, except that related matters may be conditioned on passage of others

7) Shareholder lists:  management now required to provide shareholder with shareholder list in “going private” transactions (management buys out stockholders) and “roll-up” transactions (incorporation of limited partnerships originally formed to hold real estate)

d. Definition of Solicitation 

1) Despite creations of exemptions to remedy overbreadth, “solicitation” has not greatly changed

2) “Solicit” and “solicitation” defined in Rule 14a-1 as any of the following:

a) “Any request for a proxy, whether or not accompanied by or included in a form of proxy”

b) “Any request to execute or not to execute, or to revoke, a proxy”

c) “The furnishing of a proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy”

3) Studebaker Corp. v. Gitlin (2d Cir. 1966) (holding that solicitation for shareholder fell under federal regulation because it was intended to lead to proxy solicitation)

a) Facts:  Shareholder solicited 42 other shareholders in order to aggregate shares exceeding 5 percent of the company’s stock in order to obtain access under state law to corps’ shareholders lists.

b) Holding:  This constituted solicitation under federal rules because it was part of a continuous plan intended eventually to lead to proxy solicitation 

4) Brown v. Chicago (7th Cir. 1964) (holding newspaper ad placed in response to takeover announcement not “solicitation”)

a) Facts: RR 1 (Union Pacific) published ad in 50 states extolling virtues of merger with RR 2 (Rock Island), in response to public announcement by RR 3 (CNW) to acquire majority control of RR 2.

b) Holding:  Union Pacific placed ad “to inform and motivate the public rather than solicit proxies” and Rock Island did not act in concert, so rule did not apply.

5) Long Island Lighting Co. v. Barbash (2d Cir. 1985) (

a) Facts:  D (political candidate) placed ad in local newspaper advocating that an alternate agency be created to replace P (utility), during a proxy contest initiated by D.  District ct. found advertisement to be free speech protected from SEC reg by 1st amendment.

b) Holding:  Reversed district ct. decision, holding that proxy rules could cover communications appearing in publications of general circulation that were indirectly addressed to shareholders, but declined to rule on 1st amendment issue

c) Dissent:  Judge Winter argued that to avoid 1st amendment conflict, proxy rules should be construed not to apply to newspaper ads addressed to general public unless they directly related to solicitation of proxies 

e. Other Exemptions 

1) <10 solicitees:  Rule 14a-2(b)(2) has long exempted “any solicitations made otherwise on behalf of the registrant where the total number of persons soliciting is not more than ten” (although still subject to anti-fraud)

2) Regular business consultation:  Rule 14a-2(b)(3) exempts advice by professional if “in the ordinary course of business” to a “person with whom the advisor has a business relationship” if no special remuneration and advice not on behalf of proxy solicitor or participant in election contest (allows lawyers, brokers, investment advisors – but not proxy advisors)

3) Security holders stating voting intentions:  Rule 14a-1(1)(2) exempts statements by a security holder merely “stating how the security holder intends to vote and the reasons therefor” provided that the statement is either publicly released to the media or “directed to persons to whom the security holder owes a fiduciary duty in connection with the voting of securities” – and anti-fraud 14a-9 does not apply either

4) Street name:  Rule 14a-2(a) exempts solicitations “by a person in respect to securities carried in his name or in the name of a nominee” under certain conditions, applying chiefly to banks and brokers, exempting them from obligation to file proxy statement and from anti-fraud liability under 14a-9

3. INFORMATION REQUIRED TO BE FURNISHED

a. Depends on context:  Under Rule 14a-3  schedule 14A dictates the contents of the required disclosure, and schedule 14A provides that what must be disclosed depends in large part on the context

b. Management (Item 7):  Solicitation must disclose

1) Operation of board

2) Directorial absenteeism and in-fighting leading to resignation or refusal to stand for reelection

3) Relationships and transactions between director and corporation

4) If solicitation relates to election (  full identification of directors, execs, and nominees for board, ages, prior positions, and “arrangement or understanding . . . purwuant to which he was or is to be selected as director or nominee”

c. Executive compensation:  Disclosure required for CEO and 4 highest paid execs for last 3 yrs.

d. Annual report:  If solicitation relates to board election, annual report must accompany or precede proxy statement, and include basic financial statements, including income audits, for last 3 yrs.

4. REQUIREMENTS AS TO PROXY

a. Rule 14a-4 closely circumscribes degree of discretionary authority that a proxy can confer on management or others is closely circumscribed 

b. Rule 14a-4(e)  

1) Effect:  requires essentially that the shares subject to the proxy be voted as the shareholder indicated

2) Problem:  leaves proxy holder in ministerial position such that might be forced to vote against own self-interest

3) Adjournements:  SEC permits short adjournments in order to solicit more proxies and prevent an impending defeat, but only for short term such that currency of materials not called into question or not result in proxies not voted

4) Rule 14a-4(c)(1) precludes party soliciting proxies from voting those proxies for adjournment – even if disclosure of this was made in proxy statement

5) Duffy v. Loft (Del. 1930):  Under state law, court ignored withdrawal from quorum count by parties defeated on issue and held them present at quorum

5. SHAREHOLDER PROPOSALS

a. Rule 14a-8 (pp. 632-33)

1) eligibility: shareholder can offer a proposal for a vote if owns 1% or $1000 worth of votable stock and has held it for 1 yr.

2) number of proposals:  may submit no more than 1 at a time

3) Following  types of proposals may be omitted:

a) not proper subject for action by security holders under state law – 14a-8(c)(1)

b) would require illegal conduct

c) contrary to SEC rules

d) personal gripe or interest not concerning security holders at large

e) very minor operations 14a-8(c)(4)

f) beyond power to effectuate

g) relating ordinary business operations

h) relating to election

i) counter to proposal at meeting

j) moot

k) substantially duplicative of someone else’s proposal already included

l) substantially same subject matter as within past 3 years if proposal was submitted once to < 5% yes vote, twice to < 8% yes vote second time, 3 or more times to < 10% yes vote last time

m) relates to specific amounts of cash or dividends

b. SEC v. Transamerica Corp. (3d Cir. 1947)(holding shareholder proposals to be “proper subjects for action” under DE law)

1) Facts:  Transamerica’s securities were traded on the stock exchange, so it was governed by section 14 of the 1934 Act.  Gilbert, a shareholder, submitted several proposals to management for a vote by shareholders at the annual meeting, including: (1) Selection of auditing firm by shareholder vote, (2) Proposal to amend bylaw (which required notice of any meeting concerning a proposal to amend the bylaws), (4)  Proposal that report of annual meeting of shareholders be sent to all shareholders.  Management refused to include the proposals in the proxy statement.  The SEC brought suit to enforce inclusion against Transamerica.

2) Holding:   

a) Rule 14A-7:  Management must set forth shareholder’s proposal and provide means by which security holders can vote on it if it is “a proper subject for action by security holders” and proposing shareholder has given reasonable notice.

b) “Proper subject”:  One in which the stockholders may properly be interested under DE law

c) Proposal (1):  Selection of auditing firm by shareholder vote
i)  Transamerica had argued that DE law provides that articles of 

     incorporation may limit powers of stockholders and Transamerica’s 

     charter vests all powers of corporation in board

ii)  Ct.:  “Surely the audit of a corporation’s books may not be  

     considered to be peculiarly within the discretion of the directors

d) Proposal (2):  Amendment to by-law regarding amending by-laws

i)   existing by-law provided that by-laws amended through majority 

     vote of stockholders if notice of proposed alteration is contained in 

     the notice of the meeting

ii)
lower ct.:  no notice given by management

iii)
Ct.:  Notice would have been given had Transamerica obeyed Commision’s directions and proxy rules & DE law allows shareholder amendment of bylaws unless certificate of incorporation confers power upon directors – T’s didn’t

e) Proposal (4):  No logical reason why request for annual report not proper subject for stockholder action

f) Pesky by-law:  Court held that corporation could not use current by-law regarding amending by-laws under force of DE law to circumvent Congressional intent to further corporate democracy as embodied in SEA 1934 Sec. 14

3) Issue raised by case:  Proper under state law
a) Rule 14A-7 required “proper subject for action by the security holders” without specification that this be under state law

b) 1945 SEC release introduced language of “under the laws of the State under which it was organized”

c) Current 14a-8(c)(1):  “If the proposal is, under the law’s of the registrant’s domicile, not a proper subject for action by security  holders [it may be omitted]”

d) Choper:  Did ct. really decide under state law? – I think it substituted its own ideas of what is reasonable and proper for any real application of state law

c. RECOMMENDATIONS V. MANDATES

1) SEC (1976):  Proposal improper as mandate may be proper as recommendation, because advisory nature, not binding on board   

2) Auer v. Dressel (NY 1954):  Ct. construed shareholder proposal demanding reinstatement of former president ousted by certain directors as simply expression of shareholder sentiment and permitted the vote

d. Medical Committee for Human Rights v. SEC (D.C. Cir. 1970) (holding that proposal objecting to production of napalm could not automatically be omitted as relating to ordinary business operations or as irrelevant political concern)

1) Facts:  During Vietnam war, Committee for Human Rights received gift of Dow shares.  Committee wrote letter to Dow requesting that resolution be placed in the proxy statement advocating that certificate of incorporation be amended to prohibit sale of napalm to any buyer using it against human beings.  Committee acknowledged human rights motivation as primary, but also expressed concern over business effects of alienating young workforce.  Dow first blewsoff proposal as too late and to be studied, and, when prodded again a year later, wrote back that it would be omitted.  Committee then suggested that proposal be revised to one requesting board to consider amendment banning manufacture altogether.  Dow again refused and SEC sided with Dow.

2) Holding:

a) Court looked to Rule 14a-8(c) on acceptable omissions

i)  14a-8(c)(5) [amended as 7 in current]: conduct of ordinary business 

     operations

ii) 14a-8(c)(2) [replaced by 5 in current]:  primarily for purpose of 

     promoting general economic, political, racial, religious, social, or 

     similar causes 

b) Congressional intent of sec. 14 of Securities Exchange Act of 1934 = protect corporate democracy

c) Court reviewed history and policy of SEC’s proxy rules

i)   generally:  paucity of applicable state law such that SEC had to 

     codify emerging common law

ii)  14a-8(c)(2):  response to proposals bearing little relationship to 

      company’s affairs, with “racial” being added in response to 

      segregation challenge and not yet construed in court

iii) 14a-8(c)(5):  impracticable for stockholders to decide management 

      problems at corporate meetings, also not yet construed

d) Although these 2 exceptions are consistent with the corporate in corporate democracy, they can also be construed such as to exclude almost any proposal as too broad or too specific

e) 14a-8(c)(5) applied against T’s argument that manufacturing choice related to conduct of ordinary business operations and attempt to amend Certificate in this respect contrary to DE law on corporate management

i)   Management bears BOP to show acceptable omission

ii)  DE state law allows amendments to Certificate of Incorporation to 

     alter business practices

f) 14a-8(c)(2) applied against T’s “abrupt” argument that can exclude proposition because of protests and irrelevance

i)  Ct. distinguished political motivations here from those it discussed 

     in its history lesson as relating to specific corporate conduct and not    

     a general political platform

ii)  Moreover, ct. revealed that T’s decision to produce Napalm was 

     expressly against business judgement in favor of its own political 

     commitment

3) Current Rule 14a-8(c)(5):  

a) Replaces unrelated political omission with test of economic significance (<5%) and phrase “not otherwise significantly related to the registrant’s busines”

b) Lovenheim v. Iroquois (D.D.C. 1985):  Ct. defended from omission animal rights oriented proposal from foie gras distributer despite extremely low economic significance “in light of the ethical and social significance” of the proposal

e. Roosevelt v. E.I. DuPont de Nemours & Co.(D.C. Cir. 1992) (

1) Facts:  Friends of the Earth submitted an environmental action and awareness proposal on behalf of P prior to D’s shareholder meeting. Part 1 of proposal advocated earlier phase-out date of CFCs.  Part 2 requested annual report on research in CFC alternatives and marketing plans to sell substitutes.   D opposed inclusion of proposal and got SEC staff’s support.  Meeting only a few weeks away, P did not seek SEC review and took D directly to court.

2) Holding:

a) Implied Private Right of Action and Shareholder Proposals

i)   Section 14(a) and S.Ct. Case law:  Ct. first recognized a private 

     right of action under 14(a) in Borak, but has grown more cautious    

     in recent years and now generally recognizes private rights arising 

     from federal legislation by determining congressional intent 

ii)  Congressional Intent and Section 14(a):  Congressional intent in sec. 14(a) was not just to give shareholders right to specific voter information, but also to use proxy solicitation process as forum for policy discussion.  Declaratory or injunctive relief would be sufficient redress for a Rule 14a-8 violation.

iii)  SEC’s view of the implied right:  Commission’s view of right of action under section 14(a) and rule 14a-8, and a-9, coincides with reading of congressional intent



b)  Ps proposals and Rule 14a-8(c)(7):  Ordinary business operations
i)   Phase out target date:  because need for phase-out in near future not in dispute, only exact timing, the issue is one of implementation of an agreed upon action and falls within ordinary business operations.

ii) Report to Shareholders:  whether report is or is not ordinary business requires a case by case which here shows that nature of report does not move beyond ordinary business of implementation to greater policy issues

f. NYCERS v. SEC (2d Cir. 1995) (holding that SEC’s changing policy in no-action letter did not actually change rule itself so that notice was not required, but P could take on offending corporation directly and let court construe rule)

a. Facts:  Cracker Barrell instituted gay purge.  The following year, New York City Employee’s Retirement System sought to include precatory proposal in proxy statement calling upon the board to prohibit discrimination on the basis of sexual orientation.  SEC and staff and full Commission agreed that the proposal could be omitted under 14a-8(c)(7), indicating in its letter to Cracker Barrel that although they had previously considered socially charged employment policies outside ordinary business operations, because the line of social policy often blurred it would henceforth permit the exclusion of all employment related matters.  NYCERS got injunction against SEC on the basis that SEC had to comply with notice and comment provisions before changing rule.

b. Holding:  Injunction reversed because no-action letter did not change rule and thus did not require notice.  NYCERS could bring suit against Cracker Barrell directly for failure to comply with 14a-8(c)(7) despite the SEC’s no-action letter although the court could consider the letter “persuasive”.

c. Update:  In 1998, SEC reversed its Cracker Barrel position and returned to a case-by-case decision making approach, stating that “[s]ince 1992, the relative importance of certain social issues relating to employment matters has reemerged as a consistent topic of widespread public debate.”  Critics believe that 14a-8 decisions are determined by the relative level of social controversy surrounding the issue.

F. Shareholders’ Right of Inspection 

1. RIGHT OF INSPECTION

a. Reason: Often needed as tool for action or voting

b. Common Law:  Allowed right of inspection, conditioned upon “proper purpose”

1) proper purposes

a) impropriety of management (for suit)

b) financial conditions (for dividends or vote)

c) value of shares (for sale)

d) shareholder list (for proxies, voting, litigation, buying shares)

2) improper purposes

a) publishing information merely to embarrass or harass corp.

b) depress value of shares

c) sell shareholder list for personal profit

d) use info in competing business

e) aid in defense of action by corp. against shareholder

c. Legislation:  All jurisdictions have adopted statutes

1) May cover 

a) minimum holding length or percentage qualifications

b) proper prupose

c) BOP

d) form of demand

e) available defenses

f) court procedures for enforcement

g) types of books and records subject to inspection

2) Soreno Hotel Co. v. State ex re. Otis Elevatio Co. (Fla. 1932):  Statutes do not abridge common law right but expand it by removing some common law limitations; at case at bar, court allowed shareholder under common law proper purpose even though he did not qualify for statutory right because too small percentage of shares

3)  DE Statute (pp. 596-97)

a) typical of statutes

b) defines proper purpose as “purpose reasonably related to such person’s interest as stockholder”

c) BOP on corp if shareholder seeks sh list

d) BOP on shareholder seeks other records

2. General Time Corp. v. Talley (Del. 1968)(holding proxy solicitation for opposition slate a proper purpose regardless of background takeover agenda)

a. Facts:  Although P complied with all the requirements for obtaining the opportunity to inspect, D refused to allow inspection on the ground that P wanted to obtain the list as part of its takeover strategy (apparently P wanted to solicit proxies)

b. Holding:  Shareholder may obtain list even if it desires the list to solicit proxies as part of its takeover strategy

1) Proxy solicitation for opposition slate is a purpose held under state law to be directly related to stockholder status, and thus is proper

2) Secondary purpose is irrelevant: once the status of a shareholder is established, he is entitled to the list if his primary purpose is reasonably related to that status

3. MULTIPLE PURPOSES

a. Mite Corp. v. Heli-Coil Corp. (1969):  Read General Time as holding 

1) any improper purposes irrelevant wherever a proper purpose is asserted

2) that the proper and improper purposes would not be ordered into primary and secondary, nor is it relevant whether improper outweighed proper

3) and that corporation carries burden of proof to show that asserted proper purpose is actually improper

b. Outside DE:  Number of recent decision placing BOP of improper purpose on corp.

4. LISTS V. OTHER RECORDS

a. Problem:  Other records often contain information that could prove highly snesitive

b. Solution: While DE shift BOP to shareholder when not seeking list, other states just apply the proper purpose test more stringently 

5. State ex rel. Pillsbury v. Honeywell, Inc. (Minn. 1971 – but under Del. law because Del. corp.)

a. Facts:  P opposed to Vietnam war tried to get stock in D (munitions manufacturer involved in war effort).  Although his agent assigned it to a family nominee, P bought one share in his own name and discovered that he had a contingent beneficial interest in 242 shares.  Sent two formal demands to inspect shareholder lists and all records dealing with munitions manufacturer.  His stated sole purpose was to communicate with shareholders to change policy on production for Vietnam.

b. Holding:

1) DE’s BOP scheme irrelevant: Trial court did not get this far, and its dismissal, based on pleadings and deposition, was because P was not entitled to relief as a matter of law 

2) Some states (Ohio, N.J.) take P’s side :  Mere desire to communicate with other shareholders is, per se, a proper purpose

3) Not this court:  “Proper purpose” must relate to bona fide interest in economic well-being of corporation or investment

4) Dicta: Although P’s ownership history was reviewed to show his lack of economic interest and sole political motivation in the affairs of the corp., the court also stated in dicta that courts are split on whether equitable interest entitles one to inspection 

6. CORPORATE LIMITATIONS ON RIGHTS OF INSPECTION

a. Some states allow corporations to impose reasonable restrictions in bylaws

b. State ex re. Cochran v. Penn-Beaver Oil (Del. 1926):  provision granting directors absolute discretion to restrict inspection rights not authorized by statute so unenforceable

c. Cal. Gen. Corp. Law, sec. 1600(d):  Rights of inspection may not be limited by articles or bylaws

G. Restrictions on Transfer of Shares in Close Corporations  

1. CLOSE CORPORATIONS GENERALLY

a. Major attributes 

1. few shareholders

2. all normally take active role in business

3. shares not traded publicly and usually not at all

4. typically limited scope of operations and amount of invested capital

b. Relations between shareholders  

1. Close working relationship means desire to control who becomes decisonmaker

2. business for livelihood and not interests easily traded means prefer more say in management

3. competition for control also means more deadlock

2. RESTRICTIONS ON TRANSFER OF SHARES

a. Why shareholders desire restrictions 

1) guarantee a say in choice of fellow workers and decision makers

2) preserve initial allocation of control

3) secure favorable treatment under close corporation statute, income tax, or securities law

b. Forms: many ways of restricting, including

1) prohibition against disposition 

2) consent of dirs. or shs. for transfer

3) “right of first refusal” – first option to corp./other shs. to buy shares

c. Enforceability  

1) Traditionally cts. viewed with suspicion

2) Judges and legislatures beginning to favor

3) The more onerous the restriction, the less likely

3. Allen v. Biltmore Tissue Corp. (N.Y.S.D. 1957) (upholding bylaw that imposes limited time option to corporation at original price if shareholder tries to sell or dies)

a. Facts:  D’s bylaws provided that if sh wished to sell shares would have to give D 60-day option to buy at price originally sold.  If sh died option was 90 days.  Board voted to exercise option to purchase dead sh’s stock and informed Ps (decedent’s executors) of intention to pay between original and current values.  Ps declined to sell, insisting that stock had transferred to them.  They brought suit to compel D to surrender decedent’s stock certificate and to issue a new certificate for 20 shares to them, claiming that by-law provision constituted unreasonable restraint.  D counter-claimed for specific performance based on exercise of option to purchase the shares.

b. Holding:  Restriction is “reasonable and valid”

1) Restriction fine, prohibition condemned:  Courts have uniformly held valid and enforceable the first option provision requiring shareholder seeking to sell his stock to first offer it to corporation or fellow shareholders.  Here there was a distinct time limit, such that provision amounted to a restriction and not a total prohibition.

2) Price-fixing does not render restriction unfair:  As there is rarely an easily ascertainable market value for the shares of a closely held corporation, there is no uniform practice for fixing the option price and the original price is one commonly used formula.  “To be invalid, more than mere disparity between option price and current value of the stock must be shown.”

4. Rafe v. Hindin  (NY 1968)

a. Facts:  P & D organized corporation together and each owned one certificate for half of the outstanding stock with legend signed by both parties making it non-transferable except to the other.  Written permission was required from the other stockholder to transfer stock to a third party on the books of the corporation.  P in financial straights found prospective purchaser for $44,000, but offered it to D at that price first.  D refused and refused to consent to sale to prospective purchaser.

b. Holding:

1) Conflict of authority in other states regarding validity of a restriction on transferability without consent of stockholders or board

a) Longyear v. Hardin (Mass.):  upheld restriction requiring 3/4 consent of stockholders  as not unreasonable or unconscionable because small business corp relates like partnership and harmony of purpose and methods may be significant element in success

b) Wright v. Iredell (N.C.):  held valid provision requiring approval by board of transfer where board had acted in good faith and in the absence of alelgation or proof of arbitrary, oppressive, or unreasonable conduct

c) Tracey v. Franklin (Del.):  held invalid provision requiring consent of both stockholders in close corporation before sale because restraint on alienation of property violates public policy and joint wish to solidify ownership not sufficient to justify this violation

d) New York:  certificates of stock are regarded as personal property and are subject to rule against unreasonable restraint on alienation

2) Unreasonable restraint on alienation:  legend contains no provision that the consent may not be unreasonably withheld giving D arbitrary power which violates public policy and is illegal.

3) Oral agreement insufficient:  Oral agreement alleged by D that consent would not be unreasonably withheld would not survive parol evidence rule.  Any such agreement must be embodied in the writing.

4) No stated price:  Since D has arbitrary power and legend states no fixed price, legend could be construed to render sale impossible to anyone except D at whatever price he wishes to pay, such that it is illegal.

5) Penthouse Properties case (N.Y.S.2d) (upholding restriction on transfer) distinguished as related to special circumstances of housing cooperative

5. DE Corp. Law (1983), Sec. 202:  written restriction valid if

a) noted conspicuously on certificate

b) adopted before issuance of shares in question unless holders are party to agreement or voted in favor of restrictions

c) satisfies one of the following forms

1) obligation to offer to corp/holders prior opportunity to buy within reasonable time

2) obligation of corp/holder to purchase restricted securities pursuant to agreement

3) requirement of consent or approval by corp or shs

4) prohibition of transfer to designated class of persons that is not manifestly unreasonably

6. DE Corp. Law (1983), sec. 349:  even if no restriction under 202, corporation has automatic option for 30 days after the judgement setting aside the restriction becomes final to acquire restricted security at agreed upon price or fair value determined by Ct. of Chancery, which may appoint an appraiser.

7. REASONABLENESS OF RESTRAINTS:  In the absence of controlling statute, courts do a balancing test between need by particular enterprise and public policy against restraint on alienation, looking to the following factors in particular:

a) size of corp.

b) degree of restraint on power to alienate

c) length of time restriction remains in effect

d) method to determine price

e) likelihood of contribution to attainment of corporate objectives

f) possibility that hostile shareholder seriously injure corp

g) likelihood that restriction promote best interest of enterprise as a whole

H. Cumulative Voting 

1. CUMULATIVE VOTING

a. Normally:  Under “straight” voting system, shs vote to fill each vacant directorship independently of the others, thus a majority of shares voted may fill each vacancy.

b. Cumulative voting:  System of voting for election of directors intended to give minority shareholders representation on the board by allowing them to concentrate their votes on a limited number of nominees

c. Functioning:  Shs vote to fill all vacancies at once, with each share casting the same number of votes as there are vacancies and allocating these in any way the holder desires, either by concentrating them on a single or small number or spreading them out.

d. Formula:  # shares needed to elect  =  # shares voting x  # directors desired + 1

                                 given number of directors     1 + total #of directors to be elected

e. Legally:  Generally it is up to the corporation, but some statutes make it mandatory

f. Policy
1) Supporters:  “open forum,” minority representation, curb majority power, activist institutional shs on behalf of all shs

2) Opponents:  disruption and dissension, board gets around through dress rehearsal, device for corporate blackmail    

2. EVASIONS

a. Techniques to avoid mandatory cumulative voting

1) “staggered” terms for the board members

2) provision authorizing removal of directors by majority vote

3) reduction in the number of directors (thereby increasing size of minority block necessary to secure board representation)

4) use of nonvoting stock or stock with limited / weighted voting rights

b. Bohannan v. Corporation Commission (Ariz. 1957)

1) Facts:  Arizona Corp. Commission rejected proposed articles of incorporation that sought to establish 9 person board divided into three classes, each serving a staggered term.  Staggering term so that only one of these classes is elected each year forces a minority stockholder to be able to cumulate sufficient votes to elect one-third, rather than one ninth, frustrating the intent behind cumulative voting.

2) Holding:  Upheld provision (as would most courts)

3) Statutes:  Generally permit no more than 3 classes of directors, thus requiring that at least 1/3 come up for election each year

3. CUMULATIVE VOTING AND REMOVAL OF DIRECTORS

a. Number of statutes permit removal of directors by a vote, with or without cause, so majority could potentially get away with negating cumulative voting

b. Cumulative voting statues often provide that director elected by cumulative voting may not be removed if removal votes would be sufficient to elect him if voted cumulatively

c. Should majority be allowed to remove minority’s board representative for cause?

I. Removal of Directors 

1. COMMON LAW:  Shs could only remove directors for cause

2. RELAXED STATUTES:  several jurisdictions, e.g. NY, provide that directors can be removed without cause if the certificate or bylaw adopted by shs so provides

3. EVEN MORE RELAXED STATUTES:  DE, CA, and RMBC go further and permit removal without cause even if certificate is silent

4. DE Gen. Corp. Law (1987), sec. 141.   Removing without cause allowed, unless corporation has one of the following:

a) classified board: certificate of incorporation must allow for removal without cause

b) cumulative voting: if less than entire board to be removed, no director may be removed without cause if removal votes would be sufficient to elect him if voted cumulatively

5. NONSTATUTORY REMOVAL

a. For cause:  Although removal for cause is usually granted by statute, can effect even in absence of statute 

1) Fox v. Cody (NY sup. ct. 1930)  Must show breach of trust

2) Specific grounds:  felony,  insanity, bankruptcy, organization of a competing company, harassment of corporate officers and employuess, and sale by director of all of his shares

b. Without case:  Uncertain whether charter provision or bylaw can authorize removal without cause absent statute

1) DE has recognized such a power

2) NY cases have denied shs power to remove director without cause where director was laready in office at time bylaw was adopted

3) Common law view of director as quasi-public servant, not mere agent or employee, made difficult to accept charter provision or bylaw reducing status

4) Pilat v. Broach (N.J. Super.): statute authorizing certificate of incorporation to provide for removal without cause doesn’t apply to directors voted in before amendment

V.  VOTING AGREEMENTS, DELEGATION OF 

AUTHORITY, AND DISSOLUTION

A. Agreements Respecting Elections Of Directors 

1. INTRODUCTION

a. 2 rough categories of voting agreements respecting elections

1) Pooling agreements:  2 or more minority shs. that together make majority agree to cast votes as a unit

2) Majority concessions [my terminology!!]:  Majority shareholders giving up some voting strength to others by promising to vote their shares in direction selected by inducer

a) Vote-selling:  direct financial inducement, often  prohibited by common law and statutes

b) Reciprocal agreement [my terminology]: other form of material exchange

c) Persuasion: no exchange, just convincing

b. General applicability to voting:  These mechanisms generally used by shareholders to get the candidates they want, but can also be used in respect to other matters (e.g. amendment of articles, merger, dissolution) that normally require shareholder vote

2. E.K. Buck Retail v. Harkert (Neb. 1954) (upholding voter agreement)

a. Facts:  D owed P and others money in connection with his business.  P agreed to cancel debt and put $ in the newly incorporated business, in exchange for 40% of shares and equal representation on the board.  The exact agreement limited board from 5 to 4 directors, naming the new board (including P and his wife), retaining in P or heirs and D future control of nomination or designation for 2 seats each, and agreement between P & D to vote for each others candidates .  P sued to enforce, while D argued that the agreement violated public policy.

b. Holding:

1) Must have stockholder elections of directors exercising independent judgement:  Law in Nebraska requires a corporation to be managed by a board of directors elected by the stockholders.  The contract here does not violate that, as it still allows for board to be elected, within the terms of the contract, and the power of directors is not infringed.  An agreement purporting to control the actions of directors, after they are elected, in handling the ordinary business of the corporation, is ordinarily void.

2) Stockholder control agreements are not per se invalid

3) Agreements are valid where:

a) valid K between parties with suff. consideration

b) beneficial to corporation

c) works no fraud on shareholders or creditors

d) violates no statute or public policy

4) Public policy not violated: although the case law is split on fixed voting, the court here pointed out that

a) P was not placed in control

b) P’s veto power was valid as P had put in $ based on the agreement to help company back into financial health and so needed ensure that bad financial decisions didn’t get made again

c) 11 yrs. of successful operations

3. RMBCA (1984) sec. 7.27:  allows articles to raise quorum or voting requirements above the levels set in the Act [“supermajority” technique to ensure majority preferences for directors and other decisions] but any amendment to this effect (or that alters or nullifies) must meet the same high level of voting or quorum

4. Ringling v. Ringling Bros. (Del., 1946, DE S. Ct. 1947) (upholding vote pooling agreement)

a. Facts:  P and D each owned 315 shares, with a 3d shareholder controlling the remaining 370 shares of corp.  P & D entered an agreement for 10 yrs. that they would act jointly in exercising their voting rights and that, if they could not agree, the decision would be made by an arbitrator.  At a sh meeting, they couldn’t agree and D voted her shares rather than following the direction of the arbitrator.

b. Lower Ct. Holding:  The vote pooling agreement was valid

1) Valid K and not simply an agreement to agree  

a) mutual promises = consideration

b) agreement to agree:  since it related to future votes the agreement could not be more than an agreement to agree

c) sufficiently definite as to be legally enforceable: provision that in the case of no agreement a decision would be made by the arbitrator

2) Arbitrator intervention as irrevocable separation from voting power of stockholder still OK:  Case law from other jurisdictions indicating to the contrary is obsolete because it is operating on assumptions of stockholder interest that are no longer true

3) No fraud or illegality of purpose:  No basis left for D to object

c. Supreme Ct. Holding:

1)  Power given to arbitrator’s decision is not an illegal delegation of power to a 3d party, but an attempt by the shareholders to bind each other that would hold no power if neither chose to enforce it

2) No basis in statute or case law for D’s argument that agreement to irrevocably separate voting power from stock, apart from voting trust, is illegal

3) Owners may lawfully contract with each other to vote in such way as they determine in the future; here, there was a valid K and arbitrator was just a dead-lock breaking measure.

d.  Codified in DE Corp. Law, sec.218(c) (see p. 720)

5. NY Bus. Corp. Law, Sec.609 (1965):  Provides that shareholder shall not sell vote or proxy except as authorized in 609 and 620 (Agreements as to voting).  609 then permits sh to grant an irrevocable proxy to, among others, a pledgee or one who has agreed to purchase the sh’s shares.  

6. Schreiber v. Carney (Del. 1982) ( )

a. Facts:  JCI, D’s controlling shareholder (35%), threatened to block merger citing adverse tax consequences that it would suffer unless it exercised certain D warrants prior to the major.  JCI claimed to lack the funds to exercise these warrants and that it could not afford to borrow from a 3d p lender.  D’s directors unanimously approved, and got overwhelming shareholder ratification, of loan agreement from D to JCI at an interest rate just sufficient to reimburse D for dividends likely to be paid out prior to expiration of warrants.  P (shareholder) filed suit alleging illegal vote buying and waste. 

b. Holding:

1) Not illegal per se:  According to case law, vote buying is only illegal per se if its objective is to defraud or disenfranchise other stockholders, or as a matter of public policy 

2) Public policy reason wrong and obsolete: Holding vote-buying illegal per se as a matter of public policy was designed to protect stockholder interests because of the assumption that the independent vote of one stockholder was in the best interest of every stockholder.  This assumption falls apart here as the vote buying was designed to promote stockholder interests in the merger – overwhelmingly approved by stockholders.  It is also founded on theories of obligations of stockowners to one another that are obsolete in evolved corporate world.

3) DE law gives shareholders wide latitude in decisions affecting the restriction or transfer of voting right:.   Ringling Bros., Del. sec. 218 (c), and Oceanic (upholding voting trusts) all show that DE has discarded the presumptions against voting agreements such that they can only be considered illegal per se if the object is to defraud or disenfranchise stockholders.  Otherwise, they are voidable on a case by case basis if shown to be intrinsically unfair.  

B. Voting Trusts 

1. VOTING TRUSTS

a. Generally:  Device established by formal transfer of voting shares, usually for a designated period, from owners to trustees, usually to satisfy same desires of minority shareholders in close corporations reflecting in ordinary voting agreements, although they may be used for other purposes in large closely held corporations.

b. Common law:   Although some early decisions invalidated for same reasons as voting agreements, most courts did not find illegal per se and enforced them if their purpose was not “illegal or improper”

c. Currently:  almost all states have statutory provisions authorizing creation of and governing voting trusts

2. DE Corp. law (1994), sec. 218 (p. 722-23)

a. No time limit:  DE used to be like most statutes and impose 10 year limit, albeit one that could be renegotiated in the last 2 yrs., but struck that in 1994 along with time limit on voting agreements.  RMBCA puts no time limit on voting agreements but sticks to 10 year limit on voting trusts.

b. Proper purpose: DE is still like most statutes in that it does not ordinarily contain a “proper” purpose limitation.

3. Abercrombie v. Davies (Del. 1957) (holding “Agreement” illegal voting trust)

a. Facts:  D & A and 9 oil companies organized American Independent Oil.  Phillips Petroleum was the largest shareholder, owning about one-third of the shares.  Through cumulative voting, each shareholder was permitted ot elect at least one of the 15 directors, with Phillips electing 4.  D elected himself as director, and was president.  In 1950, D and 5 oil companies executed an “Agents’ Agreement” to block Phillips, designating their 8 directors as Agents, transferring shares to Agents for 10 years, and giving Agents irrevocable proxy for life of Agreement.  Shares were to be voted as a unit on concurrence of 7/8, and if not possible, according to findings of arbitrator chosen by 7/8.  7/8 also sufficient to terminate Agreement or withdraw shares from escrow and convert to formal voting trust with Agents as trustees.  Each Agent could be removed or replaced by shareholder he represented, except D’s successor would be named by majority of 7 remaining Agents.  In 1954, 2 Agents refused to abide causing loss of control.  D threatened to enforce, and 3 nonsignatoris brought suit to invalidate.

b. Holding:

1) Review of case law reveals the following characteristics of trust

a) Peyton:  Separation from ownership, retained by holders, of voting powers in the form of a  transfer to trustees pooling in them voting rights

b) Aldridge v. Franco Wyoming:  Irrevocable for definite period

c) [no case cited]: Principal object = control

2) Agents’ Agreement is a trust

(a) voting rights separated from benefical ownership retained by shs

(b) voting rights transferred to fiduciary Agents

(c) irrevocable proxies effective for 10 years

(d) all voting rights pooled in Agents

(e) principal object = control of American

3) No substantive difference between formal trust and existing arrangement:  Agents’ Agreement provision allowing for conversion to formal trust would actually function the same, under example attached to Agreement, as the Agreement itself, and conversion would only be on  plane of formalities

4) Reasons of lower court to find not trust are wrong:  Failure to transfer stock on books and fact that agents subject to control by respective principals also does not kill analysis as trust

5) Voting trust illegal here:  Failed to comply with statutory requirements for registration and filing of voting trusts

4. Lehrman v. Cohen (Del. S.Ct. 1966) (holding special stock not illegal trust)

a. Facts:  D & P owned different classes of common stock amounting to equal voting power, and each elected 2 directors to 4 person board.  When P acquired all of its class of stock, D insisted that a new classs be created to break a voting deadlock.  One share of this voting stock was created giving power to vote a fifth director and was given to company lawyer who voted himself.  P brought suit alleging illegal trust after D’s class and lawyer’s class combined to vote lawyer in as president.

b. Holding:  No illegal trust

1) Special stock does not meet Abercrombie test for voting trust

a) although it diluted voting power, new stock did not separate voting rights of other stocks from ownership

b) Ct. assumed Abercrombie test to be three prongs [the Abercrombie court had announced the test in 3 paragraphs, but in my opinion, both the fact that the last prong was added to “all of these characteristics” rather than “both of these characteristics” and that its analysis was divided into five parts, leads me to believe that the first paragraph is not one prong but three prongs in one case.  Moreover, it seems that the Lehrman court ignored any analysis relating to these prongs]

c) Satisfaction of first Abercrombie prong precludes analysis under second and third because they all assume divestiture of voting rights

2) Such a holding does not render the Voting Trust Statute “dead letter” by allowing for evasion through the creation of special stock

a) argument presumes divestiture that is not present in this case

b) special stock does not violate purpose of Voting Trust to avoid secret, uncontrolled combinations of stockholders formed to acquire voting control of the corporation to the possible detriment of non-participating shareholders

c) legislature can correct such a “loophole” if it really exists

C. Agreement Respecting Actions Of Directors 

1. ORTHODOX RULE:  Almost every state has statute asserting that the business and affairs of a corporation shall be managed “by” (or “by or under the authority of”) a board of directors and not shareholders

2. McQuade v. Stoneham (NY 1934) (holding illegal shareholder agreements that interfere with board’s ability to change officers, salaries, or policies of retaining individuals in office)

a. Facts:  Major shareholders Ds and P agreed to use their best efforts to elect themselves directors and officers, to take salaries and to perpetuate themselves in office.  D-Stoneham appointed 4 other directors.  3 yrs later, Ds refused to vote, allowing 4 others to outvote P and remove him as an officer.  At a later shareholder meeting, P was removed as a director

b. Holding:  

1) Shareholders may not agree to control the directors in the exercise of their independent judgement.  

2) They may combine to elect directors but they must let the directors manage the business, which includes the election of officers.

3) A contract is illegal and void so far as it precludes the board from changing officers, salaries, or policies of retaining individuals in office, except by consent of contracting parties

4) Anyway, P was a city magistrate at time contract was made and law forbids him from “engaging in a business”

c. Concurrence:  The contract is itself valid, because it seeks to fix the manner in which control vested in the stockholders shall be exercised, not to create an illegal control.  It is unenforceable because the employment of a city magistrate is illegal.

3. NY Bus. Corps. Law (1986)

a. sec. 709: [like RMBCA (see above at 60)] allowing certificate to require supermajority in vote or quorum and setting out specific vote minumum for changes to such provisions (2/3 or as set in certificate for this purpose)

b. sec. 715:  certificate may give shareholders rather than board power to elect officers

4. Clark v. Dodge (NY 1936) (stating rule of no damage test rather than per se illegality in case of shareholder agreement concerning officer employ)

a. Facts:  P owned 25% and D 75% of 2 corps.  P ran business and knew secret formula.  P and D agreed that P would be kept as director and general manager as long as he was “faithful and efficient.”  As compensation P would receive 25% of net progits.  D also agreed not to pay unreasonable salaries to other employees to reduce P’s profits.  P agreed to disclose formula to D’s son, which he did.

b. Holding:  Court applied a “damage suffered test” and found that there was none

1) No automatic rule:  McQuade cannot be read as a rigid rule that shareholder agreements regarding officer employ are automatically illegal

2) Nebulous concepts: public policy, intention of legislature, detriment to corporation

3) More concrete but often absent: possible harm to bona fide purchases of stock, creditors, or minority shareholders

4) Damage suffered test:  If the enforcement of a particular contract damages nobody, not even public, then there is no public policy contravention or illegality

5) Fact distinction:  no attempt to sterilize the board like in McQuade

5. Long Park Inc. v. Trenton-New Brunswick Theatres Co. (NY 1948) (holding illegal agreement giving one shareholder complete managing authority)

a. Facts:  All 3 shs agreed to give full managing authority to one holding half of shares.  Agreement allowed shs to turn to arbitration on question of management change.

b. Holding:  Agreement illegal, void, and uneforceable because since it froze director’s ability to choose or fire manager, it completely “sterilized” directors powers over management. 

6. Galler v. Galler (Ill. 1964) (upholding agreement based on autonomy needs of close corp)

a. Facts:  2/3 majority shs agreed to elect selves and wives as directors, amend bylaws to require quorum of 3 directors, distribute dividends based on surplus formula, and have corp. pay salary to widowed wives of shs.  Employee minority shareholder sold shares to corporation.

b. Holding:  Upheld agreement based on needs of shareholders of close corporations to protect their ability to run things their own way

7. Glazer v. Glazer (5th Cir. 1967) (depends on rule of state of incorporation applied to presence and knowledge/consent of minority shareholders)

a. Facts: 3 bros. owning most of shares in 21 corps. in 4 states made agreement interpreted as generally securing corporate offices, salaries, and bonuses.  Ousted brother brought suit.

b. Holding:  should be decided according to state of incorp.

1) Fla & Ohio:  agreement ok because no minority shs in these corps. and law that agreement made and assented to by all shs and not prejudicial to rights of minority interests is not void as matter of public policy

2) Tenn.:  upheld agreement because although minority shs in these corps, ct. found that they knew or consented or did not object or claim prejudice

3) W.Va.:  held agreement invalid because largest minority shs

8. NY Bus. Corps. Law (1965), sec. 620

a. applies to corp. not listed on national exchange [proxy for close corp]

b. sh agreements binding Ds are valid if unanimously agreed to

c. invalid if either:

1) shares transferred to person w/o knowledge of agreement

2) 2/3 of shs vote to invalidate

d. shs liable for actions impose on Ds

9. Maryland Gen. Corp. Law (1975), sec. 4-401

a. unanimous shs agreement may regulate any aspect of the affairs of the corp

b. may be amended by unanimous agreement of shs then parties to agreement

c. purchasers of shares w/ actual knowledge take subject to agreement

D. Agreements Implied by the Majority’s Fiduciary Duty 

1. Wilkes v. Springside Nursing Home (Mass. 1976)

a. Facts:  P and Ds joined in forming close corp.  Each invested an equal amt. of cash and purchased equal # of shares.  It was understood that each would be a director and receive money from the corp. in equal amts. as long as each actively assumed his share of the burden of operating his business.  After relationship between parties deteriorated, P was not reelected as director or officer at annual meeting and was informed that his services and presence were not wanted.

b. Holding:  Breach of good faith duty to P with no legit business purpose

1) Donahue rule:  stockholders in close corporation owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe one another, which is “utmost good faith and loyalty”

2) “Freezing out” shareholder  -- forcing to sell at less than fair value -- constitutes breach of this rule

3) “Squeezing out” – depriving minority stockholders of offices and employment with corp.  – is substitute “freeze out” that courts have avoided interfering with

4) By terminating minority stockholder’s employment, majority effectively frustrate minority stockholder’s purpose in entering on corporate venture and also deny him an equal return on investment

5) Although difference between case here and Donahue is more form than substance, must be careful about applying strict good faith standard not to unduly hamper controlling group’s legitimate effectiveness in managing corporation to best interests of all

6) Rule:  when minority stockholders in a close corporation bring suit against majority alleging breach of strict good faith duty, must carefully analyze on case by case basis looking for legitimate business purpose and giving controlling group room to maneuever – once legitimate buisness purpose asserted, BOP shifts to P to show less harmful alternative

2. Zidell v. Zidell (Or. 1977) (no duty to give corp opportunity to purchase own stock)

a. Facts:  Action for seizing corp. opportunity.  P & D each owned 37.5% of corp., with remaining 25% in Rosenfeld’s hands.  R sold stock to D.  P sued contending that corp. was entitled to buy stock and hence that D had breached fiduciary duty by buying for self.

b. Holding:  Generally, director violates no duty to his corp by self-dealing with stock.  Absent a corporate policy of buying its own shares, there is normally no special corporate interest in opportunity to purchase.  In fact, there are no disinterested board members who could make the decision to purchase.  If P wanted to be specially protected he should’ve sought protective provisions at corps organization.  P also failed to prove that welfare required sale of R’s stock to corp.

3. Johns v. Caldwell (Tenn. App. 1980) (purchase of remaining shares not in violation of any duty)

a. Facts:  P and D each owned 45%, and D purchased remaining 10% from 3d party.  P sought to compell D to transfer half to him.

b. Holding:  P denied, because no showing that purchase in violation of any agreement or that interests of corp were adversely affected or of any conduct that is oppressive to P ( P now to D = P before to D & 3d p)

4. Ingle v. Glamore (NY.2d 1989) (minority shareholder gets no extra duty from employer modifying at will)

a. Facts:  P (corp’s sales manager) purchased substantial minority interest from corps sole shareholder.  When P fired many years later, D exercised right pursuant to agreement with P to repurchase shares if P ceases to be emp-ee for any reason.

b. Holding:  Minority sh who contractually agrees to repurchase of shares upon termination of emp-ent for any reason acquires no right against at-will discharge.

c. Dissent:  relationship of minority shareholder to close corp cannot possibly be equated with ordinary at will hiring.  Implied understanding that no arbitrary or bad faith discharge without some legit biz purpose.

E. Directors’ Delegation of Management Authority 

1. Kennerson v. Burbank (Cal App. 1953)

a. Facts:  Action for breach of employment.  P hired by D to be general manager of theatre.  Contract stated that it could be canceled by vote of 80% of original stockholders even if later sold stock.  P discharged and sued.  D defended claiming contract impermissibly delegated control of corp to people other than board

b. Holding:  CA recognizes that board cannot delegate its function to govern – any such contract is automatically voic

2. Sherman & Ellis v. Indiana Mutual (7th Cir. 1930)

a. Facts:  P contracted to supply underwriting and executive management to D for 20 years provided that nullified if court found gross incompetence of inefficiency.

b. Holding:  Void against public policy, because contract basically made D a front for P

3. Pioneer Specialties v. Nelson (Tex. 1960) (employment contract could not grant term longer than bylaws stated for elected official, but could provide special protection within that term)

A. Facts:  P brought suit against D for breach of contract of employment as president.  Although bylaws provided that corporate officers shall be elected for 1 yr., emp-ment contract specified 2 yrs.  P was discharged before end of term even, let alone employment duration specified in contract.

B. Holding:

1) TX statute  

a)  by-laws may contain any provision for regulation of management not inconsistent with law or articles of incorp. 

b) any appointed officer may be removed when board judges in best interests of corp. but w/o prejudice to contract rights, if any (election itself does not grant these contract rights)

c) Contracts of emp-ment may be made and entered into by copr. with any officers, agents, or emp-ees when not prohibited by corps. charter or by-laws

2) By-law prohibits employment of president for more than one year

3) Remand to determine whether removal before end of one year term was with prejudice to Ps contract right for employment that court would recognize for that one year alone

C. Dissent:  “Contract rights” refers to contract other than office held, with employment contract for president being merely contract to serve in office and thus not entitled to any special treatment under the law

4. CASES FINDING BREACH OF CONTRACT FOR ELECTED OFFICERS

a. Short v. Columbus Rubber (Miss. 1988):  although by-law may empower board to strip officer of title and authority, does not nullify contractual obligations

b. Streett v. Laclede-Christy (Mo. 1966):  Contract for P’s presidency of duration longer than bylaws allowed board to employ president did not prevent election of new president by subsequent board or stockholders. 

c. Magnus (NJ 1962):  Although bylaws provided for removal of officers at pleasure of directors, ratification of CEO’s emp-ment contract by shs = exercise of reserved powers to alter or amend bylaws.

F. Dissolution 

1. Nelkin v. HJR Realty (NY.2d 1969)

a. Facts:  Action for involuntary dissolution of corp.  HJR organized in 1941 for sole prupose of owning and managing building in NY.  Tenants, themselves corporations, were only shs when corp formed, and were to be charged reduced rent.  Part of property not used by shs was to be rented to other tenants at  fair mkt value. Minority shs moved out and no longer enjoyed reduced rent.  Brought action to petition for dissolution because remaining majority sh-tenants continued to pay below fmv rent. 

b. Holding:  Minority’s contention that majority are continuing existence solely for own benefit warranting dissolution is without merit

1) Leibert v. Clapp

a) Facts:  minority sh sued to compel dissolution of corp alleging majority shs maintaing corporate existence only to facilitate wrongful diversion of assets and income to parent corp and were attempting to freeze out minority

b) Holding: No statutory authority for dissolution but can be effected thru judicial finding of breach of fiduciary duty to minority disqualifying them from exercising statutorily granted discretion and dissolution power

2) Kruger v. Gerth (in Nelkin)

a) Facts:  minority sh sought judicial dissolution alleging that corp. had been continuing corp. existence only to provede self with employment at substantial compensation to detriment of other shs 

b) Holding:  Allegations not true and insufficient facts to warrant nonstatutory dissolution

3) Case at bar:  facts here even weaker than Kruger
a) Ps voluntarily consented to the agreement majority continues to enjoy, that Ps were enjoying themselves and that was the purpose of the corp.

b) Just because it is not good for Ps anymore does not warrant dissolution of the corp.

c. Dissent:  when Ps moved out the nature of corp., originally for benefit of all shs, changed radically, privileging few at expense of financially suffering corporation and other shs.  Implicit understanding in agreement that cessation of tenancy would free sh from interest

2. Meiselman v. Meiselman (N.C. 1983)

a. Facts:  D received 70% shares of several family businesses from deceased dad, while P only got 30%.  Both worked in business until corporate action effectively excluded P from management.  P sued, and D fired P.  P sought dissolution or “buy-out at fair value.”

b. Holding:

1) Distinction b/w publicly held and close corps important here

a) functional difference of closely held corps as basically partnerships

b) Personal relations in closely held corps give rise to “reasonable expectations” such as participation in management and employment

c) When personal relations deteriorate, “reasonable expectations” cannot be fulfilled b/c majority sh exercise greater voting power to exclude minority from management and terminate employment

d) Some may argue that minority sh should have bargained for greater protection before agreeing to accept minority sh position

e) Practical realities mean that such negotiations are not always possible

2) Common law v. statute:  Courts however have been reluctant to interfere, leading many states to enact statutes granting more liberal bases for dissolution

3) NY statute

a) allows dissolution when reasonably necessary for protection of P’s “rights or interests”

b) puts burden on P of showing that “rights or interests” have been contravened 

c) Court then must exercise equitable discretion and consider actual benefit and injury to all shs resulting from dissolution

d) Specific situations where ct entitled to dissolve corp

i)   deadlock in management

ii)  deadlock in sh voting

iii) all shs parties to agreement allowing for dissolution at will or upon 

      occurrence of given event

 iv) reasonably necessary for protection of rights or interests of P

4) Analysis here under subsection (4) – reasonably nec. . . 

a) Rights or interests include “reasonable expectations” where these are agreed upon explicitly or implicitly by all shs

b) Ct. then looks to reasonable necessity of dissolution, or, in fact, any relief which might substitute

c) P’s “reasonable expectations” are protected – remand for further factfinding in this area

c. Concurrence:  In deciding whether to grant equitable relief, the court should consider what P might have done to prompt challenged action, whether Ds engaged in opprsession, and circumstances under which P came to be holder  -- here gift from father oculd indicate that P could reasonably expect only locked-in minoirty interest in family corp.

�  A vague legal concept literally meaning “beyond the powers” of the corporation.  It is applied to transactions usually as an attempt to void them under the argument that the relevant statutes or the articles of incorporation do not grant the corporation the authority to enter into that transaction.


� In a tender offer, the shares are delivered to a depository named by the offeror and must comply with the offeror’s conditions
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