AGENCY
Existance of Agency Relationship

01 - Morris Oil Co v Rainbow Oilfield Trucking, Inc – Undisclosed principal is liable notwithstanding an agreement between P & A that no P/A relationship existed.  Where P contracts with A, Retains complete control over A’s actions, can’t avoid liability w/regard to a 3rd party by contractual terms between P&A.  Key: He who controls another is principal; he who is controlled by another is agent of the other.
Agents duty of loyalty/duty of care

02 - Tarnowski v. Resop – The agent has a duty of loyalty to the principal, and the principal can recover any unauthorized profits made by the agent on the transaction.  [Restatement of Agency §407(2)] It makes no difference that the principal rescinds the transaction and gets his money back, or even that he makes a profit.

Where the agent violates the duty of loyalty, the principal is entitled to receive the value of what he put into the transaction plus any damages caused as a result of the transaction.  [Restatement of Agency §407(1)]
(P tells A to investigate business oppty.  A gets bought off , doesn’t bother researching, and gives P bad advice.  P sues a for damages and for the amount a receive from 3rd party
  The agent has a duty of loyalty to the principal, and the principal can recover any unauthorized profits made by the agent on the transaction.  [Restatement of Agency §407(2)]

03 - Reading v Attorney General – Agent may not use his agency position for personal profit.  If a servant takes advantage of his position for his own profit, he must account for that profit w/his principal. (Π took advantage of his position in the military and of his uniform for the purpose of making a profit for himself.)  In Class Discussion: Fiduciary relationship key. Principal (P) is entitled to all proceeds from the actions of his agent (A), proper and improper. A cannot use own wrongdoing as defense to P’s claim. A loses all profits from his unauthorized/illegal acts.

PARTNERSHIP
04 - Richert v Handly (57) –where ptnrs do not agree otherwise, UPA controls.  

Where the partners do not specifically agree on how losses are to be shared, then the provisions of the Uniform Partnership Act control. [See UPA §§18(a),(f)]  Gross proceeds less expenses  -- ptnrs bear the loss equally.
06 - Bane v Ferguson – partner duty to other partners ceases when partnership terminates

Business-judgment rule shielded defendant firm managers for their alleged negligence in merging with another law firm, causing loss of П’s retirment account.  Held: defendants ceased to owe plaintiff a fiduciary duty when he ceased to be a partner, and no tort claim existed against defendants where there was no allegation of bad faith.
Mgmt of Partnership
07 - National Biscuit Co v Stroud --– All partners have equal rights in mgmt (even if sharing of profits is unequal.)  UPA § 18(c).  The acts of a partner within the scope of the partnership business bind all partners.  A majority of partners can make a decision and inform creditors and will thereafter not be bound by acts of minority partners in contravention of the majority decision.  But here there could be no majority decision, as they are equal copartners. Had Δ dissolved the partnership and given Π notice prior to the order by Freeman, then Δ would not have been personally liable for the partnership debt to Π.

Admissions and Representations
08 - Smith v Dixon --– The partnership is charged with the admissions and representations of a partner concerning partnership affairs, when they are made in the scope of her actual, implied, or apparent authority.  UPA §11.  A partner has the authority to make a conveyance of partnership land where this is done in the ordinary course of partnership business.  [UPA §9(1)]  Where, however, such transactions are not in the ordinary course of business, the real property represents critical assets of the partnership, and a partner cannot convey such land unless he has been given special authority to bind the partnership.  If a partner does exceed his authority in conveying land, the partnership can usually recover the property from the grantee unless the grantee is a bona fide purchaser who had paid the purchase price without knowledge of the lack of authority.  [UPA §10(1)]
Fraudulent Acts

09 - Rouse v Pollard -- Imputed notice.  In order to hold copartners for the fraudulent acts of one of the partners, the acts in connection with which the fraud is committed must have been within the general scope of the partnership business.  Knowledge or notice to one partner of matters pertaining to regular partnership business is imputed to the partnership (UPA §12) except where the partner is acting fraudulently or adversely to partnership.

10 - Roach v Mead -- Partners are jointly and severally liable for the tortious acts of other partners if they have authorized those acts or if the wrongful acts are committed in the ordinary course of the business of the partnership.  [UPA §§13, 15]  The reasonableness of Π's belief that the service he seeks is within the domain of the Δ’s profession is a question that must be answered on the basis of the particular facts of each case.
Duty of Loyalty to Partners

11 - Meinhard v Salmon -- Δ's fiduciary obligation to his joint venture partner as a joint venture "opportunity"? Joint venture partners have the highest obligation of loyalty to their partners.  This includes an obligation not to usurp opportunities that are incidents of the joint venture.  The duty is even higher of a managing co-adventurer.  There was a close nexus between the joint venture and the opportunity that was brought to the manager of the joint venture, since the opportunity was essentially an extension and enlargement of the subject matter of the existing venture.

Determining whether a partnership exists –
12 - Martin v Peyton – 
Sharing of profits is considered as an element of a partnership, but not all profit-sharing arrangements cause those participating to be partners; nor is the language saying that no partnership is intended conclusive.  The entire agreement will be looked at in making this determination.  Not withstanding the appearance of control over an organization, where all of the features of the agreement between the parties are consistent with a loan agreement, no partnership has been formed.

13 - Lupien v Malsbenden -- Δ’s financial interest in a business, combined with his participation in its day-to-day business made him a partner even if the partners considered themselves creditor and borrower.  (Δ had invested $85,000 in the kit car segment of York’s business.  Δ characterized this investment as a no-interest loan.  Much of the loan took the form of day-to-day payments for kits and other parts, equipment, and the salary of at least one employee.  Repayments of principal were due on the sale of kits rather than at fixed times.  Δ opened the business daily, order parts, and sold business assets.)

Right to Manage

14 - Summers v Dooley -- In a two person partnership, one partner cannot, over objection of the other partner, take action that will bind the partnership.  Where equal partners exist (i.e., partners have equal rights in conduct of the affairs of the partnership), then differences on business matters must be decided by a majority of the partners.

TERMINATION OF PARTNERSHIPS/ At-Will Nature of Partnerships

15 - Rapoport v 55 Perry Co. – May only add new partners by unanimous consent of existing partners.  Pursuant to partnership law, an assignment of an interest in the partnership does not create the rights of a full partner in the assignee. Unless otherwise agreed, a partner can assign a share of the profits in the partnership, but such an assignment did not allow the assignee to become an operating partner, taking part in management.  To become such a full partner requires the unanimous consent of all existing partners.

15.5 - Collins v Lewis – A partner has the power to dissolve the partnership, but not the right to do so without damages where his conduct is the source of the partnership problems and amounts to a breach of the partnership agreement.  Π can either continue the partnership and perform on the agreement or dissolve the partnership and subject himself to possible damages for breach of the agreement.

16 - Girard Bank v Haley -- If a partnership agreement does not specify that the partnership will be for a particular term, an at-will dissolution of the partnership does not violate that agreement.  Furthermore, a partner’s expression of her intention to dissolve the partnership effects a dissolution even if it is in contravention of the partnership agreement.  If the dissolution does in fact breach the agreement, the aggrieved partners may seek damages and, in some circumstances, may continue the partnership’s business for the remainder of the agreed-upon term.

17 - Driefuerst v Driefuerst – 

Where there is a partnership at will, no breach of the partnership by either party,and one requests dissolution and wind-up, under the UPA  a court may not force a distribution-in-kind of partnership assets absent an agreement. By UPA section 178.25(1), a partnership is dissolved when a partner ceases to be involved. By section 178.25(2), the partnership continues until the winding up of its affairs.  Section 178.33(1) provides that when there is a dissolution, except in contravention of the partnership agreement, a partner, unless otherwise agreed, can require that assets be sold and proceeds used first to pay partnership debts, with the remainder paid in cash to the respective partners according to their interests. This permits a more accurate measure of the real value of the assets and each partner's share.  (Certain courts have permitted exceptions to this rule (e.g., where there are no creditors, where no one but the partners are interested in the assets, or where an in-kind distribution is fair to all partners).  

18 - Prentiss v Sheffel -- A partner of a dissolved partnership may not prevent other partners from submitting bids at a sale of the partnership’s assets on the grounds that he was wrongfully excluded from managing the partnership unless it can be shown that the other partners  excluded him for the wrongful purpose of obtaining the assets of the partnership in bad faith.  

19 - Drashner v Sorenson – where a partner neglects the business and makes it reasonably impracticable to carry on the business as partners [See UPA §38(2)] A court may terminate the partnership.  State law allows the court, as a penalty for wrongfully causing dissolution of the partnership, to refuse to consider goodwill in valuing the business, although most of the original value of $7,500 paid for the business was for goodwill.

Partnership for a term or at will? 

20 - Page v Page – Where there is no agreement to continue a partnership for a specified term, the relationship is at will and can be terminated notwithstanding the fact that the business has only recently become profitable, as long as the termination is in good faith.  (D testified that there were no understandings about continuation for a term, or until money was paid back, and that another partnership that P and D were in expressly provided for a term. Some cases do hold that the partnership shall continue for a term necessary to repay debt, but only where there is evidence showing this intention.  If P is acting in bad faith in seeking dissolution, then he may be violating his fiduciary duty as a partner.  Dissolution must be in good faith.  State law provides for damages in that case.  A separate action could determine this issue.  But a partner at will is not bound to remain in a partnership just because it is profitable.)

Good Faith duty until termination

21 - Meehan v Shaughnessy -- The fiduciary duty of a partner to his firm does not prevent that partner from secretly preparing to start his own law firm, but in doing so, they must act in good faith.   Where they act in secret, obtained an unfair advantage over the firm in communicating with these clients by denying they were leaving the firm, prepared notices to go out immediately to the client, delayed giving information to the partners' separation committee, etc. , failed to indicate to these clients that they had a choice to remain -- simply indicated they were leaving and wanted permission to remove the client's files from the firm – the associate lawyers, as employees, violated their fiduciary duty to the employer-firm by participating with the departing partners in these actions.

As to the remedy for the plaintiff-firm:

1]
The damages allowed are only those that are caused by defendants' actions. Hence, defendants can receive their share of current firm income and a return of their capital contributions.

2]
The burden of proof is placed on defendants to show that the clients who left would have consented to leave even if there had not been a breach of the fiduciary duty. Where defendants cannot meet their burden, defendants must account to the firm for any “profits” they received from these cases, plus they must pay the firm the “fair charge” called for by the partnership agreement for removing the client.
ULTRA VIRES Doctrine 

22 - 711 Kings Highway Corp v FIM Marine Repair Serv, Inc

Whether used as sword or shield, the doctrine of ultra vires has been abolished. Why couldn’t 3P avoid K? Because the articles of incorp have no effect relative to a 3P. Lims. are on directors, officers, and shareholders. Also the state: see 14.30 RMBCA grounds for judicial dissolution. 14.30(1) – atty gen. (2) Shareholder protection to allow s/h to prevent corp. from engaging in unauth’d acty.

23 - Theodora Holding Corp v Henderson – Ultra Vires Doctrine does not prevent charitable contributions – Where state statute provides that a corporation may make donations for the public welfare or for charitable purposes and the statute was in effect in the state when bus was incorporated, the test for a charitable gift is whether it is reasonable. Here, the provisions of the Internal Revenue Code are helpful; the gift came within the deduction allowed by the Code, and the benefit accomplished far outweighs the small loss of income to the shareholders.  S/H can raise ultra vires issue; however, DE Title VIII, § 122 trumps; allows corps to make donations for pub welfare. Does not allow ultra vires challenge as matter of law. (Also 3.02(13) RMBCA.) Standard of limitation is a reasonableness test to overlay the IRS rule. Ct. det’d that the donation had pos. impact on bal. sheet of corp. Donations:

1) allowed by statute

2) reasonable

3) beneficial to corp.

Promoter liability
General rule.  If the promoter contracts in the name of and solely on behalf of the corporation to be, then the promoter cannot be held liable if the corporation is never formed.  Of course, the promoter may be held liable and may enforce the contract.  The tough cases are the ones where both the promoters name and the name of the corporation appear.

24 - Stanley J How & Assoc v Boss -- The general rule is that the person signing for the nonexistent corporation is to be held personally liable, unless the intent is clearly expressed otherwise. The Restatement (Second) of Agency, section 326 comment b, states that when a promoter makes an agreement on behalf of a nonexistent corporation, the following alternatives may represent the intent of the parties:

· The other party is making a revocable offer to the corporation, which will result in a contract if the corporation is formed and accepts the offer prior to withdrawal.

· The other party is making an irrevocable offer for a limited time. Consideration to support the promise to keep the offer open can be found in an express or limited promise by the promoter to organize the corporation and use his best efforts to cause it to accept the offer.

· A present contract binds the promoter, with an agreement that his liability terminates if the corporation is formed and manifests its willingness to become a party.

A present contract is made on which, even though the corporation becomes a party, the promoter remains liable either primarily or as surety for the performance of the corporation's obligation.
25 - McArthur v Times Prtg Co – If the corporation ratifies or accepts the contract after incorporation, then the corporation may be held liable on the preincorporation promoter contract (and may enforce the contract).  Ratification may be express or implied from adoptive conduct of the corporation.

· Quasi-contractual recovery.  Where the corporation repudiates the contact, it is sill liable for the value of anything that ir makes use of (in quasi-contract,
(a) A corporation is not generally bound by contracts made on its behalf by promoters before its organization.  But after organization, such contracts may be adopted by the corporation.

(b) Adoption may be inferred from acts of acquiescence by the corporation or its authorized agents.  Here, the contract was adopted by implication since the directors knew of the contract, did not object to it, and paid a salary under it for six months.

(c) When a contract is adopted, the date of adoption does not relate back to the original date when the contract was made (September 12) but relates to the date of actual adoption.

(d) Relation back occurs only when there is a ratification.  Ratification implies that the principal existed at the time the contract was made and gave authority to its agent to make the contract, which it then ratified.  The principal (D) was not in existence here when the contract was made.  Therefore, there was no ratification, and this contract is outside the limitations of the Statute of Frauds (D had argued that the contract was not possible of performance within one year and thus the Statute of Frauds applied to it).
Comment.  The general rule is that ratification is retroactive and adoption is not.  For a corporation to adopt a contract, it must have knowledge of the terms of the contract.  Who must know of the contract to impute this knowledge to the corporation?  Most jurisdictions recognize that adoption may be by implication.  Also, adoption is not generally held to be a novation (although some argue it should be), and thus the promoter is not relieved of personal liability by the adoption.

Incorporation by Estoppel

26 - Cranson v IBM -- Where P did business with the company as if it were a corporation and relied on the company's credit, not D's, P is estopped from seeking damages from D where D’s atty fails to file the appropriate articles of incorp.

Comment.  Many cases on similar facts have reached a contrary result.  The relevant questions are:

· To what degree did the corporation attempt to comply with the requirements of incorporation?  

· How did the plaintiff deal with the entity (as a corporation?) and how much knowledge did the plaintiff have about the entity's legal posture?

· Did the defendants whom plaintiff seeks to hold personally know that no corporate entity existed?

 IBM was estopped from claiming that Real Estate Servide Bureau. In good faith, the parties each thought E a corporation. (, Cranson not pers. liab. Cranson relied on advice of counsel. Everything was there to make Cranson think E a corp; therefore to hold him liab would be inequitable. He had never been promoter; came in believing that corp had already been formed. 

BUT SEE

27 - Robertson v Levy -- corporation comes into existence only when the certificate has actually been issued.  President of an “association” that filed its articles of incorporation (which were first rejected but later accepted)can be held personally liable on an obligation entered into by the association before the certificate of incorporation has been issued?

Hist., the following types of corporations h/b recognized:

1) De jure—results when there has been compliance with the mandatory conditions precedent to formation (as opposed to merely directive conditions).  It is not subject to direct or collateral attack.

2) De facto — a defective incorp. with the following requisites:

i. a valid law under which such a corporation can be lawfully organized;

ii. an attempt to organize thereunder;

iii. actual user of the corporate franchise; and (in some jurisdictions); and

iv. good faith in claiming to be a corporation.

3) Corporation by estoppel - generated by the reliance interest of a third party. 

(b) To avoid the problems listed above, MBCA section 56 provides that the corporation comes into existence only when the certificate has actually been issued.

(c) Also, MBCA section146 provides that if an individual or group of individuals assume to act as a corporation before the certificate of incorporation has been issued, joint and several liability attaches.  This section is applicable to D's conduct.

Class Commentary: If parties know E no corp, then you have a promoter problem; o/w, cld be de facto corp or a corp by estoppel and “corp” players would not be pers’ly liab. Most states have now legislated that there can be no corp until articles of incorp h/b filed.
Evidence of de facto corporation
28 - Cantor v Sunshine Greenery Inc -- The act of executing a certificate of incorporation, a bona fide effort to file it, and dealings with P in the name of that corporation fully satisfy the requisite proof of existence of a de facto corporation.  The mere fact that there were no formal meetings, resolutions, or issuance of stock is not determinative of legal or de facto existence of a corporate entity, particularly under the simplified New Jersey Business Corporation Act of 1969, which eliminates the necessity of a meeting of the incorporators. Since the corporate entity qualified as a de facto corporation at the time the lease was executed in its name by an individual as president of the corporate entity, and since lessors looked to the corporation for liability on the lease, D, who signed the lease as president, could not be personally liable for breach.
Piercing the Corporate Viel
29 - Bartle v Home Owners Cooperative -- In the absence of fraud, where parent and sub do not mingle their funds, parent not responsible for sub.’s debts

(1) The law allows incorporation for purpose of limiting liability. The corporate veil will be pierced only where there is—

a. fraudulent use of the subsidiary by the parent; or
b. where the parent has committed acts with the subsidiary to its benefit, and

c. to the detriment of the creditors.

There were no such acts in this instance; no fraudulent misrepresentation.

Here the creditors had had the opportunity to investigate the financial standing of Westerlea before extending credit.
Comment. No claim made about undercapitalization in this case – even though undercapitalization is one of the main reasons for piercing the corporate veil. The majority is probably right in this instance, as long as there was no fraud and the creditors had the chance to assess the situation before making the extension of credit (along with fact that on front end of deal, the capitalization of Westerlea appeared adequate to creditors). Creditors had entered into voluntary contracts with Westerlea, and the courts were reluctant to start pier cing the corporate veil when so many large corps. formed subsidiarys to act as agent.  Nevertheless, the S/Hs improperly transferred their risk & costs to creditors.
ALTER EGO DOCTRINE

30 - DeWitt Truck Brokers v Flemming Fruit Co. – Where Δ had routinely withdrawn all proceeds from the corporation such that it could not pay its debts. There was a complete disregard of corporate formalities in the operation of Δ, which functioned only for the financial advantage of its president; Δ was undercapitalized; the president withdrew from Δ funds that he had collected as due Π; and the president had stated to Π that he would take care of payment of Π’s charges if the corporation failed to do so. The corporate veil may be pierced.  
(1) In applying the “instrumentality” or “alter ego” doctrine, courts are concerned with reality, not form, on how the corp. operated and the individual Δ’s relationship to that operation.

(2) Factors to be considered in applying the “instrumentality” doctrine are whether

a. The corporation was grossly undercapitalized for the purpose of the corporate undertaking, 

b. The failure to observe corporate formalities, 

c. Nonpayment of dividends, 

d. Insolvency of debtor corporation at the time, 

e. Siphoning funds of corporation by the dominant stockholder, 

f. Non-functioning of other officers or directors, 

g. Absence of corporate records, and 

h. Whether the corp. is merely a facade for the operations of the dominant stockholder(s).

(3) The mere fact that all or almost all of the corporate stock is owned by one individual or a few individuals by itself will not afford sufficient grounds for disregarding corporateness.

(4) The conclusion to disregard the corporate entity may not rest on a single factor, whether undercapitalization, disregard of corporation’s formalities, or whatnot, but must involve a number of such factors. In addition, it must present an element of injustice or fundamental unfairness.
(5) Finding that the corporate entity should be disregarded in an action on a debt wherein the creditor sought, by piercing the corporate veil, to impose individual liability on the president of the corporation was not clearly erroneous under these facts, therefore justifying affirmation.
31 - Baatz v Arrow Bar -- corporation shall be considered a separate legal entity until there is sufficient reason to the contrary. When continued recognition of a corporation as a separate legal entity would “produce injustices and inequitable consequences,” then a court has sufficient reason to pierce the corporate veil. Factors that indicate injustices and inequitable consequences and allow a court to pierce the corporate veil are:
1. Fraudulent representation by corporation directors;

2. Undercapitalization;

3. Failure to observe corporate formalities;

4. Absence of corporate records;

5. Payment by the corporation of individual obligations; or

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

 See Case Printout
32 - Radaszewski v. Telecom Corp

The fact that a corp. does not have suff. $ to pay claim doesn’t mean that it’s undercap’d. O/w, the only thing needed to pierce would be to make claim in excess of corp’s capital.  Also, where co purchases insurance to cover liabilities, cannot pierce the veil on the ground that insurer later became insolvent.  (PIERCING THE VEIL FOR JURISDICTION PURPOSES.)

(1) Generally, a person injured by the conduct of a corporation or one of its employees can only look to the assets of the employee or of the employer corporation for recovery. The shareholders of the corporation (including a parent corporation) are not liable.

(2) There is an exception where the law allows a Π to pierce the veil of the subsidiary to make a parent-shareholder liable. Under Missouri law, in a tort case, you must show three things:

(i) Control beyond stock control; i.e., complete domination of finances, policy, and business practice, w/ regard to transaction under attack so that the subsidiary had no mind of its own;

(ii) Control must be used by the Δ to commit a fraud or wrong of some kind (i.e., there is a breach of a duty to Π); and

(iii) The control and breach of duty must proximately cause the injury to the Π.

See Case Printout
32.5 - Walkovszky v Carlton

33 - Fletcher v Atex, Inc  -- Courts have generally declined to find alter ego liability based on a parent corporation’s use of a cash management system -- This case illustrates the high burden a Π must overcome to pierce the corporate veil.

Classroom Commentary. Under DE law, no intent to defraud; (, only an alter ego theory left. No:

1) Atex fol’d corp formalities; pd taxes, kept mins, etc.

2) Πs argued domination: » intertwining of mgt

3) No intermingling of funds. Not improper for corp. to have cash mgt system; each sub part’d in cash mgt system; ≠ pooling of funds » there were separate accounts.

4) Kodak apvl of sub typical of parent in relation to sub; ( not improper. Getting approval for actions normal.

5) Common for parents and subsidiaries to have overlapping boards.

6) Atex always acted as sep. corp.

7) Corp. didn’t mention undercapitalization; app’ly not raised by Πs.

8) No injury shown by undercapitalization; no reason for showing alter egos.

9) No equitable reason for piercing the corp. veil when corp. formalities had been observed.

10) To so apply DE law to pierce in this case would have upset the apple cart in a prohibitive way.

11) Πs had too great a hill to climb.

12) UFTA (—p. 336) prob. wld not apply: Kodak at this time was delib. divesting itself of non-core business subsidiaries; ( they had good bus. reason for divesting itself of Atex.

34 - United States v Bestfoods

Reverse Piercing

34.5 - Stark v Flemming – Where corporate procedures are adhered to, govt cant pierce to deny benefits.  
Because appellant had adhered to corporate procedures, the court concluded that the corporate arrangement was not a sham and reversed the denial of benefits on that basis. Congress could have stipulated by legislation that funneling $ through a corporation would disqualify an applicant for benefits, but it did not.  The court, however, remanded because appellee could challenge the salary appellant was receiving as to whether it was unreasonable and excessive relative to her services.

35 - Roccograndi v Unemployment Board – Govt can deny benefits where П was able to exert sufficient control over the corporation to determine when he would be laid off and when he would be rehired, he was in essence self employed and thus did not qualify for benefits.

36 - Cargill, Inc v Hedge

The corporation is the alter ego of Δs; it is 100% owned; and they used the farm as their home.  They maintained some corporate formalities (minutes), but they operated the farm as though it was their own (i.e., they did not pay the corporation rent).

(3)
Here, there is a strong policy reason to reverse pierce; i.e., to allow the shareholder to disregard the corporate entity and be treated as an individual.  The homestead act was meant to apply to this type of situation.

(4)
No other shareholders or persons are injured by such a holding.

(5)
It is not right to allow a shareholder to raise or lower the corporate shield on a whim to satisfy whatever is in her best interests.  So a reverse pierce is permitted only in carefully limited circumstances.  This is such a case.  Thus, Δs may disregard the corporation and are entitled to a homestead exemption for 80 of the 160 acres.

Subordination of shareholder debts 

37 - Pepper v Litton -- unfair or inequitable claims presented by controlling shareholders of bankrupt corporations may be subordinated to claims of general or trade creditors.  Directors and majority shareholders of corporations are fiduciaries to their corporations.  Their dealings with the corporation are subject to rigorous scrutiny; they have the burden to justify their dealings with their corporations as to their good faith and the fairness of such dealings from the standpoint of the creditors of the corporation.

Here, the salary claim was not the result of arm's length dealings by the sole shareholders with the corporation.  

Comment.  Other bases for subordination of shareholder-creditor claims are that the shareholder-creditor disregarded the corporate vehicle and treated the corporation as his alter ego, or that the corporation was undercapitalized (in essence, the shareholder put up part of the needed equity capital in the form of debt).  These are familiar claims in piercing the corporate veil cases.

38 - Wallace v Tulsa Yellow Taxi -- When one corporation is but an instrumentality or adjunct of another by which it is dominated and controlled, a court may look beyond the form to the substance of the situation, and disregard the theory of distinct legal entity, for the purpose of holding the dominant corporation responsible for the liabilities of the sham corporation.

Financing of the Corporation

Failure to pay Par Value

39 - Hanewald v Bryan_s Inc -- A creditor can sue shareholders of a corporation directly where the shareholder did not pay anything for their par value stock in the corporation?

Shareholders had a statutory duty to pay for the shares that were issued to them by the corporation.  [MBCA (1969), §25]  The kinds of consideration that may be paid for shares is set forth in Article XII, section 9 of the state constitution (i.e., money, labor, property).  Failure to pay par value for the shares makes the Bryans personally liable to Π for the corporation's debt, at least in the amount of consideration they should have paid into the corporation.

40 - Torres v Speiser

1) Debt or equity --

Tax Advantages of Debt Financing

40.5 - Slappey Drive Indus Park v. US --Tax advantages of debt securities – There are several tax advantages in issuing debt secutities rather than common stock.

(i) interest paid is deductible to the corporation

(ii) Repayment of principle is not a taxable event (wheras redemption of common stock is)

(iii) If the corporation fails, there may be greater tax benefits from taking a bad debt deducation than a capital loss from worthless stock.

Notes given by the corporations to shareholders in connection with “sales” of land and cash “loans” constitute equity rather than debt?
· The “risk of the business” standard is applied in determining whether a contribution to a corporation, especially a closely held corporation, constitutes debt or equity for federal tax purposes; generally, shareholders place their money at the risk of the business while lenders seek a more reliable return.

· Labels attached to a transfer of property to a controlled corporation, i.e., debt or equity, provide no guarantee of the appropriate tax treatment.

· Factors to be considered in determining whether shareholder contributions to a closely held corporation constitute debt or equity include the name given a certificate evidencing alleged indebtedness, presence or absence of a fixed maturity date, source of payments, right to enforce payments of principal and interest, status of the contribution in relation to regular corporate creditors, intent, adequacy of capitalization, ability of corporation to obtain loans from outsiders, extent to which advances are used to acquire capital, and failure to repay on due date or seek a postponement.  These criteria are not equally significant.  The object of the inquiry is not to count factors but to evaluate them.

· In determining whether shareholder contribution to a closely held corporation is debt or equity, the relevant inquiry is the actual manner, not the form, in which the parties intended to structure their relationship.  The question is not whether the parties intended to call their transaction “debt,” for where the intended structuring accords with the type of arrangement that qualifies for taxation as a debt, such intent supports a finding of debt.

· In determining whether shareholder contributions to a closely held corporation constitute debt or equity, a relevant fact is that providing the bulk of necessary first assets without which a corporation could not begin functioning is as traditional a usage of capital contributions as is purchasing capital assets.

· Where each shareholder owns the proportion of the stock as he does of the ostensible shareholder debt, a court, in determining whether the debt is, in reality, equity, must carefully scrutinize the transaction since non-tax considerations may play little role in the choice.  However, when an individual holds different percentages of stock and shareholder debt, casting of debt in that form ordinarily will affect substantial non-tax interests and, hence, the debt characterization may have substance as well as form.

· Where there was consistent failure to repay on the due date or seek postponements, shareholders sought payments of principal or interest only when the corporation had “plenty of cash,” shareholders stated they were more concerned with their status as shareholders than as creditors, advances served to finance initial operations, and disproportionality in equity and debt holdings occurred among close relatives, the purported debts constituted equity, notwithstanding testimony that the corporations intended to repay.

Stockholder & Creditor

· 40.7 - Obre v Alban Tractor Co – No grounds for equitable subordination of debt by owed to shareholder where there is no showing of any of the following key [“piercing”] factors:

· No showing that Annel Corp’s $40K in common/preferred stock was undercapitalization

· Obre’s loan to corp. was either known or easily discoverable by

· Examining public state tax filings

· Requesting a financial statement, or

· Obtaining a credit report

Comments:

· The appellate court relied on four factors to determine Obre’s invest as debt.

1. First, there was no fraud, a key factor in many equitable subordination cases.

2. Second, the formation of the corporation was carefully planned.

3. Third, the corporation’s undisputed equity was sufficient for the corporation. Had the corporation been formed with a small amount of equity and a large loan from an independent third party, there would have been no dispute about the characterization of the loan as debt; however, a third party might demand such a high interest rate, though, that it would prevent incorporation, forcing the corporation to use equity financing.
· Doctrine of equitable subord. addresses avoidance of this market check.

4. Fourth, the appellate court observed that the creditors could have checked to see how much of the corporation’s funding was debt and how much equity.

41 - SEC v Ralston Purina Co -- offering of stock to “key employees” is a public offering subject to SEC Regs.

a) To be public, an offer need not be open to the whole world.

b) The design of the Act was to protect investors by promoting full disclosure of information thought to be necessary to informed investment decisions.  Thus, the private offering exemption is available only where the protection of the Act is not needed (i.e., an offering to those able to fend for themselves).  Absent a showing of special circumstances, a corporation’s employees are as much in need of protection as any members of the investing public. 

c) The burden of proof is on the issuer, who would plead the exemption.

d) Since the employees here were not shown to have access to the kind of information that registration would disclose, Δ was not entitled to the exemption.

e) The exemption applies whether the offering is made to few or many investors.  However, it may be that offerings to a substantial number of persons would rarely be exempt, and the S.E.C. may adopt a numerical test in deciding when to investigate private offering exemption claims.

Determining whether property interest constitutes security:  application of the Howey Test

42 - Smith v Gross -- conditions for an investment contract.  The test is whether the scheme involves “(i) an investment of money (ii) in a common enterprise (iii) with profits to come solely from the efforts of others.”
Right to Subscribe to proportionate interest in newly authorized shares 

43 - Stokes v Continental Trust Co -- A shareholder has an inherent right to subscribe to his proportionate interest in newly authorized and issued shares at the price fixed for issuing the shares by the board.  Such a right can be waived, but it was not waived here.  The price to exercise preemptive rights is not par value but the price fixed for issuing the shares by the board.  

44 - Katzowitz v Sidler – A shareholder in a close corporation who refuses to exercise his preemptive rights can set aside the issuance of shares to other shareholders as fraudulent when the shares are issued at an inadequate price. By offering shares according to preemptive rights to a shareholder, the other shareholders in a close corporation cannot force that shareholder to buy the shares at the risk of having his interest in the corporation unfairly diluted.  Δs can purchase the shares offered, but the price must be a fair price so as not to dilute Π’s interest.  Here, the stock was sold for $100 per share when the book value per share was $1,800.  Therefore, the issuance of the additional stock to Δs was fraudulent.

Class Commentary 2001-10-25: Ruled in favor of Katzowitz. Rules:

a) new shares first must be off’d to existing S/Hs;

b) extention in this case: new shares not permitted bcse no valid bus. reason existed for issuance of the new stock.

As lawyer, one should advise new incorporators on issue of preemptive rights.

Defense against “freeze-out” transactions: inside shareholders buy new shares by having corp. cancel debts owed to them.
PAYMENT OF DIVIDENDS

45 - Gottfried v Gottfried – Directors are under no obligation to pay a dividend, even if there is adequate surplus unless their motivation is one of bad faith.   Even where bad faith could be inferred, it will not control where there are also reasons that showed that Ds were acting for the benefit of the corporation (i.e., planned capital expenditures equaled the available case position of the company).

SELF DEALING – DUTY TO SHAREHOLDERS

47 - Wilderman v Wilderman -- President of the corporation may not sua sponte pay himself more than his authorized salary?  The authority to compensate corporate officers is normally vested in the board of directors and is usually a matter of contract.  In the absence of a board authorization setting salary, an officer may receive only the amount of compensation reasonably commensurate with his duties.

48 - Donahue v Rodd Electrotype Co -- when the controlling majority of a close corporation causes the corporation to purchase some of its shares from the controlling majority, it must offer this same opportunity to the minority to sell a pro rata portion of its shares at an identical price.  Freeze-outs by majority shareholders controlling close corporations (majority withholds dividends or other corporate benefits from minority shareholder, forcing her to sell at an inadequate price) are illegal.  In a close corporation, shareholders owe each other the same strict fiduciary duty that partners do. This is a higher standard than shareholders and directors in regular corporations owe to the corporation in discharge of their duties.

49 - McQuade v Stoneham -- Shareholders may not agree among themselves how they will act as directors in managing the affairs of the corporation.  Shareholders may not agree to control the directors in the exercise of their independent judgment. Such agreements violate public policy.S/Hs may combine to elect directors, but they must let the directors manage the business, which includes election of officers. 

Commentary.  It’s OK to ally as S/Hs; but corp dirs. must oversee corp. for benefit of S/Hs.

BUT IN A CLOSE CORP, ITS OK

50 - Galler v Galler -- Where substantially all of the shareholders of a close corporation enter a shareholders’ agreement that provides for actions to be taken by the corporation, the court will sustain such an agreement although it deviates from state corporation law practice.  Courts have allowed close corporations to deviate from corp. norms to give bus. effect to intentions of the parties.  Here substantially all of the shareholders of the corporation entered the agreement. The agreement did not injure creditors, other shareholders, or the public. The duration of the agreement is until the death of Π. This period is not too long. The purpose of the agreement (maintenance of the widow) is proper. The provision for a dividend is valid since a base surplus is required to be maintained.

51 - Zion v Kurtz -- Under Delaware law, all the shareholders of a general corporation may  agree that no action will be taken without the consent of the minority shareholder where , the parties agreed in writing, no third parties are adversely affected by the agreement, and there is a provision that Δ failed to include provision in Art of Incorp despite agreeing to do so.  

BATTLE FOR CONTROL
52 - Matter of Auer v Dressel -- President may not refuse to call S/Hs’ mtg where shareholders have  met the conditions for setting a meeting that was set forth in the articles of incorporation.  Shareholders who elect directors have the inherent right to remove them for cause (after notice and hearing). Thus, it is not inappropriate for these shareholders to amend the articles and bylaws so that they can elect successor directors who have been removed. (Note that existing provisions in the articles and bylaws gave this right to the directors.)

Comment. Nothing is said in the case about what state law provided concerning removal of directors (i.e., where this power was vested).

53 - Salgo v Matthews --  A corporation may not require that its shares be voted only by their beneficial owner.  Under a bylaw providing that stock is transferable only on the corporation’s books, eligibility to vote at corporate elections is determined by the corporate records rather than by the ultimate judicial decision of beneficial title. Shares may be voted only by the legal owner as shown on the corporation’s records or by his authorized agent. Here, Pioneer had legal title, and it could only act through its trustee, who appointed Shepherd, who appointed Π.

54 - Humphrys v Winous Co -- Corporation may permit staggered voting even where it defeats the ability of minority shareholders representation which the legislature sought by adopting cumulative voting.

55 - Ringling Bros-Barnum & Bailey v Ringling -- Where one party refuses to vote in accordance with an enforceable agreement these votes should not be counted.

56 - Brown v McLanahan -- A trustee of a voting trust may not exercise his powers in a way that is detrimental to the “cestuis que trustent” (in this case, the actual owners of the preferred shares held in trust). Since the amendment granting the debenture holders the right to vote diluted the value of the preferred stockholders’ rights to vote, it was a violation of Δs’ duties as trustees.  Turstees trying, secretly, to maintain control of the company. Amended corp. chargter. Had viol’d fiduciary oblgs. as trustees. Very slick guys; tried to have debenture holders declared equity holders so that they could change rules to stay in office; didn’t want to be subj. to an accounting. Reorg’d corp. fol’g insolvency. Trustees wanted to formalize control by obt’g voting rights, etc. S/Hs who est voting trust must be very careful what capabilities given to voting trustee.

57 - Lehrman v Cohen  --  creation of a new class of voting stock (without any other rights) does not create an unlawful voting trust.  

(a) The first test for a voting trust is whether the voting right is separated from the other incidents of ownership

(b) The rationale of the voting trust statute is to avoid secret uncontrolled combinations of shareholders from acquiring voting control of the corporation. This is prevented by requiring that voting trusts be disclosed to the corporation. The rationale of Π is not supported by this purpose, since creation of a new class of voting stock is fully disclosed.

(c) State law does not require that each class of stock created have voting and all the other rights of each other class. Specifically, state law allows creation of stock having no voting rights.

Comment. Note that one limitation on the formation of voting trusts is that the trust be formed for a proper purpose. In the Lehrman case this was to break a voting deadlock problem. The burden is normally on the attacking party to show that the purpose is improper.

Not all attributes of voting trust. OK because the trust was intended to break deadlocks of directors (i.e., that decision can be made), ( valid purpose. May have diluted some voting rights; however, such could be reclaimed through combinesd S/H actions. E no impairing rights of other equity shares.

RESTRICTION ON TRANSFERABILITY

58 - Ling & Co v Trinity Savings & Loan Assn – Reasonable Restrictions on the transfer of the stock are  valid as long as they are conspicuously noted on the certificate; or  Π is aware of the restrictions. Restrictions allowing shareholders of the same class to purchase before a public sale is reasonable since they have not been shown to be unduly burdensome, and the approval of the New York Stock Exchange was required by the exchange while Ling was a member.

DEADLOCK ON THE BOARD OF A CLOSELY HELD CORPORATION
59 - Gearing v Kelly -- Where a director-shareholder intentionally refuses to attend a board meeting in order to prevent a quorum, the ct may deny the director’s equitable suit to nullify a director’s election where the requisite quorum was not present at the meeting.  The court held that appellants failed to show that justice required a new election, because they could not complain of an irregularity which they themselves caused. 

60 - In re Radom & Neidorff, Inc -- Where the court has discretion, it  shouldnot allow dissolution where the two sole shareholders are feuding but the corporation is successful.  The court usually grants dissolution where the corporate purposes cannot be obtained, efficient management is impossible, and the dissolution will be beneficial to the shareholders and not harm creditors or the public. But here, the business is successful and able to operate.  Comment. Probably what the court is doing is preventing Radom, who is able to control the business because of his expertise, from taking over the business for much less than what it is worth. In effect, what the court is saying is, buy out Mrs. Neidorff for a fair price.  
How should deadlock be broken?

See 14.30 of RMBCA, p. 824.

14.30(1) – in action by atty gen, dissolution in case of fraud

14.30(2) – deadlock can be broken by shareholders

14.30(3) – 

14.30(4) – 

14.02 – board must recom. to s/h’s for dissolution to take place.

14.20 – secy of state (or board of corps) can bring action to dissolve

61 - Davis v Sheerin – A force buyout is appropriate where the majority is attempting to squeeze out the minority (who do not have a ready market for their shares but are at the mercy of the majority). Oppressive conduct may include many different kinds of acts: broadly speaking, it means conduct that reasonably can be said to frustrate the legitimate expectations of the minority, particularly when the expectations being frustrated are those that were the basic reason the minority invested in the corporation in the first place.  Oppression does not have to mean fraud, illegality, nor deadlock. It is just burdensome, harsh, unfair conduct in dealing with the affairs of the corporation.  
Here, conspiring to deprive Π of his ownership of stock in the corporation, especially when the corporate records clearly indicate such ownership, qualifies as oppression.

APPOINTMENT OF A PROVISIONAL DIRECTOR TO BREAK DEADLOCK

62 - Abreu v Unica Indus Sales, Inc Issues. 

a) Must a provisional director be strictly impartial under the state statute? 

b) Did the provisional director improperly exercise his authority?

Held. a) No. b) Yes.

a) The state statute does not require strict impartiality in appointment of a provisional director. The trial court must consider the best interests of the corporation; if based on the particular situation, there is no strictly impartial third party to appoint who has the skills necessary in the urgent time frame to meet the crisis involved, the court may use its discretion to appoint the best person it can find. Here, Vega was appointed in the best interests of the corporation, although he was not strictly impartial. He knew the business, was a CPA, and was the best person for the job under the time constraints involved.

b) Vega acts under the supervision of the court; he is to vote only if there is a deadlock. There are two instances where he has acted beyond his authority—appointment of a new auditor without a vote of the board (a board function), and to reimburse Π for expenses of this appeal. This was taken to the board, Δs’ board member asked for time to study the proposal, and Vega voted with Π to pay Π’s expenses. This action is reversed; it was a reasonable request for time to study the matter, so there is not yet a deadlock here.

Reliance on representation of the officers
63 - In the Matter of Drive-in Dev Corp -- A plaintiff who enters into a guarantee transaction with a corporation on the representations of its officers that they had authority to enter the transaction may rely upon these representations?  Here Δ’s officers had no actual, express authority. But it is the secretary’s duty in the corporation to keep the corporate records, and once Π received a copy of the certification of board resolutions, it was reasonable for Π to assume that Δ’s officers had the authority to enter into the guarantee agreement. Π had no duty to investigate further.

Express authority of officers
64 - Black v Harrison Home Co – At common law, absent a bylaw or resolution of the board, a president may not bind a corporation to a contract. Since Δ has always required both the president and secretary to act jointly to bind the corporation to a contract, Sarah, acting alone, could not bind it.

Comment. This case represents the old, common law notion that management rests with the directors and that the officers must have express authority (or authority implied from express authority) in order to act for the corporation. The modern view accords much more scope to the officers—either from inherent authority arising from their positions, or from apparent authority—to perform actions that are acquiesced in by the board of directors.
Apparent authority
65 - Lee v Jenkins Bros m-- The president has the authority to bind his company by acts arising in the usual and regular course of business but not for contracts of an “extraordinary” nature. It is not extraordinary to hire employees for a specific number of years; however, lifetime employment contracts are extraordinary since they are of long duration, and they are restrictive of shareholder rights to manage the corporation. Thus, there is a question of fact – whether the president had apparent authority to enter the contract. This factual question is decided by looking at all circumstances: the reasonableness of the contract, the officer negotiating the contract, the number of shareholders, who the contracting third party is, etc.Here, the agreement on the pension was not unreasonable; it benefited the corporation and was not unduly restrictive of the shareholders’ management rights.

SALE OF SHARES

66 - Zetlin v Hanson Holdings, Inc 

67 - DeBaun v First Western Bank & Trust Co-- Absent fraud,A controlling shareholder can sell control for a premium price?A majority interest can control the affairs of the company. Absent looting, conversion of a corporate opportunity, or other acts of bad faith, a controlling shareholder can sell the right to control the affairs of the corporation for a premium price.
(CONRAST W/PERLMEN FELDMAN

68 - Perlman v Feldmann  -- A majority shareholder owes a duty to the minority shareholders to investigate an individual and not to sell to him if they reasonably should know he will loot the corporation.Δ knew of Mattison’s numerous financial failures and that Mattison could not meet his obligations to pay for the corporation without using its assets.  

TRADING CONTROL OF STOCK

69 - Petition of Caplan -- control of a corporation, apart from stock control, may not be traded. Control may only be traded as part of a trade of actual stock control.

· You can command a premium for your shares, but you’re not entitled to buyu and sell selection of the bd of dirs.

· Remedies if  prime operator buys and sells selection of the bd of dirs:

· Ct. could vacate elect. of dirs

· Order new election by S/Hs

69.5 - Blasius Industries, Inc v Atlas Corporation -- A board violates its fiduciary duty when it acts in good faith with appropriate care for the primary purpose of preventing or impeding an unaffiliated majority of shareholders from expanding the board and electing a new majority.
Even though D’s board acted on its view of the corporation’s interest and not selfishly, the board’s action constituted an offense to the relationship among corporate directors and shareholders that has traditionally been protected by courts of equity. 

(1) D’s board precluded P from putting a majority of new directors on the board.


(2) D’s primary purpose in this case was to prevent what D’s board thought was an unwise restructuring. Thus, the motivation was not selfish, but in good faith. There was no intentional or negligent wrong.

(3) The board may take certain steps, e.g., the purchase of its own stock, that have the effect of defeating a threatened change in corporate control, when those steps are taken in good faith pursuit of a corporate interest and are reasonable in relation to a threat to legitimate corporate interests posed by the change in control.

(4) However, this rule may not apply when the action taken by the board is designed for the primary purpose of interfering with the effectiveness of a stockholder vote. After all, board members are the agents, in effect, of the shareholders. Such matters cannot be left to the agents’ discretion.

(5) Actions taken to obviate a shareholder vote are not per se illegal; rather, the board bears a heavy burden to demonstrate a compelling justification for such action. Here, the board could not demonstrate a sufficient justification. The board was not faced with the coercive action of a majority shareholder against a minority; here, it was opposed by a 9.1% shareholder and could have informed the other shareholders of its position.

Comment: Delaware assiduously protects stockholders’ right to elect and remove directors. Chancellor Allen made that point clear in this case: “The shareholder franchise is the ideological underpinning upon which the legitimacy of directorial power rests.”
BUSINESS JUDGMENT RULE -- DUTY OF CARE
70 - Litwin v Allen -- 

(1) The duty of due care is higher for bank directors than for other companies since banks are affected with the public interest. Thus, bank directors must exercise the care of “reasonably prudent bankers.”

(2) The purchase by Guaranty subject to the option to buy in Alleghany at the same price is an ultra vires act of the corporation (i.e., against public policy for the bank to give such an option).

(3) Furthermore, all of the directors of both companies that voted for or ratified the purchase have violated their duty of due care. They have not shown sufficient diligence in allowing the bank to purchase bonds with an option to sell at the same price (all of the risk is on the bank for a drop in price; if the price rises, they get no gain).

(4) The directors are responsible for the losses from holding the bonds up to the expiration date of the option.

Comment. This case indicates that the standard of care may vary according to the kind of business involved and the precise circumstances in which the directors acted.
71 - Shlensky v Wrigley – A share holder may not bring a derivative action where there are no allegations of fraud, illegality, or conflict of interest.
(1) The court will not disturb the “business judgment” of a majority of the directors—absent fraud, illegality, or a conflict of interest. There is no conclusive evidence that the installation of lights and the scheduling of night games will accrue a net benefit in revenues to D, and there appear to be other valid reasons for refusing to install lights—e.g., the detrimental effect on the surrounding neighborhood.

(2) Corporations are not obliged to follow the direction taken by other similar corporations. Directors are elected for their own business capabilities and not for their ability to follow others.

Informed judgment in merger proposals
72 - Smith v Van Gorkom -- 

(1) The business judgment rule presumes that directors act on an informed basis, in good faith, and in an honest belief that their actions are for the good of the company. Plaintiffs must rebut this presumption. There is no fraud here, or bad faith. The issue is whether the directors informed themselves properly. All reasonably material information available must be looked at prior to a decision. This is a duty of care. And the directors are liable if they were grossly negligent in failing to inform themselves.

(2) The directors were grossly negligent in the way they acted in the first board meeting that approved the merger: They did not know about Van Gorkom’s role, and they did not gather information on the intrinsic value of the company. Receiving a premium price over market is not enough evidence of intrinsic value.

(3) An outside opinion is not always necessary, but here there was not even an opinion given by inside management. The Van Gorkom opinion of value could be relied on had it been based on sound factors; it was not and the board members did not check it. The post-September market test of value was insufficient to confirm the reasonableness of the board’s decision.

(4) Although the 10 board members knew the company well and had outstanding business experience, this was not enough to base a finding that they reached an informed decision.

(5) There is no real evidence of what the outside lawyer said, and as he refused to testify, Ds cannot rely on the fact that they based their acts on his opinion.

(6) The actions taken by the board to review the proposal on October 9, 1980, and on January 26, 1981, did not cure the defects in the September 20 meeting.

(7) All directors take a unified position, so all are being treated the same way.

(8) The shareholder vote accepting the offer does not clear Ds because it was not based on full information.

73 - In re Caremark Intl -- Outcome: Settlement agreement approved on the ground that, despite the weakness of plaintiffs’ claims against the defendants, individual members of the corporation’s board of directors, the settlement was an adequate, reasonable, and beneficial outcome for all parties.

Special Committees of the Bd reviewing Bd Action
74 - Malone v Brincat 
75 - Gall v Exxon Corp-- A decision (made by a special committee of the board of directors) not to bring a cause of action held by the corporation will be found to be within the sound business judgment of the corporate management where the committee is disinterested and exercise due care in the review.  

(1) The directors are empowered to determine by the exercise of their business judgment whether bringing the cause of action would benefit the corporation, and absent prejudice in the decision, the court should allow the decision to stand.

(2) However, Δ’s motion for Σ jmt denied w/o prejudice. P will be given time for discovery to det. whether there was prejudice in the decision before Σ jmt will be granted.

Comment.  The special committee consisted of directors who had had no knowledge of the illegal contributions at the time they were made.

76 - Zapata Corp v Maldonado -- A shareholder does not have an individual right, once demand is made and refused, to continue a derivative suit.  Unless it was wrongful, the board's decision that the suit would harm the company will be respected as a matter of business judgment.  A shareholder has the right to initiate the action himself when demand may be properly excused as futile.  However, excusing demand does not strip the board of its corporate power.  There may be circumstances where the suit, although properly initiated, would not be in the corporation's best interests.  This is the context here.

(1) The court must find a balancing point where bona fide shareholder power to bring corporation causes of action cannot be unfairly trampled on by the board, but where the corporation can rid itself of detrimental litigation.  A two-step process is involved:
a. First, the court must recognize that the board, even if tainted by self-interest, can legally delegate its authority to a committee of disinterested directors.  However, the court may inquire on its own into the independence and good faith of the committee and the bases supporting its conclusions.

b. If the court is satisfied on both counts, the second step is to apply its own business judgment as to whether the motion to dismiss should be granted.  Thus, suits will be heard when corporate actions meet the criteria of the first step, but where the result would terminate a grievance worthy of consideration.

Demand on the Bd in Derivative Suits Where Demand is futile
77 - Aronson v Lewis -- Where state law requires that demand on the directors be made prior to bringing a shareholder’s derivative suit such a demand be excused where it is futile:  i.e.,

(i) all directors were named as defendants and they participated in the wrongs;

(ii) Δ Fink picked and controlled all directors; and

to bring this action, the defendant directors would have to have the corporation sue themselves.

(1) The test is: Based on the particularized facts alleged, is there a reasonable doubt that (i) the directors were disinterested and independent, and (ii) the challenged transaction was the product of a valid exercise of business judgment.

A general claim that Fink controls the board and owns 47% of the stock does not support a claim that the directors lack independence.  P must allege particularized facts showing the control and showing that entering the contract was a breach of good faith or shows control.

A bare claim that defendants would have to sue themselves is also not enough. Particular facts again must be alleged showing lack of director independence or failure to adhere to standards of the business judgment rule.
78 - Cuker v Mikalauskas -- PA adopt. of bus. jmt. rule, specific ALI provisions
INTRINSIC FAIRNESS TEST

79 - Marciano v Nakash -- The intrinsic fairness test is the appropriate standard for reviewing transactions made by interested directors?These loans represent a situation where the intrinsic fairness test is relevant; due to the shareholders’ deadlock, there could be no ratification. Due to the directors’ deadlock, approval of any corporate action was destined to be interested. Thus, transactions should be approved based on their intrinsic fairness.

BUSINESS JUDGMENT RULE RE PAYMENT TO INSIDERS

80 - Heller v Boylan -- Huge bonus payments to the president and vice presidents mandated by the shareholder-adopted bylaw does not amount to waste or spoliation of corporate assets to the detriment of minority shareholders.  If a bonus payment bears no reasonable relationship to the value of services for which it is given, then the majority shareholders cannot give it, since to do so is waste and adversely affects the minority shareholders. But there must be proof of waste (beyond the mere amount of the payments, as here). Since the plaintiff has entered no such proof, the court will not substitute its judgment for that of the shareholders.

81 - Sinclair Oil Corp v Levien -- Where there is self-dealing, the intrinsic fairness test must be applied, which puts the burden on the majority shareholder to show that the transaction with the subsidiary was objectively fair. On the dividend issue there was no self-dealing (since the parent did not receive something from the subsidiary to the exclusion or detriment of the minority shareholders; they shared pro rata in the dividend distributions). On the expansion issue, D did not usurp any opportunities that would normally have gone to the subsidiary. Thus, the business judgment rule applies; the court will not disturb a transaction under this rule unless there is a showing of gross overreaching, which there was not.

Comment. This case is confused. The court should have decided on one standard to apply in situations of transactions where the majority controls the corporation. If the standard is the intrinsic unfairness test, then one element is self-dealing. Where it is absent, there is no violation.

82 - Weinberger v UOP Inc

83 - Northeast Harbor Golf Club v Harris

