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The Agency Relationship
I. Overview
a. Rest. 2nd §1: Agency is the fiduciary relation which results from the manifestation of consent by one person (principal) to another (agent) that the other shall act on his behalf and subject to his control and consent by the other so to act.
i. Manifestation of consent by principal that agent shall act on his behalf
ii. Agent will act subject to principal's control
iii. Agent consents to act subject to principal's control
b. Legal consequences:
i. Agent's actions may create liability for principal
1. Can bind principal to 3rd party in K
2. Principal may be liable for agent's torts
ii. Agent owes a fiduciary duty to the principal
II. Formation
a. VERY easy to form a principal-agent relationship!
b. Gorton v. Doty – example of how easy it is to form a P&A relationship
i. Control does not require P’s physical control over actions of agent – P may direct the result of ultimate objectives
ii. K consideration NOT required
iii. Intent to form a P&A relationship NOT required
iv. HUGE potential for P&A relationships to be created under many circumstances
c. Jenson Farms v. Cargill – creditors & suppliers as agents
i. CTs are normally reluctant to say that a creditor is a principal b/c creditors often impose a number of conditions on how business in is run to ensure they get money back – don’t want to find creditor as principal b/c lenders would be liable and may loan less money
ii. Rest. 2d §14O: creditor becomes a principal at that point at which it assumes de facto control over the conduct (management) of the debtor
1. Things like veto power, putting restriction future borrowing are normally not enough
2. Things like financing entire business is often an indicator of principal, goes beyond normal lender/borrower relationships
iii. Rest. 2d §14K: one who contracts to acquire property from a 3rd person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself. 
iv. Factors indicating supplier NOT agent:
1. Receive fixed price for goods irrespective of price paid by him
2. Acts in own name and receives title to goods
3. Has independent business buying/selling items
v. ALSO look to see who is bearing the risk – person who bears risk is more likely to be a supplier

Consequences of Creating an Agency Relationship: Agent’s Authority and Contract Liability
I. Principal’s Liability
FIRST STEP IS ALWAYS TO SEE IF AGENT HAD AUTHORITY
a. Actual Authority:
i. Definition - Rest. 2d §7: authority is the power of the agent to affect the legal relations of the principal by acts done in accordance with the principal manifestations of consent to him(agent)
1. Focus on agent's reasonable interpretation of principal's manifestations
ii. Creation - Rest. 2d §26: authority to do an act can be created by written or spoken works or other conduct of the principal which, reasonably interpreted causes the agent to believe that the principal desires him so to act on the principal's account
iii. Two Kinds:
1. Express: P tells A to do X and A does X --> P is bound
2. Implied: Rest. 2d §35 - unless otherwise agreed authority to conduct a transaction includes authority to do acts which are incidental to it, usually accompany it or are reasonably necessary to accomplish it
a. By custom: if it is customary for a certain type of agent to have certain powers, then the agent has actual (implied) authority to exercise such powers unless the
iv. Principal's Liability in Contract - Rest. 2d §144: a principal is subject to liability upon contracts made by an agent acting within his authority if made in proper forms and with the understanding that the principal is a party
b. Apparent Authority
i. Definition - Rest. 2d §8: apparent authority is the power to affect the legal relations of another person by transactions with third persons, professedly as an agent for the other, arising from and in accordance wit the other's manifestations to such third persons
1. Power arising from the principal's manifestations to the third person
2. Focus on 3rd party's reasonable interpretation of principal's intent traceable to principal's manifestation
ii. Creation - Rest. 2d §27: apparent authority is created by written or spoken words or other conduct of the principal, which reasonably interpreted, causes third person to believe principal consents to have the act done on his behalf
iii. Principal's Liability in K - Rest. 2d §159: a principal is subject to liability upon K made by an agent acting within his apparent authority. The rules as to the liability of a principal for authorized acts are applicable to unauthorized which are apparently authorized
c. Inherent Authority
i. Definition - Rest. 2d §8A: inherent agency power is derived NOT from authority, apparent authority or estoppel but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent
ii. Focus on who bears the loss – want the party who is better able to bear the loss to be liable
d. Types of Principals - Rest. 2d §4
i. Disclosed: at time of transaction, 3rd party knows:
1. She is dealing with an agent acting for a principal, and;
2. The principal's identity
ii. Undisclosed: at time of transaction, 3rd party has no notice she is dealing with an agent acting for a principal
1. Liability of Undisclosed Principal - Rest. 2d §195: an undisclosed principal who entrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such business and on the principal's account although contrary to the directions of the principal
iii. Partially disclosed/unidentified: at time of transaction, 3rd party knows:
1. He is dealing with an agent but
2. Has no notice of principal's identity
e. Ways Principle can be bound in absence of Agency
i. Estoppel
1. Definition - Rest. 2d §8B: a person who is not otherwise liable as a party to a transaction purported to be done on his account is nevertheless subject to liability to persons who have changed their positions (payment of money, expenditure of labor, suffered a loss or subjection to legal liability) if:
a. He intentionally or carelessly caused such belief, or
b. Knowing of such belief, did not take reasonable steps to notify them of the facts
ii. Ratification
1. Definition - Rest. 2d §82: ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act is given effect as if originally authorized by him
a. ALL or NOTHING
2. Affirmation Nuances (Rest. 2d):
a. Principal can expressly manifest assent (§93)
b. Affirmance can also be implied by conduct that justifies a reasonable assumption of consent:
i. Accepting/retaining benefits when it is possible to decline them (§§98, 99)
ii. Silence/failure to act   (§94)
iii. Bring lawsuit to enforce (§97)
c. Affirmance NOT valid if principal is ignorant of material facts involved in the original transaction and is unaware of his ignorance      (§91)
3. EXCEPTION - ratification will NOT be effective where it would be unfair to bind the 3rd party to the K:
a. Prior to ratification 3rd party manifested intent to withdraw (§88)
b. There is some material change in circumstances (between transaction and ratification) that would make it inequitable to bind the
II. Agent’s Liability
a. Acting with Authority: when an agent acting with actual, apparent or inherent authority makes a contract on behalf of:
i. Disclosed principal: agent NOT party to K unless otherwise agreed (§320)
ii. Undisclosed principal: agent IS party (§322)
iii. Unidentified/partially disclosed principal: agent is a party unless otherwise agreed (§321)
1. Need consent of 3rd party to make agent liable
b. Acting without Authority: 
i. if agent lacks actual authority but principal is bound by K, principal may recover damages from agent
ii. If agent lacks authority but represents otherwise, agent is liable to 3rd party if principal refuses to ratify K and there is no other authority to bind principal
1. Implied warranty of authority (§329)
a. 3rd party must not be aware of lack of authority

III. 3rd Party’s Liability
a. Third party is bound to principal almost always
b. When principal is undisclosed the 3rd party may have an out - can say that they would not have entered into the agreement if they had known who the principal was
c. If principal is disclosed or partially disclosed they are always bound
d. Ratification sometimes allows the third party to avoid being bound by the agreement
e. Estoppel does not really apply because it is usually the third party trying to enforce

Consequences of Creating an Agency Relationship: Tort Liability
I. Agent’s Liability 
a. Definition - Rest. 2d §343: an agent who does an act otherwise a tort is not relieved from liability by the fact that he acted at the command of the principal or on account of the principal
b. Agent is liable for their torts
II. Principal’s Liability
a. Rest. 2d §219(1): a master is subject to liability for the torts of his servant committed while acting in the scope of their employment
b. Two elements to find liability:
i. Agent committing a tort must be a servant
ii. The servant must have committed the tort while acting in the scope of employment
c. Servant: a servant is an agent employed by a master to perform services in his affairs whose physical conduct in the performance of the service is controlled or subject to the right of control by the master (Rest. 2d §2(2))
i. Right to control manner and means of the agent's performance at work
d. Independent contractor: an independent contractors is a person who contracts with another to do something for him but who is not controlled by the other nor subject to other's right to control with respect to his physical conduct in the performance of the undertaking. He may or may not be an agent. (Rest. 2d §2(3))
i. Don't hold principal liable for IC because principal does not supervise the details of the IC work and therefore is not in a good position to prevent negligent performance
ii. EXCEPTION: If IC is an agent, principal is not liable for torts committed by IC or employees thereof, unless:
1. Principal retains (right to) control over the aspect of the work in which the tort occurs
2. Principal selects incompetent contractors
3. Activity contracted for is "nuisance per se"
a. Inherently dangerous or ultra-hazardous (activity that creates a peculiar risk of harm to others unless special precautions are taken)
e. Indicators of a Master/Servant Relationship - Rest. 2d §220(2):
i. P&A's beliefs about relationship
ii. Is A's work part of P's regular business?
iii. Extent of P's control over work details
iv. Who provides supplies etc.
v. Location of work
vi. Term of relationship
vii. Is A paid by job or with unit wage?
1. Wage is more likely a servant
viii. Whether A has distinct business
1. If agent has a separate business more likely to be an IC
2. See if agent has an incentive to do a good job
ix. Skill required of A
1. More skill is more likely to be an IC
x. ***another way is to FOLLOW THE MONEY!
f. Scope of Employment - Authorized Conduct - Rest. 2d §228(1): conduct within scope of employment if:
i. Of a kind employed to perform
ii. Substantially within authorized time and space limits
iii. At least in part to serve master and
iv. If force used not unexpected by master
g. Scope of Employment - Unauthorized Conduct - Rest. 2d §229(2): unauthorized conduct may be within scope if similar or incidental to conduct authorized:
i. The act commonly done by such servants
ii. Time place and purpose of act
iii. Previous relations between master and servant
iv. Would master expect such an act
v. Similar in quality to authorized acts
vi. Instrument of harm furnished by master
vii. Extent of departure form normal authorized methods
h. Intentional Torts and Scope of Employment - Rest. 2d §228(1)(d): intentional torts involving the use of force result in liability if use of force not unexpectable by master

Agent’s Fiduciary Duties 
I. Duties Relating to Performance
a. Duty to follow instructions - Rest. 2d §§ 383, 385: 
i. an agent has a duty to take action only within the scope of the agent's actual authority
ii. An agent has a duty to comply with all lawful instructions received from the principal
iii. If an agent's action beyond the scope of agent's actual authority causes loss to the principal, the agent is subject to liability to the principal
b. Duty to provide information - Rest. 2d §381:
i. Unless otherwise agreed, an agent is subject to a duty to use reasonable efforts to give his principal information which is relevant to affairs entrusted to him and which, as the agent has notice, the principal would desire to have and which can be communicated without violating a superior duty to a third person
c. Duty of care and skill - Rest. 2d §379(1):
i. Unless otherwise agreed, a paid agent is subject to a duty to the principal to act with standard care and with the skill which is standard in the locality for the kind of work which he is employed to perform and, in addition, to exercise any special skill that he has
II. Duties of Loyalty
a. General duty of loyalty - Rest. 2d §387:
i. Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency
b. Duty to account for profits arising out of employment - Rest. 2d §388:
i. Generally: unless otherwise agreed an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal
ii. Gratuities: agent needs to give the tips/gratuities they receive in scope of employment unless otherwise agreed
iii. Confidential info: An agent who acquires confidential information in the course of his employment or in violation of his duties has a duty not to use it to the disadvantage of the principal
1. Agent also has a duty to account for any profits made by the use of such information, although this does not harm the principal
iv. Business opportunities: all agents have a fiduciary duty to the principal not to take personal advantage of an opportunity and not to give the opportunity to a third person
1. Applicable when either the nature of the opportunity or the circumstances under which the agent learned of it require that the agent offer the opportunity to the principal
c. Acting as (or on behalf of) Adverse party w/out principal's consent - Rest. 2d §§389, 391:
i. Unless otherwise agreed, an agent is subject to a duty not to:
1. Deal with his principal as an adverse party; or 
2. Act on behalf of an adverse party
ii. In a transaction connected with his agency without the principal's knowledge
d. Acting as adverse party with principal's consent - Rest. 2d §390:
i. An agent who, to the knowledge of the principal, acts on his own account in a transaction in which he is employed has a duty to deal fairly with the principal and to disclose to him all facts which the agent knows or should know would reasonably affect the principal's judgment, unless the principal has manifested that he knows such facts or that he does not care to know them
e. Competition as to subject matter of agency - Rest. 2d §393:
i. Unless otherwise agreed, an agent is subject to a duty not to compete with the principal concerning the subject mater of his agency
1. ONLY applies during agency
2. Preparing to compete, comment e: even before the termination of the agency the agent is entitled to make arrangements to compete, except that he cannot properly use confidential information peculiar to his employer's business and acquired therein
f. Using or disclosing confidential information - Rest. 2d §395:
i. Unless otherwise agreed, an agent is subject to a duty to the principal not to use or communicate information confidentially given to him by the principal or acquired by him during his agency or in violation of his duties as agent, in competition with or to the injury of the principal, on his own account or on behalf of another, although such information does not relate to the transaction in which he is then employed, unless the information is a matter of general knowledge
III. Principal’s Consent – Opting Out
a. Conduct by an agent that would otherwise constitute a breach of duty of loyal does not constitute consent if principal consents to the conduct and:
i. In obtaining consent, agent acts in good faith and discloses all material facts that would reasonably affect the principal’s judgment and
ii. Consent concerns either specific act or transaction or acts of transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship
IV. Remedies (Rest. 2d §3999 & §§400s)
a. Monetary relief
i. Loss that the breach causes the principal
ii. Disgorgement of material benefit
b. Non-monetary
i. Injunction
ii. Basis on which to avoid or rescind a K
c. Fire the agent

Termination of Authority and Agency Relationship
I. Termination of Actual Authority
a. Agent's actual authority may be terminated by:
i. agent's death/cessation of existence - automatically terminates except as provided by law if agent is not a person
ii. principal's death/cessation of existence 
1. If principal is person: upon notice to agent, authority terminates
2. If principal is not person: automatically except as provided by law and organizational statutes
iii. Agreement between principal and agent or the occurrence of circumstances from which agent should reasonably conclude that principal would no longer assent
iv. Manifestation of revocation by principal to agent or of renunciation by the agent to the principal
1. Effective when other party has notice
II. Termination of Apparent Authority 
a. Termination of actual authority does not by itself end any apparent authority held by agent
b. Apparent authority ends when it is no longer reasonable for the third party to believe that the agent continues to act with actual authority
III. After termination of agency, agent has: (Rest. §396)
a. NO duty not to compete with the principal
b. Duty not to use or disclose to 3rd persons in competition with the principal trade secrets, written lists of names, or other similar confidential matters given to him only or the principal's use or acquired by the agent in violation of duty
c. Duty to account for profits made by sale or use of trade secrets and other confidential info


PARTNERSHIP LAW
Partnership Formation
I. UPA §6(1): a partnership is an association of two or more persons to carry on as co-owners a business for profit
II. Characteristics:
a. Easy to form
i. No intent requires, no K required
b. Default rules/flexibility
i. Can opt out of most default rules and write in whatever you want
c. Potential for conflict in decision-making
d. Personal liability 
i. Partners are personally liable for the actions of the partnership
III. Pass-through taxation
a. Profits of partnership are only taxed at one level
IV. Are you in a partnership? - UPA §7: 
a. The sharing of gross returns (revenues) does not establish a partnership
b. The receipt by a person of a share of the total profits (net income) is prima facie evidence that he is a partner
V. Factors to establish a partnership:
a. Intention of parties
b. Right to share in profits
c. Obligation to share in losses
d. Ownership and control of property and business
e. Community of power in administration
f. Conduct of the parties toward 3rd parties
g. Language of agreement
h. Rights of parties on dissolution
VI. Rules of partnership:
a. Each partner can bind partnership in contracts
b. Partnership is liable for partner's torts
c. Obligations are personal obligations of partners
d. Fiduciary duties owed to partners
e. Entitled to share control
f. Entitled to share profits and losses
VII. Default partnership provisions:
a. All profits are shared equally (UPA §18(a))
b. Each partner gets a vote (UPA §18(e))
c. Differences of opinion in governing partnership subject to majority vote (UPA §18(h))
d. No partner can draw a salary for carrying on partnership business (UPA §18(f))

VIII. Partnership by Estoppel
a. Plaintiff must establish a representation, either express or implied, that one person is the partner of another
b. The making of the representation (or consent) by the person sought to be charged as a partner
c. Reasonable reliance by third party on representation
d. A change of position by the third person

Partnership Liability
I. Partners as Agents
a. Partner as an agent - ordinary course -UPA §9(1):
i. Every partners is an agent of the partnership for the purpose of its business and the act of every partner for apparently carrying on in the usual way the business of the partnership binds the partnership, unless the partner so acting has no authority to act for the partnership in the particular matter, and the person with whom he is dealing has knowledge of the fact that he has no such authority 
1. Partners can agree that another partner does not have authority but it must be communicated to the 3rd party or else there is still apparent authority
b. Partner as an agent - extraordinary course - UPA §9(2):
i. An act of a partner which is not apparently for the carrying on of the business of the partnership in the usual way does not bind the partnership unless authorized by the other partners
II. Liability 
a. Partnership liability for partner's acts - UPA §13:
i. Where, by any wrongful act or omission of any partner acting in the ordinary course of the business of the partnership or with the authority of his co-partners, loss or injury is caused to any person or any penalty is incurred, the partnership is liable therefore to the same extent as the partner so acting or omitting to act
b. Partner's liability for partnership's obligations - UPA §15:
i. All partners are liable:
1. Jointly and severally for everything chargeable to the partnership under §13
2. Jointly for all other debts and obligations of the partnership
c. Analysis:
i. Was partner’s act in ordinary course of business?
1. If so, was partner prohibited from taking specific action
a. If no – partnership bound (actual authority)
b. If yes – did 3rd party have notice?
i. If yes – partnership NOT bound
ii. If no – partnership bound (apparent authority)
2. If not, was the act expressly authorized?
a. If no, partnership NOT bound
b. If yes, partnership bound

Fiduciary Duties 
I. Duty of Care
a. Act with standard care and with the skill which is standard in the locality for the kind of work
b. To violate duty, partner's action must constitute gross negligence or willful misconduct
i. Unless a stupid decision by a partner was grossly-negligent, reckless or intentional, all partners share the financial loss
c. Can be modified to an extent BUT partnership MAY NOT unreasonably reduce the duty
i. OKAY: absolving actions taken in good faith
ii. NOT OKAY: absolving intentional misconduct
II. Duty of Loyalty
a. Incorporate general duty from Rest. 2d Agency:
i. Don’t act as an adverse party
ii. Don’t compete in partnership business
iii. Don’t misuses property/confidential information
b. UPA §21: partners must account for and hold as trustee any profits/benefits derived from transactions connected with the conduct of the partnership or from the use of its property
c. Can be modified to an extent BUT partnership agreement may  not eliminate the duty of loyalty but may identify specific types or categories of activities that do not violate the duty of loyalty (must be reasonable)
III. Informational Duties
a. UPA §19: partners have access to and may inspect the partnership books at any time
b. UPA §20: partners shall render on demand true and full information of all things affecting the partnership to any partner
c. Expanded by agency law: without demand, any information concerning partnership's business/affairs reasonably required for proper exercise of partner's rights and duties
IV. Scope of Duties
a. Business opportunity doctrine - UPA §21(1): every partner must hold as trustee any profits derived by him from transactions connected with the partnership
b. Scope of venture factors:
i. Geographic location
ii. Type of business
iii. Partner status
iv. How partner learned of opportunity
v. During or near end of partnership
vi. General partners vs. joint venture
1. Joint ventures: generally limited scope and limited time

Management Rights of Partners
I. Default rules UPA §18
a. All partners have equal rights in the management and conduct of the partnership business
b. No person can become a member of a partnership without the consent of all the partners
c. Any differences arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners; but no act in contravention of any agreement between the partners may be done rightfully without the consent of all the partners
i. Non ordinary matters or decisions in contravention to prior agreement need consent of ALL partners – ordinary course of business just need majority
II. Partners are free to make an agreement that suits them to get around UPA/RUPA - i.e.:
a. Executive committee making decisions
b. Majority approval for matters requiring unanimity under statute

Economic Rights of Partners
I. Rules for Distribution - UPA §18(a)
a. Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute towards the losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits
b. Default is that partners share profits and losses equally – if agreement modifies how you share profits then it also modifies how you share losses
II. Rules for Distribution - UPA §40
a. (b) Upon dissolution partnership assets should be distributed as follows:
i. Those owing to creditors other than partners
ii. Those owing to partners other than for capital and profits
iii. Those owing to partners in respect of capital
iv. Those owing to partners in respect of profits
b. (d) Partners shall contribute the amount necessary to satisfy the liabilities set forth
III. How to treat capital losses:
a. Per UPA §18(a): each must contribute to the losses, whether capital or otherwise,  sustained by the partnership according to his share in the profits
b. Per UPA §40(d): partners shall contribute as provided by §18(a) the amount necessary to satisfy the liabilities set forth in §40(b)
IV. Kovacik Rule:
a. Upon loss of money the party who contributed it is NOT entitled to recover any part of it from the party who contributed ONLY services
b. Rationale:
i. “Where one party contributes money and the other contributes services, in the event of a loss each would lose his own capital - the one his money and the other his labor. …the parties have, by their agreement to share equally in profits, agreed that the value of their contributions - the money on one hand and the labor on the other - were likewise equal; it would follow that upon the loss . . . of both money and labor, the parties have shared equally in the losses.”
c. Exceptions - not applied when:
i. Service partner was compensated for their work
ii. Service partner made a capital contribution, even if it was nominal

Partnership Dissolution
I. Steps
a. Dissolution: process that begins with winding-up and ends with the termination of the partnership
b. Winding-up: liquidating the partnership's assets or the business (sale as a going concern) in an orderly manner
i. Settling the partnership's debts/obligations
ii. Diving between the partners the balance (remaining assets/money)
c. Termination: the partnership ceases to exist
II. Causes – UPA §§29, 31
a. Three general ways:
i. By the will of a partner or partners
ii. By the occurrence of certain events
iii. By decree of court on an application by a partner
b. A partner always has the power but not necessarily the right to dissolve the partnership
c. If dissolution is wrongful, the "bad partner" is liable for damages to other "good" partners and these partners can continue the business
d. If partnership becomes illegal it will be dissolved
III. Dissolution Without Violation of Agreement – UPA §31(1)
a. Dissolution without violation of agreement:
i. By the termination of the definite term or particular undertaking specified in agreement
ii. By the express will of any partner when no definite term or particular undertaking is specified
1. “at will” partnership
iii. By the express will of all the partners either before or after the termination of any specified term or particular undertaking
b. KEY ISSUE - is the partnership a "term" partnership or an "at will" partnership?
IV. Dissolution by Decree of CT
a. Partner gets a decree of the court dissolving the partnership (equitable relief) (UPA §31(6))
b. UPA §32(1): CT shall decree dissolution if:
i. (a) - ( c) a partner is a lunatic, incapable or has been guilty of conduct prejudicially affecting business
ii. (d) partner willfully or persistently commits a breach of the partnership agreement, or so conducts himself in partnership matters that it is not reasonably practicable to carry on partnership business with him (COMMON)
iii. (e) business can only be carried on at a loss (VERY HARD TO PROVE)
iv. (f) other circumstances making dissolution equitable
V. Dissolution Without Unanimous Consent
a. Express or implied term?
i. No - "at will" - right to dissolve §31(1)(b)
ii. Yes - has term been met?
1. Yes - right to dissolve §31(1)(A)
2. No - dissolution by CT decree - §32(1)?
a. Yes - right to dissolve §31(6)
b. No - no right §32(1) - wrongful dissolution applies §38
VI. Wrongful Dissolution - §38
a. Ex-partners have the rights to damages for your breach of the agreement (UPA §38(2)(a)(II))
b. "good" partners can choose to:
i. Liquidate partnership property/assets and distribute proceeds to partners (UPA §38(1))
ii. Continue business until term is met and pay "bad partner" value of interest (UPA §38(2)(b),( c))

CORPORATIONS
General Background; Formation; Limited Liability
I. Introduction
a. Sources of corporate law
i. State
1. Corporations code: governs actions of players within corporation
2. Internal affairs doctrine: law of state of incorporation controls internal governance
3. Delaware General Corporation Law (DGCL)
ii. Federal (primarily "public" corporations)
1. Disclosure
2. Insider trading
3. Shareholder voting (proxy)
4. Tender offers
b. Attributes of corporations
i. Legal personality
1. Corporation is an entity with separate legal existence from owners
a. Makes its own decisions
b. Enters into K
c. Can sue, be sued
i. NOT the CEO
d. Separate taxpayer
e. Owns assets
2. Act through AGENTS and the corporation is the PRINCIPLE
ii. Limited liability
1. Shareholder of a corporation is NOT personally liable for the acts or debts of the corporation UNLESS exception applies
2. Most that shareholder can lose is amount of initial investment
a. i.e. liability is limited
iii. Liquidity
1. Transferable shares & infinite life
a. Shareholders can sell shares to whoever they want (absent an agreement otherwise)
i. Easy for investors to share interest
b. Cannot force corporation to dissolve
c. Closely held corporations may restrict transfer and or have an illiquid market
2. Corporation “lives” forever
iv. Separation of ownership and control
1. All corporate powers are exercised by the board of directors which manages the business and affairs of the corporation NOT the shareholders
2. Shareholders are the owners, board makes decisions (shareholders elect board)
v. Flexible capital structure
1. Capital structure - claims on corporation's assets and future earnings issued under contractual instruments (securities)
a. Many ways to package these (stocks, bonds etc.)
2. Assets are broken into equity and debt
a. Equity
i. Common stock
1. Limited voting rights
2. Limited cash flow rights (last to get money if corporation goes under)
3. Periodically receive dividends (when board says ok)
ii. Preferred stock
1. Hybrid of common stock and bonds
2. Contractual dividend
3. Get money after debt but before common stock
4. Less risk than common stock but more limited voting rights
b. Debt – money goes here first
i. Bonds (public debt)
1. VERY tradable
ii. Bank debt
vi. Tax treatment
1. Subject to "double" taxation
2. Corporation pays taxes
c. Parties
i. Shareholders: residual owners; elect board of directors
ii. Board of directors: manage corporate affairs; makes important decisions; appoint officers
iii. Executive officers: run company day to day
d. Agency Problems in Corporate America
i. In large corporations, board is self-perpetuating
1. Board normally nominates directors
2. CEOs are powerful (big say on nominees)
ii. Concern: board and management have effective control but own minimal stock
1. They may have their own objectives which they pursue at the expense of shareholder interests
II. Types of Corporations:
a. Closely Held Corporations
i. Small, very few shareholders who run the show
1. Less agency issues
ii. Shares contain restrictions on transfer
iii. No secondary market
iv. Shareholders are members of the board AND officers
1. Oppression of minority is issue - hard to exit by selling your shares
b. "Private" Corporations
i. Larger than closely held corps.
ii. Limited number of shareholders
iii. Biggest shareholders are very involved
iv. Federal law restricts share transferability
c. "Public" Corporations
i. Many shareholders, not involved in management
ii. Shares are freely tradable
1. Must comply with federal disclosure rules
III. Promoter Liability
a. Promoter: a person who takes the preliminary steps in organizing a corporation
i. Making Ks (purchase/lease property for corporate facilities)
ii. Procuring stock subscriptions
1. Issue a prospectus describing operations of the proposes corporation to let prospective investors (subscribers) make the decision to buy
iii. Securing a corporate charter
iv. Acts as an agent of the business prior to its incorporation
b. Promoter is personally liable on contracts made prior to incorporation UNLESS 3rd party agrees to hold the corporation rather than the promoter liable
i. Merely indicating that promoter is signing for "a corporation to be formed" is not enough
c. Once formed, corporation may assume liability (adopt) and the 3rd party may release the promoter
i. Novation: all parties must consent
d. If investors are sharing profits and control with promoter prior to attempted incorporation they are all partners and are all liable
IV. Formation of a Corporation
a. Steps
i. Come up with idea, find investors
ii. Pick a state to incorporate
iii. Draft articles of incorporation
iv. File articles with secretary of state of incorporation (Del §106)
v. Organizational meeting (Del §108)
vi. Finalize initial set of directors
vii. Appoint officers
viii. Adopt by-laws (Del §109)
b. Choosing where to incorporate
i. Regardless where offices are it is the law of the state of incorporation that governs its internal affairs (relationships between shareholders and between shareholders and management)
ii. Delaware is popular for large, public corporations
iii. For smaller companies the benefits of incorporating outside may not outweigh the cost
c. Articles of Incorporation
i. MUST include (Del §102(a))
1. Corporate name for corporation
2. Classes and number of authorized shares
3. Name and street address of the corporation's initial registered office and agent
4. Name and address of incorporators (if their power ends at incorporation, name of initial directors)
ii. MAY include (Del §102(b))
1. Provisions NOT inconsistent with law regarding how to manage the corporation
2. Imposition of personal liability on shareholders for debts of corporation
3. Eliminating or limiting the liability of a director to the corporation or its shareholders
4. Provision permitting or mandating indemnification of a director for liability
5. Duration of corporation (otherwise forever)
iii. Generally can be amended by a vote of majority of the shares UNLESS a higher vote is required by the articles
1. One reason why it is important to have good article – way to contract around default ruls
d. Bylaws- Del §109
i. Sample provisions:
1. Number and qualification of directors
2. Committees of the board, responsibility
3. Quorum, notice requirements for shareholder and board meeting
4. Title, duties of officer
ii. Articles of incorporation determine whether power to amend the bylaws is vested in either the board or the shareholders (or both)
V. Defective Formation
a. Created to avoid inequitable results in cases of defective corporation formation
b. De facto corporation
i. treats firm as a corporation and grant shareholders limited liability if organizers:
1. Can point to state statute under which corporation can be validly incorporated
2. In good faith tried to incorporate and comply with that statute
3. Have acted and done business as a corporation
ii. Doesn't protect a person who was aware that the incorporation effort was defective at the time
iii. Not available in all states
c. Corporation by estoppel
i. Grant the shareholders limited liability against only contract creditors if person dealing with the firm:
1. Thought it was dealing with a corporation
2. Would earn a windfall if now allowed to argue that the firm was not a corporation
VI. Limited Liability and Piercing the Corporate Veil
a. GENERAL RULE that shareholders are NOT liable for corporation’s obligations BUT in some circumstances the CT will “pierce the corporate veil” and hold shareholder’s liable
b. For a corporation's shareholders to be liable for the corporation's obligations, plaintiff must show:
i. There is such a unity of interest and ownership that the individuality or separateness of such person and corporation has ceased AND
1. Look to way business is run (where offices are etc.), how the money is used
2. Essentially need to show that corporation and shareholder are the same
ii. That the facts are such that an adherence to the fiction of the separate existence would sanction a fraud or promote injustice
1. Not enough to show that creditor will be unable to collect full amount owed unless CT pierces veil
2. Need to show a wrong 
a. Unjust enrichment, deliberate attempt to use the corporation to escape creditors etc.
c. Factors for Piercing the Veil
i. Failure to follow corporate formalities
1. If the corporation is not following the corporate formalities then they should not get the benefit of being called a corporation and if you are not following formalities it is unlikely you are acting in best interest of shareholders
2. See if corporation has bylaws, board of directors, minutes etc.
ii. Comingling of funds
iii. Using corporate assets as own
iv. Undercapitalization
1. Purposely don’t put money in corporate account to avoid having to pay victims
d. Special cases where some factors matter more than others:
i. Identity of plaintiff
1. Voluntary creditors (contract)
a. Less likely to be sympathetic because they voluntarily entered into arrangement
b. Less likely to pierce corporate veil
c. Formalities matter more
2. Involuntary creditors (tort)
a. More lenient because did not get into this situation voluntarily
b. More likely to pierce veil
c. Capitalization matters more
ii. Identity of shareholder
1. Closely held v. public
2. Corporate shareholder
VII. Parent/Subsidiary Cases
a. Most corporations operate through other corporations (subsidiaries)
i. The subsidiaries do most of the work
ii. Protects the parent from liability of subsidiary and insulates other subsidiaries from each other
iii. Allows for specialization for subsidiaries
b. Factors for Parent/Subsidiary Piercing
i. Common directors, officers, business departments
ii. File consolidated financial statements and tax returns
iii. Parent finances the subsidiary
iv. Parent pays salaries and expenses of subsidiary
v. All subsidiary business is given to it by parent
vi. Parent uses the subsidiary's property as its own
vii. Subsidiary doesn't observe corporate formalities
viii. Daily operations are not kept separate
ix. Subsidiary operate with grossly inadequate capital
x. Want to show that parent is the same company as the subsidiaries
c. Enterprise Liability Doctrine - Horizontal Piercing
i. Ask whether a group of corporations have been operated as a single business enterprise
ii. Want to show that two of the subsidiaries are the same – conducting the same business but separated for a fraudulent reason
iii. CT more willing to horizontally pierce
iv. Factors:
1. Common business name; address; phone number
2. Same shareholders; same officers; common employees
3. Services rendered by employees of one corporation on behalf of another; payment of wages by one corporation to another corporation's employees
4. Common record keeping & accounting; unclear allocation of profits/losses between corporations
5. Undocumented transfers between corporations
d. Reverse Piercing - Triangular Piercing
i. If you can pierce the veil to the shareholder and then pierce the veil between the shareholder and another subsidiary that subsidiary could be liable for the other subsidiary
ii. Sea-Land v. Pepper

The Role of Directors and Officers; Fiduciary Duties to Shareholders
I. The Role of Directors and Officers; Managing the Business Affairs of the Corporation
a. The Board of Directors
i. Has power and duty to manage corporate affairs
1. Decide whether corporation will merge or borrow money
2. Power to act on behalf of corporation
3. Power to gran authority to corporate agents
a. Then look back to agency law
ii. Appoints management teams and meets periodically to review and approve significant decisions presented by management
1. Meet maybe 4x a year
iii. Owes fiduciary duties to corporation and shareholders
1. Protected by Business Judgment Rule
iv. Types of directors:
1. Insiders
a. Members of management team
b. Significant relationship with management
c. Concern with insides is that the board is supposed to review the management BUT if board is all insiders then they cannot effectively manage the management
2. Outsiders/independent directors
a. No relationship with company
v. Board functions - DGCL §141(a)
1. The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors
2. Very flexible rules
vi. Board composition - DGCL §141(b)
1. The board of directors shall consist of 1 or more members, each of whom shall be a natural person. The number of directors shall be fixed by or in the manner provided in the bylaws unless the certificate of incorporation fixed the number. Directors need not be stockholders unless so required. The certificate of incorporation or bylaws may prescribe other qualifications
vii. Guide to managing corporation:
1. Give board a goal/end
a. Shareholders’ wealth maximization
2. Give board ample discretion in choosing how to attain this goal
a. Business judgment rule is the standard
3. Limit this discretion with fiduciary duties
a. Duty of care
b. Duty of loyalty
viii. Dividends
1. General rule: CT will leave dividends to the discretion of the directors
2. Absent fraud, illegality, conflicts, negligence or waste they approve whatever board decides
a. Business judgment rule
ix. Shareholder primacy
1. A business corporation is organized and carried on primarily for the profit of the stockholders
2. Discretion of directors is to be exercised in the choice of means to attain that end and does not extend to a change in the end itself
b. Executive Officers
i. Run company day to day
1. Top management team (C-Suite):
a. CEO - most senior manager, oversees entire company
b. CFO - responsible for financial activities of the company, financial planning, controls and accounting
c. COO - manages day to day operations
d. CLO - general counsel
II. The Duty of Care and the Business Judgment Rule
a. Business Judgment Rule
i. Rebuttable presumption that directors in performing their functions are honest and well meaning and that decisions are informed and rationally undertaken
b. Judges WILL NOT second guess board decision UNLESS challenger can show:
i. Fraud, bad faith, illegality
ii. Lack of rational business purpose (waste)
1. REALLY hard to prove
iii. Failure to become informed in decision making
1. Determination of whether a business judgment is an informed one turns on whether the directors have informed themselves prior to making a business decision of all material information reasonably available to them
iv. Conflict of interest
v. Failure to oversee corporation's activities
c. Exculpation of Director's Care Failures - DGCL §102(b)(7)
i. Certificate of incorporation may also contain a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director provided that such provision shall not eliminate or limit the liability of a director:
1. For any breach of the directors duty of loyalty to the corporation or its stockholders
2. For acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law
3. Under §174 of this title; or
4. For any transaction from which the director derived an improper personal benefit
ii. ONLY limits the duty of care
d. Indemnification - DGCL §145
i. Contract between corporation and directors, that if director DOES become liable (due to position on the board) the corporation will indemnify them
ii. If successful, person SHALL be indemnified (§145( c))
1. If person fights it and wins corporation must indemnify you
iii. If not successful (directors is held liable):
1. No indemnification if person liable to the corporation unless court permits (§145(b))
a. Generally no indemnification when director is liable to corporation because they harmed the corporation and having corporation pay for it does not make sense
2. If suit is by 3rd party then may indemnify if acted in good faith and in a manner reasonably believed to be or not opposed to the best interests of the corporation, and had no reasonable cause to believe conduct was unlawful (§145(a))
e. Directors and Officers Insurances - DGCL §145(g)
i. A corporation shall have power to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the corporation…against any liability asserted against such person and incurred by such person in any such capacity…whether or not the corporation would have the power to indemnify such person against such liability under this section
ii. Typically part of compensation packet
iii. This is a way to cover directors liability for breach of loyalty or when they cannot be indemnified
III. Good Faith (Compensation and Oversight)
a. SUBSET OF DUTY OF CARE
b. Duty to be informed - obligation to monitor/oversight
i. Have rudimentary understanding of firm's business (exercise ordinary prudent care)
ii. Monitor; keep informed of corporation's affairs
iii. Read/understand financial statements
iv. Not rely on subordinates when they have notice that the subordinates when they have notice that the subordinates are acting inappropriately
v. If see shady stuff, inquire further and object if necessary resign
c. Elements of a Law Compliance Program
i. Policy manual
ii. Training of employees
iii. Compliance audits
iv. Sanctions for violation
v. Provisions for self-reporting of violations to regulators
d. Graham v. Allis Chalmers: directors are entitled to rely on the honesty of their subordinates until something occurs to put them on notice that illegal conduct is taking place
i. If they are put on notice and then fail to act or if they recklessly repose confidence in an obviously untrustworthy employee, liability may follow
ii. No duty to install a law compliance program from the outset, absent red flags
e. In re Caremark: directors obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system exists, and that failure to do so may in theory at least render a director liable for losses caused by non-compliance with legal standards
i. BUT this a business decision so under DGCL §102(b)(7) it is optional because it was viewed as a duty of care issue
f. Stone v. Ritter: confirmed Caremark
i. Necessary conditions for director oversight liability:
1. Directors utterly failed to implement any reporting or information system or controls; or
2. Having implemented such a system consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention
ii. Imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations
1. Implies a violation of duty of loyalty
iii. Not only do you need a system BUT you must pay attention to the system
IV. The Duty of Loyalty
a. Interested Director Transactions
i. Kinds of conflicts
1. Direct interested transactions: 
a. director enters into a K with the corporation
2. Indirect interested transactions: 
a. entering into contracts with companies that are owned by director of your corporation
b. still a conflict if corporations that share a director enter into a K together
c. director of corporation enters into a K with director’s family member
ii. Is there a conflict?
1. Burden is on plaintiff to show that there is a conflict of interest - if there is no conflict then there is no duty of loyalty issue
2. Still may be a duty of care issue
iii. If there is a conflict of interest have to see if the transaction was approved/ratified by independent board or shareholders
1. Authorizing a transaction - DGCL §141(b)
a. A majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation or the bylaws require a greater number
b. The vote of the majority of the directors present at a meeting at which a quorum is present shall be the act of the board of directors unless the certificate of incorporation or the bylaws shall require a vote of a greater number
2. If they approve you then see if they cleansed the conflict
a. §144(a): no contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and any other corporation, partnership, association or other organization in which 1 or more of its directors or officers are directors or officer or have a financial interest shall be void or voidable solely for this reason if:
b. Ratification/Cleansing by disinterested directors - DGCL §144(a)(1)
i. The material facts as to the director's or officer's relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors and the board in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors even though the disinterested directors be less than a quorum
ii. Common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction
c. Ratification/cleansing by disinterested shareholders - §144(a)(2)
i. The material facts as to the directors or officers relationship or interest and as to the contract or transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract or transactions specifically approved in good faith by vote of the shareholders
1. Assume this means disinterested shareholders
ii. Effect of approval by shareholders:
1. Duty of care claims extinguished
2. Shifts burden of proof to plaintiff to show waste or gross negligence for duty of loyalty claims
d. If it is cleansed then the plaintiff has burden to prove they violated business judgment rule
3. If they do not approve, then have to see if it was fair to the corporation
a. BURDEN ON DEFENDANT TO PROVE FAIR 
b. If it's not fair, it's voidable
c. If it is fair, then the burden is on plaintiff to show that board violated business judgment rule
d. Hallmarks of fair transaction Del. §144(a)(3)
i. Must replicate an arm's length transaction by falling into range of reasonableness
1. Courts carefully scrutinize terms, particularly price, to see if interested director advanced her interest at the expense of the corporation
ii. Transaction must be valuable to the corporation, as judged by its needs and scope of business
iii. Examine transparency and role of interested director in initiation, negotiation and approval
b. Corporate Opportunities
i. Basic Doctrine
1. No appropriating business prospects that the firm itself is capable of (and interested in) pursuing
2. Incentives of firm and fiduciary are likely to be in profound (maybe complete) opposition
ii. Steps of analysis:
1. Is it a corporate opportunity?
a. Interest/expectancy test
i. Interest: projects over which the corporation has an existing contractual right
ii. Expectancy: projects that are likely, given current rights to mature into contractual rights
iii. Refers to CURRENT activities of the corporation
b. Line of business test
i. Activity to which corporation has fundamental knowledge, practical experiences and ability to pursue, which logically and naturally is adaptable to its business and is one that is consonant with its reasonable needs and aspirations for expansion
ii. Sweeps in prospective areas of growth
c. Source of the opportunity
i. Did fiduciary become aware of the opportunity…
1. In connection with performance of functions
2. Under circumstances that should reasonably lead her to believe that person offering opportunity expects it to be offered to the corporation
3. Through use of corporate information/property
ii. Did opportunity come from source that was attracted to agent's personal skill reputation and expertise and not those of the corporation
d. Incapacity defenses
i. Corporation unable to pursue opportunity itself
1. Legal constraints
2. Financial constraints
3. Business constraints 
4. Refusals by 3rd party to deal with corporation
2. Fiduciary must disclose existence and interest if it looks like a corporate opportunity
a. If a director or officer receives a corporate opportunity and wants to appropriate it she must first FULLY disclose the existence of the opportunity and her interest to the firm
b. Otherwise fiduciary must abstain from appropriating opportunity
3. After disclosure, does corporation reject it?
a. If after full disclosure, corporation rejects the opportunity the fiduciary can exploit it
b. Corporation can reject:
i. Via board/shareholder action (DGCL §144)
ii. Implied refusal (some courts)
1. If director fully discloses and never hears back
c. If NO full disclosure the transaction is still voidable
iii. Contracting out of COD - DGCL §122(17)
1. Every corporation shall have power to renounce in its certificate of incorporation or by action of its board of directors any interest or expectancy of the corporation in or in being offered an opportunity to participate in specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or 1 or more of its officers, directors or stockholders
iv. If the corporate opportunity was taken away from corporation then corporation is entitled to damages

Roles, Duties and Rights of Shareholders
I. Shareholders Generally
a. Shareholders: residual owners; elect board of directors
i. Shares of common stock entitle them to cash flow and control rights
ii. Cash flow rights: residual/equity interest
1. Dividends when and if declared by board
2. Pro-rata share of assets on liquidation (after fixed claims satisfied)
iii. Control rights: some voting rights
1. Elect directors
2. Vote on certain important matters
II. The Duty of Loyalty and Controlling Shareholders
a. Dual Class Shares
i. Way to sell stock in corporation BUT want to retain control
1. Can always share less then 50% of common stock or can have two classes of shares
ii. One class will have more shares but fewer voting rights while the other class has less shares with each one having more voting power
iii. Class with more shares and less voting rights have more cash flow rights
b. Shareholders acting as shareholders owe one another no fiduciary duties
i. EXCEPTIONS:
1. Controlling shareholders may owe fiduciary duties to the minority
a. Worry about siphoning assets or freeze out mergers
2. In a closely held corporation shareholders may owe each other duties (like partners)
c. Protecting Minority from Oppression in Close Corporation
i. Liberal dissolution statutes
1. Judicial dissolution (some states)
a. Directors are deadlocked
i. Unable to make corporate decisions, shareholders unable to resolve deadlock
ii. Deadlock injures corporation – prevents business from being conducted
b. Shareholders are deadlocked
i. Evenly divided – unable to elect directors for 2 years running
c. Fraud, oppression, illegality by majority
d. Corporate assets are being misapplied or wasted
2. Dissolutions – Delaware
a. Voluntary – DGCL §275
i. Board of directors vote (majority of whole board) + shareholder vote (majority of outstanding) + filing of certification of dissolution (§275(a)(b)))
ii. Unanimous shareholder consent + filing (§275(c))
b. Judicial – NO right for dissolution for oppression
c. Statutory close corporations – DGCL §355
i. Articles may give shareholders a right to dissolve the corporation (at will or after some event)
ii. Various requirements and formalities to be a SCC
ii. Imposition of Expansive Fiduciary Duties
1. Wilkes test:
a. Shareholders in a close corporation owe each other a duty of strict good faith subject to:
i. Controlling shareholder must show legitimate business objective for challenged action
ii. If objective is demonstrated, minority must show that controlling group can accomplish it in a manner less harmful to minority’s interests
iii. If so, CT balances legitimate business purpose against practicability of proposed alternative
2. Delaware approach
a. REJECTS special close corporation fiduciary duties
b. BUT controlling shareholders subject to SInclair standard
d. Majority Shareholder - Steps of analysis:
i. Is there a majority shareholders?
1. If no, no duties owed
ii. If so, look to see if they received a benefit from subsidiary to the exclusion and at the expense of the minority shareholders
1. If no, plaintiff has burden to show they violated business judgment rule
iii. If so, then there is a conflict of interest and a duty of loyal issue is raised
1. Have to see if the transaction is fair to the subsidiary
2. Burden is on defendant
iv. BUT if it is approved by an informed majority of the minority of shareholders then the burden shifts to plaintiff to show it was unfair
1. If it is not then the defendant still has burden to show it was fair
III. Freeze out merger
a. Given that minority shareholders can be forced to give up their shares, freeze out regulation focuses on ensuring that they receive a fair price
i. Encourage negotiating and approval process approximating arm's length transaction
ii. Allow dissenting shareholders to receive court determined fair value for shares (DGCL §262)
b. Components of entire fairness of transaction
i. Fair dealing
ii. Fair price
c. Guide to freezing out:
i. Special committee of independent directors represents subsidiary
1. Uses independent financial & legal experts
2. Authority to use subsidiary's full bargaining power
ii. Transaction conditioned on approval by majority of minority shareholders
1. Valid ONLY if all material info disclosed to shareholders
2. Majority of ALL outstanding minority shareholders, not just those voting
d. Appraisal remedy - DGCL §262
i. Give shareholders who dissent from the merger the right to have the fair value of their shares determined and paid to them in cash
IV. Shareholder Derivative Actions
a. Basics
i. Since a corporation is an independent legal person it can sue and be sued
1. Decision to sue is a business decision
ii. When a corporation suffers harm shareholders are indirectly harmed by the decrease in their shares value but direct harm it to corporation
1. So corporation has to sue
iii. Is a claim derivative or direct?
1. Tooley two pronged standard:
a. Who suffered alleged harm?
b. Who would receive the benefit of any recovery or other remedy?
iv. Derivative Suit
1. A derivative suit is a suit in equity against corporation to compel it to sue a 3rd party
2. Suit alleging a loss to shareholder caused by a loss to the corporation
3. Brought by a shareholder on corporation's behalf
4. Cause of action belongs to corporation since it arises out of an injury done to corporate entity
v. Direct actions
1. Suit alleging a direct loss to shareholder (arising from injury directly to shareholder)
2. Brought by shareholders in his or her own name
3. Cause of action belongs to the shareholder in his or her individual capacity
b. Plaintiff Qualification (Del. Ch. R. 23.1)
i. Plaintiff must have been a shareholder at the time of the alleged wrong and maintained that status throughout the litigation
1. Don’t want people to buy into law suits
ii. Plaintiff must fairly and adequately represent the interests of the shareholders
1. Must appear as a typical shareholder – don’t want majority shareholder to do this
c. Demand requirement (Grimes v. Donald)
i. Shareholders must first approach the board and demand that they pursue legal action
1. Letter from shareholder to the board
2. Sufficiently specific to apprise the board of the nature of the cause of action and its merits
a. Identify alleged wrongdoers, describe factual basis of the wrongful acts and the harm caused to the corporation, request remedial relief
ii. Unless it's futile - demand excused if:
1. Plaintiff proves there is reasonable doubt that board can make independent decision to assert claim if demand were made – see if:
a. Majority of board not independent for purpose of responding to the demand
i. Financial interest in challenged transaction
ii. Controlled/dominated by the wrongdoer
iii. This is easier to show
b. Challenged transaction was product of valid exercise of business judgment rule
i. Harder to show that they violated business judgment rule
2. Basically need to cast doubt in court’s mind that the board should not be trusted
3. No discovery, only "tools at hand" available
iii. Effect of making demand before filing suit is that plaintiff effectively concedes that demand was required and may no longer litigate demand excusal issue
1. The board then gets deference under the business judgment rule
iv. If the demand is refused, have to see if the refusal is wrongful (CT decides - standard is business judgment rule)
1. If it is wrongful then plaintiff can bring suit 
2. If it was not wrongful the suit goes away
v. If the demand is not refused then the board sues for plaintiff
d. Special Litigation Committees (SLCs)
i. If the demand is excused because of some conflict they can set up a special litigation committee (SLC) to make recommendation
1. If they do not recommend dismissal case continues (shareholder maintains control)
2. If they recommend dismissal then court reviews the recommendation
ii. Want to put as many independent directors on the SLC, want as many resources as possible
iii. CT then reviews the SLC recommendations 
1. Two step evaluation:
a. Evaluate board’s independence, good faith and decision process
i. Like business judgment rule
ii. Burden on corporation to show this
b. Then apply CT’s business judgment
i. Including public policy consideration
e. Indemnification and Insurance
i. Directors/Officers may be protected by §102(b)(7) and §145
ii. See above for discussion
V. Shareholder and Creditor Tension
a. Tension because shareholders care about firm profitability and creditors case about firm solvency
b. Generally shareholders control firm
i. But they are not the only ones who are harmed if the board makes a bad decision
ii. Creditors also harmed
1. They have priority of payments over shareholders
2. They care more about getting paid back then they do about the company becoming largely profitable
c. Creditors are concerned about:
i. Excessive risk taking (overleveraging, gambles)
ii. Excessive distributions (dividends, repurchases)
a. Corporate law does NOTHING for creditors
d. Solutions to this conflict under corporate law:
i. Piercing corporate veil
1. But CTs are not very willing to pierce for contract creditors
ii. Fiduciary duties
1. Can argue that board owes duties to shareholders AND creditors
2. Some CTs hold that once corporation enters into zone of insolvency the board can no longer just take into account the shareholder’s interest – also have to look at creditors
a. Not super helpful – once insolvent no money left
b. Two definitions of insolvency:
i. Balance sheet insolvency
1. Look to balance sheet to see balance of firm assets and liabilities
2. Long term insolvency
ii. Equity/cash flow insolvency
1. Whether corporation can pay debt as it comes in the door
2. Short term insolvency
3. No direct claim
a. Board does not owe creditors any fiduciary duties
iii. Legal restrictions on distributions
1. Limits on Dividends- DGCL §170(a)
a. The directors of every corporation may declare and pay dividends upon the shares of its capital stock either (1) out of its surplus as defined and computed in accordance with §154 or (2) in case there shall be no surplus out of its net profits for the fiscal year in which the dividend is declared and or the preceding fiscal year
i. (2) is called a nimble dividend
1. if you don’t have surplus you can pay dividends out of net profits
2. allowed because it is hard to raise profits when you don’t have a surplus, this allows you to promise the investor that if you make a profit they will get a dividend
b. Surplus - DGCL §154
i. Surplus= net assets - (stated) capital
ii. Net assets= total assets - total liabilities
iii. Stated capital: par value of all issued shares
1. Aka paid in capital or capital stock
c. Par value
i. Issuer cannot sell stock at a price that is below par - par value is specified in articles of incorporation
ii. Par value is now an arbitrary figure having no relation whatsoever to the price at which shares were issued or to their price in secondary market
iii. "low par" shares - par value of $0.00001
d. Revaluation
i. Many assets are carried on the books at historical cost (amount paid) so what is on the balance sheet is not the accurate value
ii. Board is allowed to properly revalue assets when calculating surplus
1. Not required to unless it becomes grossly inaccurate
iii. Cannot make up number – must be based on research and facts
iv. Sometimes results in being able to pay higher dividends
v. Net assets go up with revaluation is higher
1. If it is lower it would lower your surplus
2. Repurchases
a. Why would you repurchase stock?
i. Support stock price – sends signal of good prospects, gets rid of free cash flow
ii. Need shares for convertible securities
iii. Preferential tax treatment for investors
b. Status of repurchased stock
c. DGCL §160(a) – repurchases
i. Every corporation may purchase its own shares; provided however that no corporation shall:	
1. Purchase or redeem its own shares of capital stock for cash or other property when the capital of the corporation is impaired or when such purchase…would cause any impairment of the capital of the corporation
3. Liability for Illegal Distributions
a. DGCL §174(a): in case of any willful or negligent violation of §160 or §173 of this title, the directors under whose administration the same may happen shall be jointly and severally liable at any time within 6 years after paying such unlawful dividend to the corporation and to its creditors in the event of its dissolution or insolvency
i. Liable for illegal portion of distribution
b. Exculpation of Director’s Breaches of Duty – DGCL §102(b)(7)
i. Such provision shall not eliminate or limit the liability of a director:
1. For any breach of the directors duty of loyalty to the corporation or its stock holders
2. For any acts or omission not in good faith or which involve intentional misconduct or a knowing violation of law
3. Under §174 of this title
e. Unif. Fraudulent Transfer Act/Bankruptcy Code
i. Transfers with actual intention to hinder, delay or defraud
ii. Transfers without receiving reasonably equivalent value during or resulting in insolvency
iii. Trustee in bankruptcy can void these
iv. In re Tri-State Paving
f. Contractual Provisions (covenants)
i. Negative covenants (thou shall not…)
1. Pay dividends beyond specified amount
2. Issue more senior debt
3. Issue new debt that is more than $X
4. Acquire or merge with another company
ii. Positive covenant (thou shall…)
1. Use proceeds from sale of assets to pay down debt
2. Provide audited financial information
iii. Number and strictness of covenants related to:
1. Credit quality of issuer
2. Interest rate
VI. Shareholder Voting, Proxy Fights and Proposals
a. Shareholder Voting and Proxy Fights
i. Who:
1. Owner of a share on record date is entitled to notice and vote (DGCL §213(a))
a. Record date cannot be earlier than 60 days before the meeting, no later than 10 days
2. Generally each share is entitled to one vote – unless certificate of incorporation specifies otherwise (DGCL §212(a))
a. Like dual class shares
ii. When:
1. Annual shareholder meetings (DGCL §221(b))
a. Elect directors, routine matters, proposals
2. Special shareholder meetings (DGCL §211(d))
a. By request of the board or someone entitled under articles/bylaws
b. Mergers, major assets sales
iii. How:
1. Quorum requirements – in order for shareholders to take action there must be a quorum at the meeting
a. Majority of shares entitled to vote (§216(1))
b. Certificate or bylaws may reduce down to 1/3
c. Can be a problem for large widely held companies because hard to get shareholders to meeting
2. Shareholders may appear and vote either in person or by proxy (DGCL §212(b))
a. Shareholder appoints proxy (agent) to vote her shares at the meeting by means of a proxy (card)
i. Can specify how shares votes or give discretion
ii. Revocable – most recent one governs
b. Corporation mails management’s proxy card
3. Required Vote
a. Most matters require a majority of shares present at meeting (or represented by proxy) at which there is a quorum (DGCL §216(2))
b. Some actions have different voting requirements
4. Different Voting Requirements
a. Plurality of shares present
i. Electing directors (§216(3))
1. Majority of shares present (§216(2))
a. Bylaw amendments (§109(a))
b. Precatory shareholder resolutions
b. Majority of shares entitled toe vote (outstanding)
i. Mergers (§251(c))
ii. Sale of all or substantially all of assets (§271(a))
iii. Amending certificate of incorporation (§242(b)(2))
iv. What:
1. Election of directors
a. In general:
i. Elected at annual meeting (§211(b))
ii. Requires a plurality of votes cast (§216(3))
b. SPECIAL CASES
i. Cumulative voting DGCL §214
1. Corporations may adopt cumulative voting in certificate or bylaws
2. Each shareholder number of votes is multiplied by then number of directors up for election
3. Shareholders may split their votes on any number of candidates; or use all votes on a single candidate
4. Candidates with most votes are elected
ii. Classified or staggered boards DGCL §141(d)
1. The directors of any corporation may by the certificate of corporation or by a bylaw adopted by a vote of the stockholders, be divided into 1,2 or 3 classes
2. Only some of the directors are elected each year (like the Senate)
c. Voting for Incumbents
i. Nominating committee of board nominates a slate of directors
ii. Board identifies other issues to be voted on
iii. At company expense management prepares proxy statement and car and solicits shareholder votes
d. Voting for Insurgents
i. A shareholder (insurgent) solicits votes in opposition to the incumbent board of directors
1. Electoral contests: run a competing slate of directors against incumbent board’s nominees
2. Issue contests: solicit votes against some proposal (urge fellow shareholders to vote no on a merger)
ii. Insurgents must pay to send out unofficial proxy solicitation and materials to solicit proxies
e. Froessel Rule:
i. Incumbent board: costs are reimbursed win or lose
ii. Insurgent board: costs reimbursed ONLY if win
1. Unless board votes to reimburse them
2. Fundamental corporate changes
a. Three fundamental decisions in firm’s life:
i. Mergers (§251(c))
ii. Sale of all or substantially all of assets (§271)
iii. Dissolution (§242 (b))
b. These actions MUST be initiated by the board and then presented to the shareholders for approval – usually at a special meeting
c. Approval requires majority of shares entitled to vote (outstanding shares)
3. Amending Articles or Bylaws
a. Modifying certificate of incorporation (§242(b)(1))
i. The directors shall adopt a resolution and holders of majority of the outstanding stock must vote in favor of the amendment
b. Modifying Bylaws (§109(a))
i. The power to adopt, amend or repeal bylaws shall be in the stockholders entitled to vote (plus directors if provided in certificate)
b. Shareholder Proposals
i. Securities Exchange Act Rule 14a-8: allows qualifying shareholders to put a proposal before their fellow shareholders and to have proxies solicited in favor of those in the company’s proxy statement
1. Expense borne by company
ii. Who are proponents?
1. Hedge and private equity funds
2. Individual activists
3. Pension funds
a. Union
b. State and local employees
4. Charities
iii. Social proposals can include:
1. Global human rights policies
2. Contract supplier standards
3. Non-discrimination
4. Emissions and energy efficiency reporting
5. Indigenous rights policy
6. Recycling
7. Pesticides, toxic chemicals
iv. Governance proposals can include:
1. Takeover defenses
2. Board diversity and independence
3. CEO compensation
4. Political contribution disclosure
5. Separate CEO and chair
6. Cumulative voting
v. Company Response to Proposals:
1. Try to exclude proposal on procedural or substantive grounds
a. Must have specific reason to exclude that is valid under 14a-8
2. Include with opposing statement
3. Negotiate with proponent
4. Adopt proposal as submitted
vi. If Company Wants to Exclude:
1. Exclude on procedural or substantive grounds
a. A proper reason to exclude under Rule 14a-8
2. File a notice of intent to exclude with SEX
3. Send copy to proponent who may reply
4. Wait for SEC staff level action:
a. Can exclude: issue a no-action letter
b. Should include: notify issuer of possible enforcement action if proposal is excluded
c. Intermediate position: proposal no includible in present form, but can be cured
vii. Proper Reasons to Exclude under Rule 14a-8
1. Eligibility Requirements for Shareholder Proposals 
a. 14a-8(b)(1): owned at least 1% or $2k (whichever is less) of issuer’s securities for at least one year prior to submission of proposal
b. 14a-8(d): proposal plus supporting statement cannot exceed 500 words
c. 14a-8(c): only one proposal per corporation per year per shareholder
2. Repeat & Duplicate Proposals
a. 14a-8(i)(12): proposal can be excluded if it (or a substantially similar one) was submitted…
i. Once during the preceding 5 years and got less than 3% of the vote
ii. Twice in the preceding 5 years and got less than 6% of the vote the last time it was submitted
iii. 3 times in the preceding 5 years and got less than 10% of the vote the last time it was submitted
b. 14a-8(i)(9)-(11): conflicts with company’s proposal; duplicate included proposal; proposal has been implemented
3. Not Proper Action for Shareholders – Rule 14a-8(i)(1)
a. If the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization
b. That is, proposal must be action which is proper for shareholder to initiate
i. Look to state law to decide
ii. If shareholders are not allowed to initiate still okay if precatory 
4. Proposal not Relevant to Firm’s Operations – Rule 14a-8(i)(5)
a. If the proposal relates to operations which account for less than 5% of the company’s total assets...and for less than 5% of its net earnings and gross sales…and is not otherwise significantly related to the company’s business
5. Ordinary Business – Rule 14a-8(i)(7)
a. Proposal deals with a matter relating to the company’s ordinary business operations
i. Aimed at proposals seeking to micromanage
ii. Complex matters that shareholders as a group are not in a position to make an informed judgment about
6. Relates to Electing Directors – 14a-8(i)(8)
a. May exclude if proposal:
i. Would disqualify a nominee standing for election
ii. Would remove a director from office before his or her term expired
iii. Questions competence, business judgment or character of one or more nominees or directors
iv. Seeks to include a specific individual in the company’s proxy materials for election to board
v. Could affect outcome of upcoming election
7. Other Reasons…
a. 14a-8(i)(2): implementing would violate law
b. 14a-8(i)(3): implementing would violate proxy rules (proposal is false, misleading, vague)
c. 14a-8(i)(4): proposal involves personal grievance or special personal interest
d. 14a-8(i)(6): company lacks power or authority to implement
e. 14a-8(i)(13): specific amount of dividends
VII. Shareholder Voting Control; Control in Closely Held Corporation
a. Shareholder Agreement DCGL §218(c) 
i. Relating to election of board of directors
1. Generally okay because is not subject to fiduciary duty
2. Voting Trust DCGL §218(a)
a. Agreement among shareholders under which their shares are transferred to a trustee, who becomes the nominal, record owner
b. Trustee votes shares in accordance with the provisions of agreement and is responsible for distributing dividends to beneficial owners
ii. Relating to limitations on board’s discretion
1. More problematic when they relate to discretion that is subject to fiduciary duties
2. If directors agree in advance to limit that judgment then shareholders do not receive the benefit of their independence

SECURITIES FRAUD AND INSIDER TRADING
Securities Fraud and Rule 10b-5
I. Federal Securities Regulation
a. 1933 Securities Act
i. Primary v. Secondary markets
1. Primary: involve an issuer of a company selling interest in company to the public
2. Secondary: sale between investors – money goes to whoever is selling the stock NOT the corporation
ii. Private v. Public Offerings
1. Private: corporation decides to sell to a small group of rich investors
2. Public: sold to the public at large
a. Most regulation focuses on this
iii. Registration and Disclosure
b. 1934 Securities Exchange Act
i. Broader (exam focuses on this)
ii. Periodic disclosures: 8-Ks, 10Qs, 10Ks
1. Public corporation needs to present certain reports on a quarterly/yearly basis
iii. Proxy Rules
1. Only applies to public corporations
iv. Tender Offer Rules
v. Short Swing Profit Rules (Section 16)
1. When insider of public company buys and sells securities in a short time frame (6 months) any profits are disgorged to company
vi. Rule 10b-5
1. Applies to primary and secondary
2. Applies to transactions in public and private companies
II. Companies Subject to Securities Exchange Act
a. Registered public under 1933 Act (SEA §15(d))
b. Listing on national exchange (SEA §12(a)(b))
i. NYSE, Nasdaq
c. Over the counter stocks (SEA §12(g))
i. Total assets >$10 million AND
ii. At least 2000 shareholders
III. Section 10(b) of 1934 Exchange Act
a. Section that deals with fraud genearlly
b. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—
i. (b) To use or employ, in connection with the purchase or sale of any security. . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the [SEC] may prescribe as necessary or appropriate in the public interest or for the protection of investors.
IV. Rule 10b-5: 
a. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails or of any facility of any national securities exchange…
i. (a) to employ any device, scheme, or artifice to defraud,
ii. (b) to make any untrue statement of a material fact or to omit to state a material fact necessary … to make the statements made, in the light of the circumstances…not misleading
iii. (c) to engage in any act, practice, or course of business which operates or would operate as a fraud of deceit upon any person…in connection with the purchase or sale of ANY security 
b. applies to ANY type of security (regardless if it is publically traded) and applies to issuer transactions (offerings) AND secondary transactions
c. Rule 10b-5 Road Map:
i. Jurisdictional Nexus
1. Instrumentality of interstate commerce
2. Federal law
3. VERY easy to meet
4. Security  stock, bond
ii. Transactional Nexus
1. The lie or deception was in connection with the purchase or sale
a. MUST be buying or selling a security
2. Plaintiff: either a seller or purchaser OR SEC
3. Defendant: any person whose fraudulent activity is in connection with the purchase or sale of a security by plaintiff
a. In connection with is VERY broad – does not need to be a buyer or seller
b. Person can be real or legal
iii. Establish Fraud
1. Misrepresentation or omission
2. Material fact
3. Scienter
4. Reliance
5. (Loss) Causation
6. Damages
d. Misrepresentation or Omission
i. Plaintiff must point to some misstatement 
ii. Omissions – generally do not have a duty to disclose (material or immaterial)
1. Unless the law mandates you must disclose
2. IF someone asks you and you like  fraud!
3. If there was a duty to disclose then reliance is presumed
e. Materiality
i. A fact is material if there is substantial likelihood that a reasonable [investor] (1) would consider the fact important in deciding whether to buy or sell the security or (2) would have viewed the total mix of information made available to be significantly altered by disclosure of the fact
ii. Rule of thumb is 5% - if it is more than this it is material
iii. See if market does or would react to the information
iv. Contingent Events – SEC v. TGS
1. Materiality hinges on “a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity…”
f. Scienter
i. Must have the intent to defraud
ii. Negligence is not enough – recklessness may be enough
iii. Fraudulent intent!!
g. Reliance
i. Plaintiff has to show that the alleged misrepresentation caused him to entered into a transaction
ii. In face-to-face transactions it is easy
iii. When investors buy shares of large public companies in the secondary market things are more complicated 
1. Investors rarely read company’s reports or calls; rely on analysts and market to digest information
2. Can’t bring class action if plaintiffs have to prove that every member relied on misrepresentation 
iv. Fraud on the Market Theory:
1. Creates a presumption of reliance for securities traded in efficient markets:
a. Stock price of publicly traded company reflects all publicly available material information
b. Disclosed false information will affect stock price
c. Investors “rely” on this information when they transact in the stock at market price, even if they didn’t themselves read the false information
2. Presumption is invoked when:
a. Defendant made a public misrepresentation
b. Misrepresentations were material
c. Shares were traded on an efficient market
i. Efficient market: the price of a security fully reflects (incorporates) all publically available information related to that security 
d. Plaintiff traded shares between misrepresentation and the time the truth was revealed
3. Rebut presumption with ANY showing that severs the link between the alleged misrepresentation and the market price or the plaintiff’s decision to trade
a. Market not deceived (truth had entered)
b. Market for securities NOT efficient
c. Plaintiff did not rely on integrity of price
v. Reliance Overview

	
	Face-to-Face
	Open Market

	Affirmative Misrepresentation
	Investor must show reliance
	Presumed (fraud on market)

	Omission with Duty to Disclose
	Presumed
	Presumed



h. (Loss) Causation
i. Plaintiff has burden of proving that defendant’s alleged act or omission (fraud) caused the loss for which the plaintiff seeks to recover damages
ii. Must allege that the subject of the fraudulent statement or omission was the cause of the actual loss suffered
iii. If the plaintiff sells before the misrepresentation is revealed, plaintiff is not harmed by fraud
iv. The misstatement MUST cause the loss
i. Damages
i. CTs have leeway in measuring damages subject to cap imposed by Section 28(a) of Exchange Act – plaintiff cannot recover a total amount in excess of his actual damages
1. NO punitive damages
ii. Most common measure of 10b-5 damages is the tort based out-of-pocket measure
1. Difference between contract price and the security’s “true value” at time of transaction
Insider Trading 
I. Four types of insider trading:
a. Classical insider trading: a fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary
b. Tipper and tippee
c. Rule 14e-3: trading on info about a tender offer
d. Misappropriation: fiduciary trades using information that was misappropriated
II. Basics/Common Law Approach
a. What is insider trading?
i. Buying or selling shares using “inside information” – making a profit from this
1. Inside information: information about the firm which is not publicly available
ii. Buying and selling using non-public firm information is NOT ALWAYS insider trading
1. Materiality
2. Duty to disclose
b. Insider Trading & Common Law
i. “Majority” rule: officers and directors may trade with shareholders without disclosing material information	
1. Corporation is not harmed – no duty issue because no duty owned to shareholders beyond their interests that relate to/parallel the corporation’s interests
ii. “Minority” rule: insiders have a duty of full disclosure of material information whenever they purchase shares from shareholders (face to face)
iii. “Special circumstances” rule: duty to disclose may be imposed when there are special circumstances
1. Concealment of identity by defendant
2. Failure to disclose highly material information
c. Common law approach – “Law in its sanctions is not coextensive with morality. It cannot undertake to put all parties to every contract on an equality as to knowledge, experience, skill and shrewdness.”
i. Left major informational advantages in the market largely unregulated:
1. Insider open market transactions
2. Insider face-to-face transactions with non-shareholders
3. Non-insider transactions
III. Rule 10b-5 and Classic Insider Trading
a. TGS v. SEC – example of “classic insider trading”
i. Information MUST be material for 10b-5 to apply
ii. Deciding when and whether to disclose is a business judgment rule 
1. Do not have to disclose BUT cannot lie
iii. TAKE AWAY: insiders possessing material non-public information must disclose or abstain
b. Chiarella v. US – limited duty to disclose or abstain
i. 10b-5 insider trading liability is premised on a duty to disclose arising from a relationship of trust and confidence between parties to the transaction:
1. “there can be no duty to disclose where the person who has traded on insider information ‘was not [the corporation’s] agent, … was not the fiduciary, [or] was not a person in whom the sellers [of the securities] had placed their trust and confidence.’”
ii. Insider trading violation ONLY if informed trader owed a duty to the corporation or shareholders of the firm whose stock he traded in
iii. Gets rid of argument that insider trading rules are meant to ensure informational “level playing field”
iv. Shift away from equal access towards a theory based on fiduciary duties
v. TAKE AWAY: no duty to disclose where person who trades on the information is not the issuer’s agent, fiduciary or is not a person in whom the counter party had placed trust/confidence 
1. There must be a relationship between the person buying and selling and the target and this relationship must give rise to a duty
c. Rule: fiduciary must disclose or abstain – cannot trade based on information obtained as a fiduciary
IV. Tipper/Tippee Liability
a. Dirks v. SEC: non-insiders MAY become liable as insiders in some cases
b. When is a tippee liable?
i. “a tipee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach”
1. In some circumstances a tippee may become an insider for purposes of disclose/abstain rule
ii. Two elements:
1. Tipper MUST breach
2. Tippee MUST know or SHOULD KNOW of breach
c. When does tipper breach duty?
i. ONLY if the purpose of the disclosure is to obtain, directly OR indirectly a personal benefit
1. Tipper and Tipee routinely exchanged stock tips – BREACH
2. Tipped out of revenge – BREACH
3. Tipper careless discussed information in elevator – NOT BREACH
d. Constructive Insiders
i. People who are not agents or fiduciaries who are subject to classical insider trading prohibitions
ii. Become a constructive insiders when they (1) obtain material information from the issuer with (2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential and (3) the relationship at least implies such a duty
V. Affirmative Defense - Rule 10b5-1(c)
a. Purchase or sale is not “on the basis of” material nonpublic information if the person making the purchase or sale demonstrates that before becoming aware of the information, the person had:
i. Entered into a binding contract to purchase or sell the security
ii. Instructed another person to purchase or sell the security for the instructing person’s account or
iii. Adopted a written plans for trading securities
b. The contract, instruction, or plan…
i. Specified the amount, price and date on which the securities were to be purchased or sold;
ii. Included a written formula or algorithm for determining the amount, price and date; or
iii. Did not permit the person to exercise any subsequent influence over how, when, or whether to effect purchases or sales
c. Also, any other person who did exercise such influence must not have been aware of the material nonpublic information when doing so
d. BASICALLY arguing that you were going to trade securities REGARDLESS of the information
VI. Rule 14e-3 – Tender Offers
a. Illegal to trade in securities of a company that will be the target of a tender offer using information obtained (directly or indirectly) from:
i. The bidder
ii. The target
iii. ANYONE connected to the bidder or the target (director, office, employee, attorney, etc.)
b. No breach of fiduciary duty to anyone required
i. Mere possession of material, non-public information about a pending tender offer leads to duty to disclose or abstain
VII. Misappropriation Theory - Rule 10b5-2
a. US v. O’Hagan: investor’s informational disadvantage vis-a-vis a misappropriator with material, nonpublic information stems from contrivance, not luck; it is a disadvantage that cannot be overcome with research or skill 
b. Duty of trust/confidence arises (for purpose of misappropriation theory) in addition to other circumstances when:
i. Person agrees to maintain info in confidence
ii. Persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating info expects him to maintain confidentiality; or
iii. Info is obtained from a close family member, unless recipient shows that history/practice indicates no expectation of confidentiality 

Statutory Insider Trading 
I. Section 16 of 1934 SEA
a. §16(a): “every person who is directly or indirectly the beneficial owner of more than 10 percent of any class of any equity security… or who is a director or an officer of the issuer of such security…within ten days after the close of each calendar month…shall file with the Commission…a statement indicating his ownership at the close of the calendar month and such changes in his ownership as have occurred during such calendar month”
b. §16(b): “any profit realized by [a beneficial owner of more than 10 percent of any class of any equity security…or a person who is a director or an officer of the issuer of such security] from any purchase and sale, or any sale and purchase, of any equity security of such issuer…within any period of less than six months…shall inure to and be recoverable by the issuer”
i. “Short swing profit”
1. Any profit realized by person identified in §16(a) from purchases bought and sold within 6 months is owed to the issuer
ii. AUTOMATIC RULE
II. Recovery
a. Any recovery (disgorgement of profit) goes to company
b. Corporation can bring an action, or an individual shareholder can sue derivatively
i. Shareholder’s lawyer can get a contingent fee out of any recovery or settlement
c. Courts interpret the statute to MAXIMIZE the gains the company recovers
d. Match a purchase with a sale 
i. That are within 6 months of each other and occur when you own 10% OR are an officer or director
ii. ANY profit is returned to corporation
III. Narrow Scope
a. VERY mechanical and VERY narrow
b. “Insiders” under section 16 - ONLY applies to officers, directors or shareholders with more than 10% of the stock
i. Smaller group of insiders than under Rule 10b-5
c. Section 16 ONLY applies to companies that must register under the 1934 Act
i. Companies with stock trading on publically traded exchange
d. Section 16 ONLY applies to equity securities, convertible bonds, options
i. 10b-5 applies to ALL issuers and securities
IV. Sales and Purchases by 10% Owners
a. §16(b) excludes any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved
b. Must be a 10% owner at the time you bought AND sold for §16 to apply
i. UNLESS you are an officer
c. Purchase that brings you over the 10% threshold is NOT subject to section 16
d. Sale that brings you under the 10% threshold is subject to §16
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