Business Associations – Guttentag – Fall 2016
I. TYPES OF ASSOCIATIONS

a. AGENCY: indicates the relationship that exists where one person acts for another
i. Legal Definition: Restatement of Agency Law 2nd §1: An agency relationship exists where:
1. One person (the principal) consents that another (the agent) shall act on the principal’s behalf

2. Subject to the principal’s control, and

3. The agent consents so to act

ii. Source of Law:  common law; restatement (effort to summarize common law)

iii. Why create an agency relationship?

1. You can’t do everything yourself and need someone to act on your behalf.

2. Exists when sole proprietor takes on employees to work for him

b. PARTNERSHIP: default type of firm, more than one person form a business together

i. Legal Definition: a partnership is an association of two or more persons to carry on as co-owners of a business for profit

ii. Why create a partnership?
1. Sometimes there needs to be more than one owner

2. Two people may have complimentary skills: one person has money the other has the skills for the specific business

iii. Source of Law: statutory law

iv. Types of partnerships/unincorporated entities

1. General Partnership 

2. Limited Partnership

3. Limited Liability Partnership

4. Limited Liability Company

c. CORPORATIONS: type of association that dominates the economy

i. Legal Definition: A legal “person” possessing the following:

1. Separation of ownership and control
2. Limited liability for owners
3. Criminal liability

4. Constitutional free speech right

ii. Requires FORMAL creation under state auspices
iii. Why create a partnership?
1. Ability to accumulate capital from many sources

2. More permanent ownership of assets

3. Able to handle larger size tasks

II. AGENCY RELATIONSHIPS
a. Formation

i. Restatement 2nd §1: Agency is the fiduciary relationship that results from
1. The manifestation of consent by one person (the principal) to another (the agent) that the other shall act on his behalf and subject to his control and consent by the other so to act
ii. Ease of Formation:

1. A contract is NOT Required to form a principal/agency relationship, just manifestation of consent
2. A principal need not exercise PHYSICAL control over the actions of the agent so long as the principal may direct the result or ultimate objectives of the agent relationship
3. When one asks a friend to do a slight service for him, an agency relationship exists even though no compensation or other consideration was contemplated
4. Why does ease of creating a principal/agency relationship matter?
a. Actions of the agent may create liability for the principal
b. Agents owe fiduciary duty to principals
Gorton v. Doty: Teacher, Doty, approached the high school football coach, Garst, and asked if they had enough cars to transport the team to their away game. Garst told her they needed one more. Doty volunteered her car on the condition that Garst drove it. Garst then was involved in an accident where football player Gorton was injured. The court had to determine whether a principal/agent relationship was formed.

Holding: The court found that a principal/agent relationship did exist. Doty exerted control over the manner in which Garst did the service and compensation was not required. They did not accept Doty’s argument that she merely loaned the car as a gesture of good will.

iii. Carve outs in formation of agency – CREDITOR and SUPPLIERS
1. Supplier and Agent

a. When someone is your agent, that creates liability because it’s someone else doing the work for you

b. The form of compensation often describes the type of relationship

i. someone who receives a fixed price is more likely to be a supplier

ii. if fixed fee for service makes it look more like an agency relationship

c. when you’re a supplier, you acquire all the risk and the benefit; but when you’re an agent, the principal takes the risk

2. Restatement 2nd §14(k): Suppliers
a. One who contracts to acquire property from a third 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

b. Factors indicating that one is a supplier rather than an agent, are

i. that he is to receive a fixed price for the property irrespective of price paid by him

3. Restatement 2nd §14(o) - When does a creditor become a principal?
a. Creditor becomes a principal at the point at which it assumes de facto control over the conduct of the debtor (when pure creditor, not taking on any liability)

i. If a creditor takes over management of debtor’s business and directs what contracts may or may n ot be made, he becomes liable as a principal

ii. DOES NOT MATTER what the contract says – the point in time that the creditor assumes control triggers the principal/agent relationship

iii. Banker’s protection clause – if someone starts working on your behalf, they’re your agent and you’re liable UNLESS you’re lending money

Gay Jensen v. Cargill: Warren Grain & Seed Co. (Warren), an agricultural company that operated a grain elevator, contracted with several local farmers (plaintiffs) to purchase grain for resale. In 1964, Warren sought financing for working capital from Cargill (defendant). The parties executed a security agreement by which Cargill would loan money to Warren on “open account” financing with a limit of $175,000, and Warren would receive funds and pay expenses through drafts drawn on Cargill through Minneapolis banks. The drafts were imprinted with Warren’s and Cargill’s names. 

In exchange for the financing, Cargill became Warren’s grain agent, and Cargill was given right of first refusal to buy grain sold by Warren. In 1967, the parties executed a new contract which increased Warren’s credit line and gave Cargill authority over some of Warren’s internal operations, including requiring Warren to give Cargill annual financial statements, granting Cargill access to Warren’s books, and requiring Cargill’s approval before engaging in certain financial transactions. Cargill exercised its contractual authority and commenced a pattern of reviewing Warren’s finances and operations and making business recommendations to Warren. 

By the mid-1970s, Warren was shipping 90% of its grain to Cargill. 

Cargill later discovered that Warren was engaging in some questionable uses of funds, but instead of calling the loan, Cargill executed new security agreements with Warren, increasing its limit to $1,250,000. Warren’s debt later exceeded its credit line and Cargill became increasingly involved with Warren’s finances, including keeping daily debit positions and opening a bank account in Warren’s name, funded by drafts drawn on Cargill through a local bank. Warren subsequently went bankrupt.

 The farmers who sold grain to Warren sued Cargill for recovery of $2 million, alleging that Cargill had acted as principal for the grain elevator and was thus liable for its agent Warren’s contractual obligations. 
Issue: Is a creditor liable as a principal for the contracts of a debtor when the creditor takes control of the debtor’s business functions? Cargill also asserts that its relationship with Warren was that of a buyer-supplier, not a principal-agent. However, in order for two businesses to have a strict buyer-supplier relationship, they must be independent businesses.
Holding: The court held that Cargill is the principal based on the control of the management decisions. 

· When did Cargill’s behavior become DE FACTO control?
· Cargill’s recommendations to Warren by telephone

· Warren’s inability to pay dividends without Cargill’s approval

· Cargill’s right of entry onto Warren’s premises to carry on periodic checks and audits

· Cargill’s determination that Warren needed strong paternal guidance

· Provision of forms to Warren upon which Cargill’s name was imprinted

· Financing of all Warren’s purchases of grain and operating expenses

· Cargill has right of first refusal to purchase grain sold by Warren at terminal market.
· What advice do you give Cargill next time?

· Draft documents so they do not suggest de fact control

· Never make loans to operators you are purchasing grain from – court said credit agreement is control (Guttentag disagrees – just standard terms of a loan agreement)

· Take more control over the operators you lend money to – if you are going to have liability, make sure they don’t do anything wrong

· Take less control over the operators you lend money to

· Pay closer attention to the amounts actually being disbursed

· How would you defend Cargill in this case?

· It’s not control, just typical relationship between borrowers and lenders

· This would chill loan making by calling lending money an agency relationship

· NOTE: lending money does not automatically create a firm – it is the de facto control that is the determining factor

b. Relationship with 3rd Parties & Types of Liability
CONTRACT LIABILITY

i. Principal liability in contract (must be AUTHORITY) – Is the principal liable for the contracts the agent makes?
1. Restatement 2nd §144: a principal is subject to liability upon contracts made by an agent while acting within his authority if made in proper form and with the understanding that the principal is a party.
2. Restatement 3rd §6.01-6.03: agent with authority can bind a principal to a contract
Note: 3 types of principals – RSA 2nd §4; RSA 3rd §1.04

· Disclosed

· Partially disclosed (2nd)/Unidentified (3rd)

· Undisclosed

3. SOURCES OF AUTHORITY WHICH CREATE LIABILITY: (1) AEA (2) AIA (3) AA (4) IAP, (5) R (6) E
a. Actual Express Authority (AEA)

i. Restatement 3rd §2.01: An agent acts with actual authority when the agent reasonably believes that the principal wishes the agent so to act
b. Actual Implied Authority (AIA)

i. Restatement 2nd §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
ii. Restatement 3rd §2.02(1): An agent has actual authority to take action designated or implied in the principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives
NOTE: AEA and AIA both deal with the relationship between the principal and the agent. Look at what the principal specifies as the scope of authority and what agent is allowed to do. (Does the agent go beyond that specified authority?)
Mill St. Church v. Hogan (AIA) – Church hired Bill to paint and said Bill should ask Gary to help him because parts of the church were difficult to reach for one person. Bill usually asked his brother Sam to help with these jobs and had been authorized by the church to do so in the past. Sam had recently left the church and the church elders did not want Sam to work on the job but did not communicate this to Bill who thought it was reasonable. Sam then broke his arm while painting the church. The church paid Sam for the amount of time he worked on the job.
Issue: Did Bill have authority (as an agent) to hire Sam (third party) to work for the church (principal)? 

Holding: The court said that there was not actual express authority because the church did not specifically tell Bill to hire Sam. However, there was actual implied authority because the job inherently required two people to do the job, Bill though it reasonable to ask his brother Sam. The church in fact suggested he get help from a second person and suggested a name. Furthermore, the church ratified Sam as a third party by paying him for the work completed. 
c. Apparent Authority (AA) 
i. AA deals with the relationship between the principal and the third party

ii. Looks to 3rd party’s reasonable interpretation of Principal’s intent, traceable to principal’s manifestation

1. The belief of the third party is crucial 

iii. The principal must be disclosed or partially disclosed
iv. Differences between RSA 2nd and RSA 3rd for AA:
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RSA 2nd §8: Apparent authority is the power arising from the principal’s manifestations to such third person (Principal must communicate directly with Third Party)
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RSA 2nd §27: Apparent authority is created by written or spoken words or other conduct of the principal, which reasonably interpreted, cause the third person to believe the principal consents to have the act done on his behalf
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RSA 2nd §159: a disclosed or partially disclosed principal is subject to liability upon contracts made by an agent within his apparent authority
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RSA 3rd §2.03: Apparent Authority is the power held by an agent to affect a principal’s legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is TRACEABLE to the principal’s manifestation
· RSA 3 explains the rule better: (current law)
· RSA 2 focuses on the principal’s manifestations directly to a third party
· RSA 3 adds “traceable” which makes it broader
· E.g. Burns tells Smithers to wear the company hat and then Smithers tells Lisa he is Burns’ agent. (even though P didn’t talk directly to T, reasonable belief traceable to manifestation of the principal.
· If Smithers stole the hat and lied to Lisa, Burns wouldn’t have authority under either R2 or R3. – not traceable to something the principal actually did for R3 and not a direct communication with the third party for R2
Apparent authority for an agent to bind a principal exists when the principal acts in a way that would lead a reasonable person to believe the agent has such authority, particularly when the agent does things that are usual and proper to the principal’s business.

370 Leasing v. Ampex (Apparent Authority) - Three-Seventy Leasing Corporation (370) (plaintiff), which buys computer hardware for lease to end-users, sued Ampex Corporation (Ampex) (defendant) for breach of contract to purchase computer core memories. After a meeting between 370’s sole employee, Joyce, Ampex salesman Kays, and Kays’ boss, Mueller, the parties commenced negotiations which resulted in Kays giving Joyce a written document containing the terms of sale of memory units from Ampex to 370. The document had signature blocks for a representative of each party to sign. Joyce signed on behalf of 370, but no one from Ampex signed the document. Shortly after Joyce signed the document, Mueller circulated an intra-office memorandum stating that Ampex had an agreement with 370 for the purchase of computer core memories, and that at Joyce’s request all communications with 370 concerning the sale would be handled through Kays. A few days later, Kays sent a letter to Joyce confirming the delivery dates and installation instructions for the core memories. At trial, Ampex contended that the only employees who had authority to enter into a contract were Ampex’s contract manager or supervisor, not salespeople. The district court nonetheless held that an enforceable contract existed between the parties.

Issue:   Does a salesperson have authority to bind a company to a sales agreement when the company apparently holds the salesperson out as its agent?

Holding: The court held that there was Apparent Authority told hold Ampex liable. In dealing with Joyce, Kays seems to have been given whatever authority his superior Mueller had. Joyce was reasonable in believing that Kays had apparent authority to enter into a contract that could bind Ampex, because Joyce knew Kays was employed by Ampex. Even though he did not see the office memo sent out by Mueller assigning Kays as the point-person, under the third restatement, Kays assertion that he had authority is traceable to an actual manifestation by Mueller.

· Transactional Lawyering – how to defeat apparent authority?
· Plaintiff must reasonably believe the agent had authority

· Principal should make any such belief unreasonable by notice (actual or constructive) by training agents to give notice to potential third parties, or forming a contract requiring approval by a specified contract manager.

d. Inherent Agency Power (IAP)

i. Kicks in when other theories of liability do not apply, but for policy reasons we want to hold the principal liable – exists when there is an undisclosed principal
ii. RSA 2nd §8A: Inherent Agency power is a term used in the restatement of this subject to indicate the power of an agent which 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 agent
iii. Inherent Authority in an “Undisclosed Principal”

1. RSA 2nd §195: An undisclosed principal “is subject to liability to third persons with whom the agent enters into transactions USUAL IN SUCH BUSINESSES

iv. Liability of an undisclosed principal

1. RSA 3rd §2.06(1): An undisclosed principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent acting on principal’s behalf and without actual authority if the principal having notice . . . did not take reasonable steps to notify them of the facts.” 

Watteau v. Fenwick (IAP): Fenwick purchased a bar from Humble but kept the name “Humble’s” and kept Humble on as employee. Fenwick as the principal told Humble (agent) that he could “only buy bottled ales and mineral waters yourself” (therefore he had actual express authority for those items). Humble also bought cigars and Bovril from Watteau (even though didn’t have express authority to do so). These are things however that are normal in the course of such a business. Fenwick was an undisclosed principal because Watteau believed that Humble was acting of his own accord as the owner of the bar. 

Holding: Fenwick had inherent agency power to enter into the contracts with Watteau because Watteau reasonably expected that she was dealing with the entity that owned and operated the bar, and did not believe she was dealing with a bar tender acting of his own accord. 
**Note: discrepancy between Restatement 3rd and Fenwick – under R3, technically Fenwick would have had to have notice and take reasonable action to notify the third party. Since he had no notice, under R3, he would not be liable. R3 clearly misinterpreted the common law on this point.

e. Ratification (R)

i. Even though the agent was not authorized to enter into a contract at the time of formation, at a later point, the principal agrees
ii. Restatement 2nd §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.
iii. Restatement 3rd §4.01: Ratification is the affirmance of a prior act done by another, whereby the act is given effect as if done by an agent acting with actual authority
iv. Restatement 3rd §4.03: a person may ratify an act if the actor acted or purported to act as an agent on the person’s behalf.
v. **note: distinct from IAP because here there is a disclosed principal, it’s just that the agent doesn’t actually have authority.
vi. ***caveat on Ratification: Restatement 2nd §89
1. If the affirmance of a transaction occurs at a time when the situation has so materially changed that it would be inequitable to subject the other party to liability thereon, the other party has an election to avoid liability.
2. E.g. an agent purporting to act for a principal, but without power to bind him, contracts to sell Blackacre with a house to a third party. The next day, the house burns down. The later affirmance by the principal cannot bind the third party (unfair for principal to gain)
f. Estoppel (E) 

i. Restatement 2nd §8(B): 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 if:

1. He intentionally or carelessly caused such belief, or
2. Knowing of such belief, did not take reasonable steps to notify them of the facts
ii. Change in position indicates payment of money, expenditure of labor, suffering a loss or legal liability
ii. In Contract, when is a 3rd Party Bound to the principal? (note that principal’s rights to step in and enforce the contract are slightly more limited than the third party’s rights)
1. Actual Express Authority (AEA) – YES
2. Actual Implied Authority (AIA) – YES
3. Apparent Authority (AA) – YES
4. Inherent Agency Power – YES
5. Ratification (R) – YES**
a. The decision is left up to the principal whether they want to accept the contract or not 
b. Principal does not have liability unless the contract is ratified by the principal
6. Estoppel – NO
a. The third party can enforce the contract against the principal, but the principal can’t enforce it against the third party
iii. Agent’s Contract Liability 

1. Restatement 2nd §320: Unless otherwise agreed, a person making or purporting to make a contract with another agent for a disclosed principal DOES NOT become a party to the contract
2. Restatement 2nd §321: Unless otherwise agreed, a person purporting to make a contract with another for a partially disclosed principal IS a party to the contract
3. Restatement 2nd §322: An agent purporting to act on his own account, but in fact making a contract on account of an undisclosed principal IS a party to the contract
TORT LIABILITY

iv. Principal’s liability in tort – is the principal liable for torts committed by the agent?
1. note that this does not replace basic tort law – you can always sue the negligent person, this is just a question of whether you can also sue the principal who likely has deeper pockets
2. Restatement 2nd §219: A master is subject to liability for the tort of his (1) servants committed while acting (2) in the scope of their employment

v. The Master/Servant Relationship (subcategory of agency relationships which give rise to tort liability)
1. Restatement 2nd §2(2): A servant is an agent whose “physical conduct is controlled or subject to the right of control by the master”

a. Unlike in forming a regular principal/agent relationship, here physical control is required (higher level of control)
2. Restatement 2nd §2(3): An independent contractor is a person who contracts with another but is NOT controlled or subject to control of physical conduct. He may or may not be an agent.
a. Types of independent contractors in the Restatement 2nd
i. Independent Contractor (Agent-type)

1. Subject to limited control by principal with respect to the chosen result
2. Agent has power to act on principal’s behalf
ii. Non-Agent Independent Contractor

1. Perhaps less control on principal’s part BUT

2. Agent has NO power to act on the principal’s behalf
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Diagram of Principal’s Liability for Torts committed by Agent
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· Is an Agent Also a Servant? RSA 2nd §220 - supp. pg. 6 
· 10 matters to consider in determining if agent is also a servant (factors to consider)
1. Extent of control which, by the agreement, the master may exercise over the details of the work

· More control = more likely to be servant

2. Whether or not the one employed is engaged in a distinct occupation or business

· Specialized work? - makes it less likely they're a servant because won't have to tell them what to do as much

3. The kind of occupation, with reference to whether, in the locality, the work is usually done under the direction of the employer or by a specialist without supervision
· Trade practice - usually closely supervised = servant

· Trade practice - usually without supervision = not servant

4. The skill required in the particular occupation

· More skilled, the less likely they are a servant and would be under your control

5. Whether the employer or the workman supplies the instrumentalities, tools, and the place of work for the person doing the work

6. The length of time for which the person is employed

· The longer they work for you, the more likely they are your servant

7. The method of payment, whether by the time or by the job

· Hourly pay = more likely to be servant

· Flat pay for the whole job = less likely to be servant

8. Whether or not the work is a part of the regular business of the employer

· If regular business, more likely you have control because you know how you want it done

9. Whether or not the parties believe they are creating the relation of master and servant

· If you think you have master/servant relationship, more likely you do have that relationship

· Look at course of dealings

· In looking at principal/agent relationship, belief doesn't matter, look at course of dealing

· But here when looking at master/servant relationship, you do look at belief of parties

· If you contract to say I have no physical control over your conduct, might help when court has to determine if there is a master/servant relationship

· Even though can't contract your way out of a principal/agent relationship

10. Whether the principal is or is not in business

· If normal business, then have more control because they are more likely to want things done in a certain way

· RSA 2nd § 228: General definition of scope of employment
· Conduct of a servant is within the scope of employment if, but only if:

· It is of the kind he is employed to perform

· It occurs substantially within the authorized time and space limits

· It is actuated at least in part, by a purpose to serve the master

· Was it for the benefit of the employer? (frolic & detour?)

· If force is intentionally used by the servant against another, the use of force is not unexpectable by the master

· Is force the cause of the tort?

· If expected then more likely to be within scope of employment

· e.g. - security guard/bouncer who pushes someone, expected by master that bouncer could get physical

· RSA 2nd §229: Kind of Conduct Within Scope of Employment EVEN IF UNAUTHORIZED - exceptions - list of borderline cases where someone does something not authorized but still within scope of employment

· Note that this is different than contract liability where conduct has to be authorized, for tort there are some exceptions

List of 10 factors to consider if unauthorized conduct is in scope of employment (factors to be considered) 

1. Whether or not the act is one commonly done by such servants

2. The time, place, and purpose of the act

· e.g. harm done while worker went to get lunch for other employees even though not specifically asked to do so

3. The previous relationship between the master and the servant

· e.g. told worker to get lunch previously even though not today

4. The extent to which the business of the master is apportioned between different servants

· e.g. 10 people on a conveyer belt doing different tasks v. having one skilled worker build a whole car himself

· The skilled worker probably more likely to be employee, creating liability for master for unauthorized work - won't have specific authorized tasks, so unauthorized tasks may still be considered to be in the range of conduct included in employment

· The more responsibility someone has, the larger the scope of work will be considered to be, so more likely unauthorized work comes under scope of employment

5. Whether or not the act is outside the enterprise of the master or, if within the enterprise, has not been entrusted to any servant

· Makes it less likely that this would be in scope of employment

6. Whether or not the master has reason to expect that such an act will be done

· If foreseeable by master, then more likely it will fall under scope of employment

7. The similarity in quality of the act done to the act authorized

8. Whether or not the instrumentality by which the harm is done has been furnished by the master to the servant

· Steam roller example - even if didn't tell Smithers where to drive the steam roller, provided the steam roller so more likely that the actions would fall under the scope of employment

9. The extent of departure from the normal method of accomplishing an authorized result; and

10. Whether or not the act is seriously criminal

· Not foreseeable by master so less likely to fall under scope of employment 

· When is a principal liable for actions OUTSIDE the scope of employment? – RSA 2nd §219(2)
· A master is liable for a servant’s torts outside the scope of employment if:

1. Master intended the conduct or consequences;

2. Master was negligent or reckless

3. Conduct violated a non-delegable duty of the aster; or

4. Servant purported to act on behalf of the principal and there was reliance upon apparent authority

Humble Oil & Refining v. Martin (Master/servant – RSA 228): Love left her car at a gas station operated by Schneider to get the breaks repaired. Love did not secure the car before handing control to Manis, the only station employee present who did not check the car either. The car rolled downhill and struck plaintiff and his children. Humble argued that it is not liable because Schneider was an independent contractor. 
Holding: Court said that this was clearly in the scope of employment, and Humble Oil asserted enough control over the station (there were Humble Oil signs, they owned the property and leased the equipment, supplies, and gasoline to Schneider. Therefore, Humble Oil had tort liability for the actions of its servant. It relied heavily on the contract provision which said Humble could make direct orders in regards to how the business was run.
Hoover v. Sun Oil Company (Master/servant - RSA 228): A gas station is operated by Barone and the station employee, Smilyk, caused a fire while filling plaintiff’s car with gas due to his negligence (smoking a cigarette). Although the station was operated by Barone, the signage was for Sun Oil and Sun Oil made weekly visits to the station for inspections. The plaintiff wants to go after the deeper pockets of Sun Oil for damages. 
Holding: Although when looking at the business reality, these “recommendations” made by Sun Oil to Barone were not optional, the court looked to the wording of the contracts and determined that unlike in Humble, Sun Oil did not exert enough direct physical control to have liability. There is a principal/agent relationship but not master/servant.
	
	RSA Section
	Humble Oil
	Sun Oil

	1
	Extent of control over work details
	May give orders
	Recommendations*

	2
	Whether it is a distinct business
	Schneider does repairs
	Barone may sell other products

	3
	Trade practice of supervision in locality?
	Local custom?
	Local custom?

	4
	Skill required of agent
	Moderate
	Moderate

	5
	Who provides supplies?
	Humble owns the property and stock
	Sun Oil owns the property and stock

	6
	Term of Relationship
	At will
	30 day/annual notice

	7
	Method of Payment
	Volume-based rent
	Volume-based but cap

	8
	Is the agent’s work part of the principal’s regular business?
	Core part of business
	Core part of business

	9
	Principal and Agent’s belief about the relationship
	No belief
	?

	10
	Is the principal in business?
	Humble in Busienss
	Sun Oil in Business


Arguello v. Conoco, Inc. (Master/Servant – RSA 229) There 3 Conoco gas stations. The first was Conoco-owned and in March 1995, the customer, Arguello, entered the station and attempted to purchase something with his credit card. Smith, the cashier asked him for ID and then told him that an out-of-state license was not sufficient. Smith then yelled racial epithets, profanity, and made obscene gestures at Arguello. He threw a six-pack of beer off the counter towards him. As Arguello left, Smith used the intercom to keep yelling racial epithets. Arguello then called customer service and talked to district manager, Corbin. Corbin looked at the security camera footage and although it had no sound, she agreed that Smith acted badly. Smith admitted to the behavior and was transferred to another store after people threatened to picket.
The other two stations were Conoco-branded. In September 1995, Ivory, Pickett and Ross went to a station in Fort Worth, texas. The employee said we don’t have to serve you people.” Police then came and forced them him to serve the group. Then, in November 1996, Escobeda went to a gas station in San Marcos, Texas. The employee refused to provide toilet paper for the restaurant and shouted “You Mexicans need to go back to Mexico!” He also made Escobeda pre-pay for gas. When Escobeda called Customer Service, the representative, Harper, said there was nothing they could do because it was not a Conoco-owned station. 

Holding: The court held that the employees in the Conoco-branded stores were not agents of Conoco. However, for the Conoco-owned stores, the court held that Conoco was liable because Smith was acting within the scope of her employment and referenced the 10 factors from §229 (although they said they were referencing §228.) – Just because an owner doesn’t condone the actions of an employee doesn’t mean it isn’t within the scope of employment.  
vi. Agent’s Liability in Tort
1. Restatement 2nd §343: An agent is subject to liability to a third party harmed by the agent’s tortious conduct

vii. Principal Liability Overview:
1. Contract Liability: if agent has authority to enter into a contract, then the principal is bound by that contract

2. Tort Liability: There must be a master/servant relationship and generally speaking the action must be within the scope of employment.
c. Roles and Duties within Agency Relationship
i. Roles: Principal and Agent
1. Principal sets out what he wants and ask the agent to do so
2. Agent either accepts or denies the request

ii. Duties: Principal and Agent

1. Agency is the fiduciary relation which results from the manifestation of consent by one person (the principal) to another (the agent) that the other shall act on his behalf and be subject to his control and consent by the other so to act.
a. This fiduciary duty arises regardless of whether there is a contract
iii. AGENT’S FIDUCIARY DUTY TO PRINCIPAL

1. Restatement 2nd §376 – General Rule:
a. The existence and extent of the duties of the agent to the principal are determined by the terms of the agreement between the parties
2. Restatement 2nd §379: Duty of Care and Skill:
a. Unless otherwise agreed, an . . . agent is subject to a duty to the principal to act with standard care and with the skill that is standard. . .
3. Restatement 2nd §381: Duty to Give Information
a. Unless otherwise agreed, an agent is subject to a duty to . . . Give his principal information which is relevant to the affairs entrusted to him. . .
i. Affirmative duty to speak, can’t remain silent unless asked (silence is not an option)
4. Restatement 2nd §387: Duty of Loyalty
a. Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal. . .”

b. Also, includes duty to:
i. Account for any profits arising out of employment
ii. If do something adverse, must be fair/disclose
iii. Not to compete in subject matter of agency
iv. Not act with conflicting interests
v. Not to use/disclose confidential information
iv. Accounting Terminology
1. Revenue (Gross): the amount of money that results from selling products or services to customers. Also known as Sales or more colloquially, Gross
2. Profit (Net): Revenues less expenses (where expenses include taxes) Also known as Net Income or, more colloquially, Net. The “bottom line” of the income statement

3. Income Statement: Financial statement that indicates results of operations over a specified period. Also, known as the profit and loss (P&L) statement

4. Profit Margin: the percentage of every dollar of sales that makes it to the bottom line. Profit margin is net income divided by sales. Also known as the Return on Sales (ROS)

General Automotive v. Singer (Agency Roles & Duties): Singer worked for general automotive making a salary in addition to 3% commission. For jobs that couldn’t be filled by General Automotive due to capacity or need for additional machinery, he would take the order and fill it through a different machine shop. He never told General Automotive, and kept the profits for himself. Also, when business was slow, he would place orders himself to keep the workers busy and then sell the cars later for a profit. General Automotive sued arguing that he violated his fiduciary duty in regards to a side deal he made with Husco for which he made $64,000 in profits. 
Holding: The court held that Singer did breach his fiduciary duty. He should have notified the company to see if they wanted to expand capacity, and taking profits for himself was not acting for the sole benefit of the principal. The courts really don’t like secret profits. 

An agent has a fiduciary duty to act in good faith and to further the interests of the principal. If an agent competes with the principal’s business, the agent has violated his or her fiduciary duty and is liable to the principal for profits made in the competitive enterprise. Singer directly competed with his employer Automotive by secretly filling orders meant for Automotive and then surreptitiously forming his own venture that conducted the same type of business in which Automotive engaged
v. What was the gross amount of the sale to Husco?

1. We know Singer’s profits were $10,183 based on his 3% commission

2. $10,183/.03 = $340,000

3. Gross of sale to Husco = $340,000

vi. What is Singer’s profit margin on the Husco sale?

1. We know Singer’s profit on the Husco sale = $64,088

2. 64,088/340,000 = 19% profit margin 

a. (gross)/(profits) = profit margin

vii. Singer’s contract specified in Section 8A that he must “devote his entire time to the business” and “not engage in other business of a permanent nature.” Is it possible for him to breach the contract and not breach his duty of loyalty?

1. Only if the contract waived the duty of loyalty

2. These two provisions seem contradictory – in those situations, the court gets to decide who is more sympathetic

viii. Why didn’t General Automotive just sue under breach of contract?

1. It would have been harder to calculate damages

2. Under breach of fiduciary duty however, General Automotive remedy would have been disgorgement of profits
a. they would get the entire $64,088 profits made by Singer rather than just their lost profits

3. Also, the contract was unclear so the court may have ended up finding no breach – fiduciary duty was safer since secret profits always cause breach of duty of loyalty
ix. How could Singer have disclosed the information when he was really the only manager at the shop?

1. The court was trying to prove a point more on the fact that there was a principal/agent relationship and subsequent duty to disclose rather than looking at business reality.
d. Termination of Agency 
i. Law says that either party can terminate the relationship at will
ii. Restatement 2nd §118: Revocation and Renunciation

1. Authority terminates if the principal (by revocation) OR the agent (by renunciation) manifests to the other dissent to its continuation
a. Has to be manifested directly to the other party
b. Manifestations can be actions rather than statements (but must be some kind of activity)
iii. Restatement 2nd §124(A): Effect of Termination of Authority upon Apparent Authority

1. The termination of authority does not terminate apparent authority
iv. Restatement 2nd §136: Notification Terminating Apparent Authority

1. Apparent authority terminates when third party has notice
2. Have to take away third party’s reasonable belief that the other person is working as your agent
v. Restatement 2nd §396: Agent’s Fiduciary Duties to Principal After Termination
1. Using Confidential Information After Termination of Agency
a. Unless otherwise agreed, after termination of the agency, the agent:
i. Has NO duty to not compete;
ii. Has a duty not to use or disclose trade secrets . . . the agent is entitled to use general information . . . and the names of customers retained in his memory . . . 
III. PARTNERSHIPS
a. Sources of Law
i. Uniform Partnership Act (1914) – UPA
ii. Uniform Partnership Act (1997) – RUPA
iii. Difference between UPA and RUPA
1. Mandatory v. default fiduciary duties
2. Financial consequences of wrongful termination – UPA more punitive

b. Formation
i. Partnership is default business association and you have to affirmatively state that you are not creating a partnership to opt out and rebut the presumption
ii. UPA (1914) § 6(1): 
1. A partnership is an association of two or more persons to carry on as co-owners of a business for profit
2. Carry on as co-owners: UPA §7: In determining whether a partnership exists
a. (3) The sharing of gross returns DOES NOT establish a partnership (revenues/commission)
b. (4) the receipt by a person of a share of the profits is PRIMA FACIE evidence that he is a partner . . . but no such interference shall be drawn if such profits were received in payment
i. (b) as wages of an employee
iii. How do you know if a partnership has been formed?
1. Factors from Fenwick:
a. Intention of the parties
b. Right to share in profits (not alone conclusive)
c. Obligation to share in losses
d. Ownership and control of partnership property
e. Contribution of capital
f. Right to capital on dissolution
g. Control of management
h. Conduct toward third parties, and
i. Right on dissolution
Fenwick v. Unemployment Compensation Commission: (formation of a partnership) - Fenwick (plaintiff) employed Chesire as a cashier and receptionist at his beauty parlor. Chesire initially worked for $15 per week, but after several months she demanded a raise. Not wanting to lose Chesire, Fenwick agreed to increase her compensation if his beauty parlor made more money. Fenwick and Chesire executed an agreement which described their association going forward as a “partnership,” and each of them as a “partner.” The agreement provided that Chesire would continue her current duties and be paid her existing salary plus 20 percent of the profits “if the business warrants it.” The agreement also stipulated that Chesire would make no capital investment in the beauty parlor, and that Fenwick would retain complete control of it and be solely responsible for its debts. Chesire continued to work as cashier and receptionist for three years after the agreement was executed. She subsequently terminated the agreement and quit her job to stay home with her child. The unemployment compensation committee sued because if Chesire is an employee, Fenwick is responsible for paying into the unemployment compensation fund. 

Holding: Considering the nine factors above, the court found that Chesire was an employee, and not a partner despite the wording of the contract. The main issue was that Chesire did not demonstrate ownership, management, and control of the business. 

	Terms in the Fenwick “Partnership Agreement”

	Return
	Chesire: $15/week + 20% of profits (with conditions)

Fenwick: $50/week + 80% of profits

	Risk
	Fenwick bore all losses

	Control
	Fenwick had all management control

	Duties
	Both full time: Fenwick manager and Chesire clerical

	Duration
	Either could sever (10 days’ notice)


c. Relationship with 3rd Parties
i. UPA §15: All partners are liable jointly for all debts and obligations of the partnership – scariest part of forming a partnership
1. UPA §9 (in contract)
a. Every partner is deemed to be an agent of the partnership and
b. The act of every partner carrying on in the usual way the business binds the partnership,
c. Unless the partner has no authority and the person with whom he is dealing has knowledge of the fact
i. Like agency law; as a co-owner, you are authorized to do anything within the ordinary course of business and thus can create liability
ii. Exceptions are when you’re not authorized and the third party has notice
2. UPA §13 (in tort): where wrongful act or omission of any partner acting in the ordinary course of the business of the partnership, the partnership is liable
d. Roles and Duties
PARTNERSHIP DUTIES

i. NOTE: difference between UPA and RUPA
ii. Source of Law: UPA (1914); RUPA (1997)
iii. Substantive Duties: Care; Loyalty; Information
iv. Ability to Modify: mandatory and default duties
v. Fiduciary Duties Among Partners under UPA (1914)
1. Default
a. Every partner is deemed to be an agent of the partnership (UPA §9)
b. Restatement of Agency Law §376-396 apply – all can be modified
c. Note that everything under principal/agent relationship is default and nothing is mandatory unlike for a partnership
2. Mandatory:
a. Obligation to render true and full information on demand (UPA §20)
i. The information requested must be related to the partnership
b. Must account for profits from any transaction connected with partnership (UPA §21)
c. Each partner has a right to a formal accounting (UPA §22)
vi. FIDUCIARY and INFORMATION Duties under RUPA (1997): can be modified under RUPA §103 (see below): NOTE: these are mandatory
1. Duty of Care: RUPA §409
a. RUPA §409(c): gross negligence, reckless conduct, intentional misconduct, or a knowing violation of law is a violation of duty of care
i. Obligation is just not to be wrongfully negligent in carrying on the business
ii. If just ordinary standard of care would have partners suing each other all the time, so the threshold is higher
2. Duty of Loyalty: RUPA §409
a. RUPA 409(b): The fiduciary duty of loyalty of a partner includes:
i. Account and hold as trustee any property, profit, or benefit derived by the partner in the conduct of the partnership, including a partnership opportunity
ii. Refrain from dealing as or on behalf of a party with an interest adverse to the partnership and
iii. Refrain from competing with the partnership in partnership business before dissolution
b. RUPA 409(e):
i. Self-interest is not dispositive
ii. As compared to agency, the agent must act solely for the principal but RUPA says partners can be a little self-interested and still be loyal to the partnership (allowed to take a salary)
c. RUPA 409(f): 
i. All partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction by a partner that would otherwise violate the duty of loyalty
1. If the opportunity would violate the duty of loyalty, then upon disclosure, the other partner can still deny approval
ii. *can’t get out of duty of loyalty unless the other partner lets you out even if you disclose everything
3. Information Duties RUPA §408
a. NOT fiduciary duties
b. (a) maintain books and records
c. (b) provide access to books and records
d. Furnish information unless not required to exercise rights and unreasonable
i. With or without demand – the RUPA adds an affirmative duty requirement
ii. But adds some limits on what must be revealed, can’t be unreasonable
4. Ability to Modify Duties under RUPA §105
a. RUPA introduces mechanism that allows some but not complete modification of duties
b. Relations between partners are not governed by agreement
c. Agreement may not:

i. Unreasonably restrict access to books and records (RUPA 408)
ii. Alter or eliminate duty of loyalty or duty of care, except as otherwise provided in §105(d)
1. If not manifestly unreasonable, the partnership agreement may:
(1) Alter or eliminate the aspects of the duty of loyalty stated in §409)b)
i. No secret profits,
ii. No competing
iii. No dealing in conflicting business
iii. Identify specific types of categories of activities that do not violate the duty of loyalty
iv. Alter the duty of care, but may not authorize conduct involving bad faith, willful or intentional misconduct, or knowing violation of the law
1. Can contract to a requirement lower than gross negligence, but not willful misconduct
d. Manifestly Unreasonable – RUPA §105

i. RUPA §105(e): The court shall decide as a matter of law whether a term of a partnership agreement is manifestly unreasonable. The court:
1. Shall make its determination as of the time the challenged the challenged term became part of the partnership agreement and by considering only circumstances existing at the time; and
2. May invalidate the term only if, in light of the purposes and business of the partnership, it is readily apparent that:
(1) The objective of the term is unreasonable; or
(2) The term is an unreasonable means to achieve the term’s objective
vii. Comparing DUTY OF LOYALTY under UPA and RUPA

1. UPA §21: must account for profits from any transaction connected with the partnership
2. RSA §387: unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal
3. RUPA §409
a. Duty of Loyalty – 409(b) – must account for profits from any transaction connected with the partnership
b. Additional provision – 409(e) – self-interest is NOT dispositive
4. Seems like UPA is more limited because only discusses profits but UPA relies on the RSA and that has a broader test and more onerous obligation that you agents (partners) have to be acting solely for the principal (partnership). The RUPA softens that obligation
viii. Comparing DUTY OF CARE under UPA and RUPA

1. RSA §379: Duty of care and skill: unless otherwise agreed, agent is subject to a duty to the principal to act with standard care and with the skill which is standard
2. RUPA §409(c): Duty of care: gross negligence or worse is violation
a. If you breach your duty of care, the partnership has a claim against you and can sue. But under the new standard in RUPA, it is harder to prove breach and harder for partners to sue each other.
i. Wanted to discourage people from using the courts to regulate partnerships.
ii. You signed up to be partners and should have agreed to specific terms
1. Otherwise, it would be too easy for disgruntled partners to sue and the partner with more money would likely win no matter what
b. In this way, the law is stepping back from the role of managing the business, but in other ways it has become more intrusive because partners now have an affirmative obligation to keep partners informed under the RUPA 
ix. Comparing INFORMATION DUTIES under UPA and RUPA

1. UPA
a. Obligation to render true and full information on demand – UPA §20
b. Each partner has a right to a formal accounting – UPA §22
c. RSA 2nd §381
2. RUPA
a. Maintain books and records – RUPA §408(a)
b. Provide access to books and records – RUPA §408(b)
c. Furnish information unless not required to exercise rights and unreasonable – RUPA §408(c)
x. Summary comparison of all FIDUCIARY DUTIES under UPA and RUPA

	
	DUTY OF CARE
	DUTY OF LOYALTY
	DUTY OF INFORMATION

	UPA
	RSA 2nd §379
	RSA 2nd §387 – 394 (default)

UPA §21 (mandatory)
	RSA 2nd §381 (default)

UPA §20 and §22 (mandatory

	RUPA
	RUPA §409(c)
	RUPA §409(b) and (e)
	RUPA §408


xi. Comparing allowable MODIFICATIONS of Fiduciary Duties under UPA and RUPA

1. UPA
a. Restatement duties can be changed (agency)
b. No provision to modify UPA §21-§23 (partnership fiduciary duties)
2. RUPA
a. May not unreasonably restrict access to books -RUPA §105(c)(4)
b. May not eliminate duty of loyalty or care, but can remove specific categories if not manifestly unreasonable – RUPA §105(d)(3)
xii. Comparing Partners’ MANDATORY Fiduciary Duties under UPA and RUPA

1. UPA
a. Must account for profits from any transaction connected with the partnership – UPA §21
2. RUPA
a. Limited to duty of care and loyalty as set forth – RUPA §404(a)
b. Loyalty duty exclusively: hold profit in trust, no adverse dealing, no competing against business – RUPA §404(b)
c. Duty of care limited to gross negligence – RUPA §404(c)
d. Self-interest is ok – RUPA §404(e)
e. Can be modified – RUPA §105

Meinhard v. Salmon (partnership fiduciary duties): Salmon (defendant) executed a 20-year lease (Bristol Lease) for the Bristol Hotel which he intended to convert into a retail building. Concurrent with his execution of the Bristol Lease, Salmon formed a joint venture (partnership for a term) with Meinhard (plaintiff). (Salmon needed Meinhard’s money – motivated the partnership) The joint venture’s terms provided that Meinhard would pay Salmon half the amount required to manage and operate the property, and Salmon would pay Meinhard 40% of the net profits for the first five years, and 50% thereafter. Both parties agreed to bear any losses equally. The joint venture lost money during the early years, but eventually became very profitable. During the course of the Bristol Lease another lessor acquired rights to it. The new lessor, who also owned tracts of nearby property, wanted to lease all of that land to someone who would raze the existing buildings and construct new ones. When the Bristol Lease had four months remaining, the new lessor approached Salmon about the plan. Salmon executed a 20-year lease (Midpoint Lease) for all of new lessor’s property through Salmon’s company, the Midpoint Realty Company. Salmon did not inform Meinhard about the transaction. Approximately one month after the Midpoint Lease was executed, Meinhard found out about Salmon’s Midpoint Lease, and demanded that it be held in trust as an asset of the joint venture. Salmon refused, and Meinhard filed suit
Holding: The court considered whether Salmon breached his duty of loyalty. As sharers in a joint venture, co-adventurers owe each other a high level of fiduciary duty. A co-adventure who manages a joint venture’s enterprise has the strongest fiduciary duty to other members of the joint venture. The Midpoint Lease was an extension of the subject matter of the Bristol Lease, in which Meinhard had a substantial investment. Salmon was given the opportunity to enter into the Midpoint Lease because he managed the Bristol Hotel property. Because Salmon’s opportunity arose as a result of his status as the managing co-adventurer, he had a duty to tell Meinhard about it.  Salmon breached his fiduciary duty by keeping his transaction from Meinhard, which prevented Meinhard from enjoying an opportunity that arose out of their joint venture.  Accordingly, the judgment of the appellate division is affirmed, with a slight modification. This court holds that a trust attaching to the shares of stock should be granted to Meinhard, with the parties dividing the shares equally, but with Salmon receiving an additional share. The additional share enables Salmon to retain control and management of the Midpoint property, which according to the terms of the joint venture Salmon was to have for the entire length of that joint venture.
Rule: A partner has a fiduciary duty to provide, on demand of another partner, true and complete information of any and all things affecting the partnership.
Meehan v. Shaughnessy (partnership fiduciary duties – grabbing and leaving): Meehan and Boyle (plaintiffs), disgruntled partners in the law firm of Parker, Coulter, Daley & White (Parker Coulter) (defendants), decided to quit that firm and form their own legal partnership. Meehan and Boyle were subject to a Parker Coulter partnership agreement which provided that partners leaving the firm could, for a fee, take clients who they themselves had originated, subject to the right of the clients to remain at Parker Coulter. While still employed at Parker Coulter, Meehan and Boyle secretly began preparing to take some clients with them. Meehan met with a big client to discuss transferring that client’s business to the new firm. Boyle prepared form letters on Parker Coulter letterhead addressed to a number of clients, inviting them to become clients of the new firm. During Meehan and Boyle’s last few months at Parker Coulter, various partners asked them if they were planning to leave. Meehan and Boyle denied their intentions, preferring to wait until the end of the year to give Parker Coulter one month’s notice of their resignation. Almost immediately after tendering his resignation, Boyle sent his solicitation letters to selected Parker Coulter clients, and contacted attorneys who could refer additional clients to the new firm. The Parker Coulter partners asked Boyle for a list of clients he and Meehan planned to take with them, so they could inform the clients that they could stay with Parker Coulter if they wished. Boyle waited several weeks to provide that list. Meanwhile, Meehan and Boyle obtained authorizations from many Parker Coulter clients, agreeing to become clients of the new firm.
Holding: Partners owe each other a fiduciary duty to act with loyalty and in good faith to each other. Consequently, partners may not use their status as partners to purely benefit themselves, particularly if their actions harm the other partners. Meehan and Boyle took unfair advantage of the other Parker Coulter partners by acting in secret to solicit clients, falsely denying their plans to the other partners, and delaying the release of the list of clients they planned to take with them until after they had won their business. Also, the content of Boyle’s client letters was unduly harmful to Parker Coulter. Pertinent ethical standards require that when attorneys planning to leave a firm solicit clients, they must state that the clients have a choice of staying with the firm or transferring their business to the departing attorneys’ new firm. Boyle did not put that information in his solicitation letters. This court finds that Meehan and Boyle’s actions constituted a breach of their fiduciary duty to the other Parker Coulter partners.
xiii. Once Meehan and boyle decided to leave the firm, what were they free to do? Did they need to inform their partners? Could they solicit clients? Lease a new office?
1. Fiduciaries may PLAN to compete with the entity to which they owe allegiance provided that in the course of such arrangements they do not otherwise act in violation of their fiduciary duties
2. Didn’t need to inform the firm that they were preparing to compete
3. Soliciting clients counts as competing, not preparing to compete though
4. Could lease office space because that is part of preparing to compete
5. They could not lie when partners asked them 
PARTNERSHIP ROLES

i. Management role of a partner (default rules) – treat all partners as equals and overlook the business reality of one money partner and one skill partner
a. UPA §9: Every partner is an agent of the partnership
i. UPA §9(1): Every partner is an agent of the partnership for purposes of its business, and the act of every partner, including the execution in the partnership name of nay instrument, for apparently carrying on in the usual way the business of the partnership of which he is a member binds the partnership, unless the partner so acting has in fact 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 (see NABISCO)
b. UPA §18(b): Every partner can spend partnership money if “reasonably incurred” in “ordinary and proper” conduct of business
i. Entitled to carry on partnership business and partnership has liability
c. UPA §18(e): Partners have “equal rights” to management
d. UPA §18(h): Difference in “ordinary matters” decided by the “majority”
i. Disagreements are decided by a majority
ii. In a partnership where one brings in money and one brings management skill, they probably have very different interests and would want to contract around this default of having equal rights.
iii. NOTE: if there is no majority decision, then remains unresolved and default goes back to §18(b)
Rule: In a general partnership with two partners, each party has the power to bind the partnership in matters pertaining to the partnership’s business.
National Biscuit Company (NABISCO) v. Stroud (partnership roles) Stroud (defendant) and Freeman formed a general partnership to sell groceries. The partnership agreement did not limit either partner’s authority to conduct ordinary business on behalf of the partnership. Several months before the partnership was dissolved, Stroud told a National Biscuit Company (NBC) (plaintiff) official that he would not be personally liable for any bread sold to the partnership. Freeman subsequently ordered more bread on behalf of the partnership, and NBC delivered that bread to the partnership. Shortly thereafter, the partnership was dissolved, and Stroud refused to pay for the bread delivered at Freeman’s behest. NBC sued the partnership and Stroud for the price of the bread. The trial court found in favor of NBC.
Holding: Each partner has an equal right in the management and conduct of a partnership, and differences within a partnership are decided by a majority of the partners.  However, when there are only two partners there can be no majority, and neither partner can prevent the other from binding the partnership in the ordinary course of business. Freeman’s purchase of bread was a binding transaction, done pursuant to the partnership’s business.  Stroud, as Freeman’s sole co-partner, had no authority to negate Freeman’s purchase. The partnership sold the bread that Freeman bought, and consequently Stroud, as well as Freedman, benefited from that purchase
xiv. Lessons from NABISCO v. Stroud:
1. Default rules regarding roles apply in a partnership unless otherwise agreed

2. Default rule provides for equal rights to management - UPA §18(e)

3. Default rules allow every partner to spend money in the ordinary course of partnership business – UPA §18(b)

4. Default rule is that the disagreements as to ordinary matters require a majority vote to be resolved – UPA §18(h)

Rule: Partners have a fiduciary duty to make full disclosure of information of value to the partnership, and may not advantage themselves at the expense of the partnership.
Day v. Sidley & Austin (partnership roles and duties): Day (plaintiff) was the senior underwriting partner in the Washington office of the Sidley & Austin law firm (S&A) (defendant). S&A’s partnership agreement, which Day signed, provided that all matters of firm policy would be decided by the executive committee, of which Day was not a member. In early 1972, S&A’s executive committee discussed merging S&A with another law firm (Lieberman Firm).  In July 1972, the merger was approved by a vote of S&A’s underwriting partners. Day himself voted in favor of the merger. 
After several more meetings of the underwriting partners, the terms of the merger were entered into an amended partnership agreement, which Day signed. Soon thereafter, the executive committee of the combined firm decided to move S&A’s office to a new location and appoint a former chairman of the Lieberman firm as co-chairman of the new firm. Day resigned soon thereafter, stating that the appointment of the co-chairman and office move made his job “intolerable.” Day subsequently filed suit against S&A, alleging that S&A violated its fiduciary duty by commencing merger negotiations without consulting non-executive committee partners, and by not informing those partners of the changes that would result from the merger.
Holding: Partners have a fiduciary duty to act in the interest of the partnership. Hence, partners may not withhold any information that results in them being personally enriched while harming the partnership. That did not occur in this case. The executive S&A partners did not gain financially nor did they increase their authority as a result of the merger. Those partners were already members of the executive committee and had a good deal of power within the firm. Moreover, Day himself signed the partnership agreement and the amended agreement, both of which clearly provided that the executive committee would have authority to make decisions concerning firm policy. Neither agreement guaranteed that Day would maintain any position of status within the firm either before or after the merger. Accordingly, Day’s complaint against S&A is denied.
xv. Notes on Day v. Sidley Austin

1. Courts allow partnership agreements to modify statute

a. Executive committee

b. Majority approval for matters requiring unanimity per statute

2. In partnership, default is that everyone has an equal vote but you can contract around that

3. Partnerships have a lot of latitude, especially regarding roles

4. One disadvantage is that you have to come up with the rules for yourself if you want to contract around the defaults
e. Termination of Partnership
i. Three phases:
1. Dissolution where partnership ends – UPA §§29, 31, 32
2. Winding up period – RUPA §§601, 602, 700, 800
3. Termination
ii. Power v. Right to dissolution: 
1. You always have the power but not necessarily the right to dissolve a partnership
iii. NOTE differences between UPA and RUPA
iv. CAUSES OF DISSOLUTION - UPA
1. UPA §29: Dissolution occurs if any partner ceases to be associated with the firm
a. It’s easy to dissolve because you don’t need to have an affirmative statement of one partner saying he’s leaving, you just look to see if they are carrying on as co-owners
2. UPA §31: (Power/Right): Dissolution is caused:
a. Without violation of the agreement between the partners,
i. (a) Termination of a definite term or particular undertaking specified in agreement
ii. (b) Express will of partner when no definite term of particular undertaking specified
iii. (e) Expulsion of any partner in accordance with powers conferred by the agreement between the partners
b. In contravention of the agreement, where the circumstances do not permit dissolution under any other provision
3. UPA §32(1) – Power/Right of Dissolution – Dissolution by Decree of Court
a. On application by or for a partner the court shall decree a dissolution whenever:
i. (a) a partner has been declared a lunatic in any judicial proceeding or is shown to be of unsound mind;
ii. (b) a partner becomes in any other way incapable of performing his part of the partnership conduct
iii. (d) a partner . . . so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him
iv. (e) the business of the partnership can only be carried on at a loss.
4. Dissolution and Winding Up 
a. Three things could happen:
i. Could sell the assets (winding up)
ii. Continuation per agreement
1. Cannot continue at the moment UNLESS
(1) Original partnership agreement specified that they would continue under these circumstances, or
(2) Partner left in contravention of the agreement
(3) Can also elect to terminate the partnership
v. DISSOLUTION AND WINDING UP – UPA v. RUPA
Terminology: Dissolution v. Disassociation
a. Disassociation: instead of dissolution of old partnership and formation of a new one, partner left but partnership is not dissolved. The old partner is simply disassociated from the firm
i. Under UPA, disassociation automatically becomes dissolution and the partnership cannot continue
1. remaining partners have to re-form a firm
ii. Under RUPA, can be disassociation and may or may not have to have dissolution
iii. Either way, the economic consequences are the same
1. UPA §29: dissolution of the partnership is the change in the relation of the partners caused by any partner ceasing to be associated in carrying on
2. RUPA §601: A partner is disassociated from a partnership upon occurrence of any of the following events:
b. the partner’s express will
c. an event agreed on in the partnership agreement
d. the partner’s expulsion pursuant to the partnership agreement
e. NOTE: does not mean automatic dissolution
3. RUPA §801: a partnership is dissolved and its business must be wound up only upon the occurrence of the following events: (disassociation AND dissolution)
f. in a partnership at will, the partner’s express will
g. an event agreed on in the partnership agreement
4. Disassociation without Dissolution – RUPA §601, 602
a. The business can continue (no winding up) and the partners will buyout the disassociated partner
i. Goodwill is NOT deducted
ii. Buyout may be delayed
b. The business can also be dissolved if the partners so choose
Goodwill

1. Under RUPA, goodwill is not deducted after wrongful dissolution
a. Goodwill: an intangible balance-sheet asset, goodwill may also represent intangible things such as an acquired company’s excellent reputation, its brand names, or its patents, all of which have real value

vi. Termination
1. All assets are distributed

2. Only three possible outcomes from dissolution of partnership

a. Sell all assets (business is liquidated) – most common

b. Continuation per agreement (easiest), or

c. Continuation following wrongful disassociation

3. Under UPA, all three are dissolution

4. Under RUPA, only the sale of assets is a dissolution and the others are disassociation
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Rule: A court may order the dissolution of a partnership when the parties’ quarreling makes it impossible for them to cooperate, or when one partner’s acts materially hinder the partnership’s business.
Owen v. Cohen (power/right to dissolve a partnership) Owen (plaintiff) and Cohen (defendant) entered into an oral agreement to become partners in a bowling alley. There was no set fixed duration of time for the partnership, but their agreement said that Owen would pay the money to secure the necessary equipment and that he would be repaid from the profits as soon as reasonable to do so. Both partners received $50/week and the rest of the profits were to go to debts of the partnership. The business operated a profit but only lasted 3 ½ months before the action was filed for dissolution.

While the business proved immediately profitable, the parties started quarreling over issues such as management and policies of the enterprise, and their rights and duties under their partnership agreement. Cohen insisted on being the dominant partner, and was openly hostile toward Owen in front of customers and employees. Cohen refused to do any manual work, and appropriated partnership funds for personal use. Cohen further demanded that a gambling room be added to the bowling alley, which Owen vehemently opposed. The partners’ constant arguments resulted in a steady decline of the bowling alley’s monthly receipts. Realizing that the parties could not resolve their differences, Owen offered Cohen the choice of either buying out Owen’s interest in the bowling alley, or selling Cohen’s interest to Owen. Cohen refused to reasonably entertain either option, insisting that the business be continued until he was ready to sell at a price he would set himself. Owen subsequently filed an action in equity to dissolve the partnership.
Holding: A partner has a duty to act in the best interest of the partnership. When a partner continually antagonizes the other partner to the extent that business is adversely affected, the partnership can rightly be dissolved. Cohen contends that he and Owen’s arguments were trivial, and that such minor disagreements do not warrant dissolution of a partnership. While it is true that small quarrels between partners would not justify breaking up a partnership, if such quarrels in the aggregate work to the detriment of the partnership’s business, a court will properly grant a complaint for dissolution. Cohen’s persistent cajoling and belittling of Owen, and his insistence on having his own way in policy matters, severely harmed the partnership’s business. This is illustrated by the monthly reduction in gross receipts that grew worse as the partners’ business relations deteriorated. The evidence shows that under these circumstances, it would be impractical for the partnership to continue. Cohen also argues that Owen should not be paid $6,986.63 out of the proceeds, as the parties agreed that Owen’s loan would be repaid from the business’s profits. This court disagrees. Cohen’s behavior made it impossible for the business continue, let alone remain profitable.  Cohen’s acts violated his fiduciary duty to act in the best interest of the partnership.
vii. Why does Owen file a lawsuit seeking dissolution rather than just giving notice and demanding a wind up?
1. The default of the statute is that you can end the partnership at any time and as a consequence there is a winding up (assets are sold)

2. Because the agreement had an implied term – the partnership was to last until the loan was repaid, Owen had the power to dissolve but not the right.

3. If he dissolved the partnership without both the power and the right, Cohen would have had the option of continuing the business on his own which Owen didn’t want.

4. He sought dissolution from the court so that he could also get the right.

a. Owen wants winding up because creditors get paid first so he is guaranteed to get his money back, then he can bid on the company and takeover using the money he gets repaid from the partnership.

viii. When does a loan create a term partnership?
1. Implicit term – Owen v. Cohen

a. “when a partner advances a sum of money to the partnership with the understanding that the amount contributed was to be a loan to the partnership and was to be repaid as soon as feasible from the prospective profits of the business, the partnership is for the term reasonably required to repay the loan

ix. Is it proper to repay Owen’s loan before distributing profits?
1. UPA §40(b): the following order is observed:

a. Claims of the firm’s creditors are paid

b. Claims of a partner other than those for capital and profits

c. Those owing to partners in respect of capital

d. Those owing to partners in respect of profits

2. So yes, Owen is entitled to repayment of his loan before Cohen gets any money.

Rule: A partner does not have a legal right to force dissolution of a partnership if the other partner fulfills his or her duties under the partnership agreement.
Collins v. Lewis (power/right to dissolve a partnership) Collins (plaintiff) and Lewis (defendant) each owned 50% interest in a partnership formed to own and operate a cafeteria. Their partnership agreement provided that Collins would provide funds to build and open the cafeteria, while Lewis would oversee the construction of the cafeteria and manage it once it opened for business.
Lewis guaranteed repayment to Collins at a minimum rate of $30,000 plus interest the first year, and $60,000 plus interest annually thereafter.  Collins initially advanced $300,000, based on Lewis’s initial estimate of the cost to build and open the cafeteria. After a substantial delay in completing the cafeteria and increases in expenses, the initial cost had increased to $600,000. Collins expressed his displeasure about the cost increase, but he advanced the entire amount. Soon after the cafeteria opened, Collins discovered that the expenses far exceeded the receipts. Collins demanded that Lewis immediately make the cafeteria profitable, or he would cut off additional funding. Lewis accused Collins of unauthorized interference in the management of the business, while Collins charged that Lewis had mismanaged the building and opening of the cafeteria. Collins also made serious threats during the first year of the cafeteria’s operation, forcing Lewis to lose his interest in the business. Lewis tried, but failed, to find financing to buy out Collins. Collins subsequently filed suit, seeking dissolution of the partnership.
Holding: In an action in equity, a court will force the dissolution of a partnership when, for example, a partner has breached his or her fiduciary duty to the partnership or the other partners. When a partner has performed his or her obligations and has not otherwise harmed the partnership, another partner cannot force dissolution through the courts. Collins asks this court to dissolve his partnership with Lewis, complaining that he should not be forced to continue in a partnership which the jury found has no reasonable expectation of profit. Collins’s complaint ignores the other jury findings that Lewis was competent to manage the cafeteria, and that but for Collins’s actions there would have been a reasonable expectation of profit from that enterprise. Lewis’s duties under the partnership agreement were to oversee the construction, manage the cafeteria, guaranteeing repayment to Collins at the stipulated minimum rate. The jury found that Lewis could have performed his duties had not Collins interfered the way he did. Under these circumstances, the court finds that Collins has no right to have this court force dissolution of the partnership. Collins has the power to dissolve the partnership without the intervention of the courts, but he may thereby be liable for breach of the partnership agreement. *the court didn’t want Collins to benefit from his own bad behavior – it was the wrong party bringing the suit
Comparing Owen & Collins:
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Rule: A partnership may be dissolved upon notice by any partner when there is no definite term set for the partnership.
Page v. Page (power/right to dissolve a partnership): Page P. (plaintiff) and Page D. (defendant) entered into an oral partnership agreement to run a linen supply business. Each brother put in $43,000 in 1949. Page P. and Page D. did not discuss a specific term for the partnership, but agreed that the partnership should stay in existence long enough to make a profit and pay its debts. The partners did not stipulate how long the partnership would last if it incurred financial losses. The partnership was unprofitable for eight years, from 1949-1957 the business lost $62,000. Page P. (HB)’s corporation lent the partnership $47,000 and has a demand note saying that he can demand payment at any time. The company turned profitable after an air force based open up nearby. In spite of the partnership’s profitability, Page P. sought to dissolve it. 
Holding: A partnership is “at will” when it is formed without the partners specifying or implying that it is to last for a set period of time, or to accomplish a specific task. Any partner can dissolve an at will partnership upon notice to the other partners. When Page P. and Page D. formed their partnership, they expressed their desire that it would be profitable enough to meet expenses pay them some return on their investment. That does not mean, as Page D. argues, that he and Page P. intended that the partnership go out of business as soon as it became profitable. Rather, the record shows that the parties merely expressed a hope that their partnership would make money. That hope does not imply that a term for the partnership was set. There is no evidence to show that the partnership was formed with the intent that it last for a specific term. This court finds that the partnership is a partnership at will. Accordingly, Page  P. may dissolve it upon express notice to Page D.

*This is not a partnership for a term – a demand note for the loan means that there is no set time frame for repayment like in Owen v. Cohen.

x. Finance Terminology:
1. Debt: 
a. Funds borrowed by the firm
b. In exchange for claims of a fixed amount against the firm’s assets and future earnings
c. Typical terms: firm pays interest and, at “maturity” returns the principal.
d. Owens v. Cohen was debt because expected repayment
2. Equity:

a. Funds invested in the firm. Owners of the firm
i. You pay in to become an owner, don’t expect repayment
b. In exchange for residual (left over) value of the firm
c. Rights to firm’s earnings and, in liquidation, firm assets after all other claims are satisfied
d. Page v. Page considered equity because no implication of a term for repayment.
Rule: When a partnership is legally dissolved, any partner acting in good faith may purchase the assets.
Prentiss v. Sheffel (consequences of dissolution of partnership): Prentiss (defendant) and two other individuals, Sheffel & Iger (plaintiffs), made an oral agreement to enter into a partnership to buy and operate a shopping center. The agreement did not specify any term for the partnership’s existence, nor did it delineate the operational or management duties of the respective partners. Sheffel and Iger owned a total of 85% interest (42.5% each) in the partnership, while Prentiss owned 15% interest. The partners engaged in many serious arguments concerning the title of partnership property, which resulted in an irreparable rift between Prentiss and Sheffel and Iger Prentiss added to the problems by being unable to pay his proportionate share of the shopping center’s operating losses. Sheffel and Iger subsequently excluded Prentiss from all management duties and sought dissolution of the partnership, alleging that Prentiss had been derelict in his partnership duties. Sheffel and Iger also sought a court-supervised dissolution sale whereby they would bid on all the partnership assets. Prentiss filed a counterclaim, seeking to prevent Sheffel et al, from bidding on or purchasing the partnership assets. Prentess contended that he had been wrongfully frozen out of the partnership, and would unfairly disadvantaged if Sheffel and Iger were permitted to buy the partnership assets at a judicial sale.
Holding: Partners may dissolve a partnership-at-will by excluding another partner from management duties, as long as they act in good faith.  Such partners may also bid on and purchase any assets in a dissolution sale.  The record shows that Sheffel and Iger excluded Prentiss from management duties and broke up the partnership because the dissention Prentiss caused made it impossible for the partnership to effectively continue. Prentiss did not offer any evidence that Sheffel and Iger. acted in bad faith or had any ulterior motive in dissolving the partnership-at-will. Consequently, there is nothing to prevent them from purchasing the assets at a dissolution sale. Also, Prentiss was not disadvantaged by Sheffel and Iger’s participation in the asset sale.  His 15% of the profits became greater because Sheffel and Iger had the highest bid. Therefore, Prentiss actually benefited from their purchase of the firm.

xi. Remember UPA §38(2)(b)
1. When dissolution caused in contravention of agreement
a. Right to damages for breach

b. Other partners may continue the business if they choose

c. Goodwill is not deducted after wrongful dissolution in RUPA
i. Calculation is different in UPA and RUPA

1. Calculation of what wrongfully terminating partner is entitled to

ii. Goodwill value is difference between the value of the actual supplies and tangible goods and value of the business (reputation, etc.)

d. This goodwill exclusion only applies if the other partner continues the business.

Rule: The terms of a partnership agreement cannot override the statutory law governing partnerships in the jurisdiction.
Pav Saver v. Vasso (consequences of dissolution of partnership): Pav-Saver Corporation, Dale, (plaintiff) entered into a Partnership with Vasso Corporation , Meersman, (defendant) to manufacture and sell paving machines. Pav-Saver contributed certain intellectual property to the Partnership. Pav-Saver’s principal would manage the operation. The partnership agreement stated that the partnership would be permanent unless both partners agreed to terminate. The partnership agreement also stated that if one party terminated unilaterally, Pav-Saver would take back its intellectual property, and that the party not terminating would receive liquidated damages. 
Illinois had adopted the Uniform Partnership Act, which provided that when a partnership is terminated in violation of the partnership agreement, the non-terminating partners may continue the enterprise, as long as they pay the terminating partner the value of their interest, not counting good will value. Eventually, Pav-Saver terminated the partnership unilaterally. Vasso responded by taking over the Partnership’s operations, including retaining control over the intellectual property contributed by Pav-Saver. (He physically ousted Dale from the office). Pav-Saver sued to recover its intellectual property, and Vasso countersued for a declaration that it was entitled to the property.
Holding: The agreement stated that the partnership would be perpetual, except by mutual agreement of the parties. The parties agreed that by ending the partnership unilaterally, Pav-Saver ended it wrongly. Because the partnership was terminated wrongfully, the Uniform Partnership Act gave Vasso the right to continue the business. Vasso elected to continue the business, and to continue in possession of the partnership property. That property includes the intellectual property contributed by Pav-Saver, which is absolutely essential to the manufacture and sale of paving machines. While the partnership agreement stated that Pav-Saver was entitled to return of its property, that agreement does not override the Partnership Act in force. Thus, Pav-Saver cannot win the return of its patents. The Partnership Act requires Vasso to pay the exiting partner the value of his interest. In this case, the only evidence of value that Pav-Saver introduced was testimony of good will. The Partnership Act specifically states that good will not be considered when determining the value of a terminating partner’s interest.
**Dale (Pav Saver) is entitled to the value of the business (not including good will) minus damages. Value of the partnership was $330,000 and Dale entitled to $165,000 as wrongly terminating party.

xii. What argument can you offer that the majority decision is incorrect?

1. Point of the liquidated damages provision was to contract around the UPA which you are allowed to do 
a. Even though the contract said the partnership was permanent, this allowed for a way to terminate
xiii. Would the Pav-Saver remedy be different under the RUPA provisions?

1. RUPA does NOT deduct for value of goodwill of the business – Dale would have gotten the value of the patents
2. Buyout price is the greater of the liquidation value or sale of entire business as going concern
3. NOTE: UPA is more punitive by deducting goodwill
xiv. How important is the language in the partnership agreement about forming a permanent partnership?


1. Very important
2. If you call it permanent, then no matter what if someone leaves, it is in contravention to the agreement
3. Wouldn’t matter if they didn’t call it a partnership though because for that you just have to see whether they are carrying on as co-owners
xv. Dale should have sought judicial dissolution to avoid wrongfully terminated
xvi. DISTRIBUTION OF PROFITS/LOSSES AFTER DISSOLUTION
1. UPA §40(b): Subject to contrary agreement, upon dissolution partnership assets should be distributed as follows:
a. (I) Those owning to creditors other than partners
b. (II) Those owing to partners other than for capital and profits
i. Rule we saw in Owen v. Cohen – partner lends money with the expectation of repayment
c. (III) Those owing to partners in respect of capital, and
i. Partnership law says they looka t how much people put in – e.g. Page v. Page where each partner put in $40,000 and pay back partners proportionally for how much money they put in.
d. (IV) Those owing to partners in respect of profits
i. In the absence of agreement, partners split 50/50 – default treats partners equally
2. UPA §40(d): Partners shall contribute as provided by S18(a) the amount necessary to satisfy the liability set forth in §40(b)
a. What happens if there is a shortfall?
b. 18(a) says “the rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them, by the following rules:
i. Each partner shall be repaid his contribution . . . 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 capital or otherwise, sustained by the partnership according to his share of the profits
1. Default is that you contribute equally to the losses
2. Otherwise, in proportion to the share in profits as per agreement
3. Hypo: Homer earns a salary of $40 for partnership work and Bill Gates invests $100. Mo sells beer to the company for $30. They agree to 50/50 share – if they close the business after a year and sell the assets – how will the proceeds be split?
a. say they sell the business for $300
i. First repay Mo the $30 under §40(b)(I) – those owing to creditors other than partners
ii. Second, pay Homer’s salary under §40(b)(II) – those owing to partners other than for capital and profits
iii. Third, Bill Gates gets his $100 of capital under §40(b)(III) – those owing to partners in respect of capital and profits
iv. Fourth, profit is then $130 to be split 50/50 – each get $65 from final profits under §40(b)(IV) – those owing to partners in respect of profits
b. Say the business only sold for $150
i. Then after Mo and Homer are paid, Bill only gets $80 – the $20 shortfall is then split between Homer and Bill and Homer must pay him $10.
Rule: Monetary losses will be apportioned equally between partners who make capital contributions.
Kovacik v. Reed (Sharing losses when ending a partnership) Kovacik (plaintiff) and Reed (defendant) entered into a partnership to remodel kitchens. Kovacik would contribute funds to the enterprise in the amount of $10,000. Reed would contribute labor and skill, acting as an estimator and superintendent of the projects without compensation. The partners did not discuss the apportionment of losses. While the two received some jobs, they lost money. Kovacik asked Reed to contribute money to cover half of the total losses. Reed refused, and Kovacik filed this lawsuit. The court considered whether a partner who contributes only skill is liable for the losses.
Holding: Generally, when there is no explicit agreement as to losses, losses are to be divided equally between the partners, without regard to the amount each partner contributed to the venture. That rule, though, is only applied in cases where each of the partners contributed capital to the enterprise. In cases where one party contributed only labor and the other only capital, the rule is not applied because the partner contributing labor takes a loss in the form of his lost labor. In this case, both partners have endured losses: Kovacik with the loss of his monetary investment, and Reed through the time and effort he contributed that went uncompensated. Reed is not liable for any of Kovacik’s monetary losses.

***The problem with Kovacik is that it does not follow the UPA which requires partners to equally share in profits and losses regardless of contributions. The UPA is a consistent approach whereas under Kovacik, labor-contributing parties share in profits but not losses.  This may encourage non-loss-sharing partners to be more reckless in managing the company. After this case, a new statute was written which set the default as sharing profits AND losses 50/50 unless you contract around it. CA has adopted this statute.

IV. CORPORATIONS
a. Overview 

i. solution to problem in partnership law of when one person brings the money and the other the labor/ideas, because partnership default rules are not well designed for a situation with these types of unequal contributions
ii. Critical Attributes of a Corporation
1. More stable than partnerships – if partners change, has fundamental impact on a partnership, but corporation just trades stocks
2. Legal personality
a. The corporation is an entity with separate legal existence from its owners
i. Possess (some) constitutional rights
1. Free speech (citizens united)
2. But no personal privacy 
b. Separate tax payer
c. Requirement for formal creation
i. Need to be legally created
ii. Permanence, autonomy, ownership of assets
iii. Can stand in the world as a person, partnership depends on the people involved though
3. Limited Liability
a. MBCA §6.22(b)
i. Unless otherwise provided in the articles of incorporation a shareholder or a corporation is not personally liable for the acts or debts of the corporation except that he may become personally liable by reason of his own acts or conduct
b. You can only lose the amount of money you put in
c. Inconsistent with economic theory in tort law – people should be liable for the harms their activities cause
d. Intended to enable and encourage large business
4. Separation of ownership and control
a. MBCA §8.01(b)
i. All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its board of directors . . .
1. Makes decision-making easier
2. Way to resolve shareholder conflicts
3. Allows for liquidity – creates a buffer system where owners can come and go
4. Creates more stable management
b. Same under Delaware Law
c. Creates separation – people who put money in aren’t going to be the managers, allows for more permanent management
d. Shareholders don’t run the company based on how much ownership they have
e. Shareholders vote for directors and directors are responsible for running the company
f. NOTE: directors are neither agents nor shareholders of the corporations; they are principals of the corporation
g. NOTE: shareholders are not agents
5. Formal Capital Structure
a. Capital Structure
i. Claims on the corporation’s assets and future earnings issued in the form of securities
ii. In the partnership, no specific way to keep track of how money is invested, here there is a formal structure
iii. Assets = Equity + Liabilities
b. Capital Structure Vocabulary
i. Securities: permanent, long-term claims on the corporation’s assets and future earnings issued pursuant to formal contractual instruments
1. Every investment in a corporation is going to give you the same bundle of rights
ii. Capital Structure: the debts securities and equity TOGETHER constitute the firm’s capital structure
c. when you put money in to the corporation, it’s clear that you are either buying shares (equity) or lending money (debt)
i. Shareholders: OWNERS of a corporation – equity
1. Elect directors and vote on major corporate decisions
2. May receive firm’s earnings in the form of dividends
3. In liquidation, get firm assets after all other claims are satisfied (residual claimants)
ii. Lenders: creditors
1. Funds borrowed by the firm (from lenders) – debt
2. At “maturity” the firm returns the principal
iii. Both equity and debt comprise the firm’s assets they are “claims against the firm’s assets”
d. Difference in Risk and Returns between Debt and Equity
i. If the firm assets drop, the lender is better off, but if the firm assets increase, the equity person is better off
e. FINANCIAL STATEMENTS – Income Statements and Balance Sheets
i. Income statement: financial statement that indicates results of operations over a specified period. Also known as profit and loss (P&L) statement
ii. Balance Sheet: summarizes the company’s financial position at a given point in time, usually the end of the month, quarter, or year
1. Describes the assets of the business, and the claims on those assets, either of creditors in the form of debt, or owners in the form of equity.
iii. Both are prepared in accordance with General Accepted Accounting Practices (GAAP)
f. Capital Structure Terminology 

i. Equity holders are the shareholders
ii. Different numbers of shares a corporation will report – only outstanding shares matter for the real world outside of the corporation
iii. Authorized shares: 
1. number of shares the corporation can issue
iv. Outstanding Shares:
1. Number of shares the corporation has sold and not repurchased
v. Authorized but Unissued:
1. Shares that are authorized but not yet sold
vi. Treasury Shares:
1. Shares issued and then repurchased by the firm
(1) When they buy those shares, the shareholders are benefitting – buying back their shares
(2) They don’t think they can use all the cash they have so they buy back the shares. This creates fewer shareholders but also less equity to divide among them so shouldn’t really affect the value of each share
(3) Assets go down because spending cash on shares – so aggregate amount of equity value goes down but fewer equity holders and outstanding shares so in theory everything should balance out
vii. Book Value: measure of the equity value of the firm provided by the financial statement (balance sheet)
1. Measures the equity value as contrasted with the total value of the firm
viii. Market Capitalization: measure of the equity value of the firm implied by the trading value of the firm’s stock (determined by multiplying the trading value of one share of stock times the total number of shares outstanding)
1. measures the same thing as book value – the equity, value of the ownership of the firm
2. take value of those shares, and multiply it by total number of shares
3. the difference here is that an accountant doesn’t take goodwill into account for the balance sheet but the market capitalization will include reputation, IP, etc.
(1) e.g. mickey mouse
ix. Enterprise Value: measure of the total value of the firm’s assets implied by the trading value of the firm’s stock (determined by adding the market value to the firm’s obligations)
1. Total value of the firm as determined by adding market capitalization to the firm’s obligation
2. One share of stock x number of outstanding shares + firm’s debt (and other liabilities) = value of the firm’s assets (enterprise value)
g. What is a share of stock worth?
i. Start with the total value of the firm, subtract fixed claims (debt) and then divide by total number of shares
ii. Step 1: determine the firms total value
1. two ways to determine the value of assets
(1) Liquidation value
(2) Value of future cash flows
iii. Step 2: determine the firm’s equity value
1. Subtract obligations (liabilities/debts) from the value of the firm
iv. Step 3: calculate equity value per share
1. Divide the firm’s equity value by the number of shares outstanding
v. Can also determine the value of the firm’s assets minus the debt by multiplying the number of outstanding shares by the value of one share then get total value of assets.
vi. Everyone who invests money, based on how much they invested, gets a share of stock – value of equity of the corporation is split equally among those shares
h. What is the firm worth (enterprise value) – Disney Example:
i. Enterprise value is one share of company stock x number of outstanding shares + firm’s debt (and other liabilities) = value of firm’s assets
ii. Value of assets on balance sheet for Disney = $88 billion, but people trading stock (market capitalization) think the value of Disney is $164 billion.
1. One share = $92
2. 1.6 billion outstanding shares
3. Debts = $17 billion
4. Enterprise value = $164 billion
i. Two views of the firm’s equity value
i. Book value

1. Cost-based valuation of the firm assets goes to book value of the firm’s equity
2. Firm owes some people a fixed dollar amount and what’s left is the book value
ii. Market value/capitalization
1. Market capitalization of the firm’s equity (# of outstanding shares) goes to the enterprise value of the firm’s assets

2. When added to debt = enterprise value

(1) Debt people and equity people are investing in the company

(2) Debt is getting a fixed return back and equity getting variable amount back based on value of company

3. Mathematically:

(1) Assets less debt = equity 

(2) Total value have to pay some people off and what’s left is the equity

(3) Which means that if I add debt to both sides, value of debt + equity = enterprise value
6. Liquidity 
a. Stock exchange – enables ability to buy and sell shares
b. Called secondary trading markets
i. E.g. NYSE and NASDAQ
c. Why Share Prices Matter: Efficient Capital Market Hypothesis
i. ECMH: the price of stock reflects all available information
ii. says the stock market is always right as to the value of the firm
iii. accountants are only looking at costs of things based on receipts
iv. people buying and selling stocks are looking at everything to decide what the company is worth
d. Earnings per share for Disney

i. Another way to vie wthe $9 billion is to figure out what that means for each shareholder 

ii. Net Income (2015) = $9 billion divided by 1.6 billion share holders 

1. Each shareholder's share earned $5.63 - earnings per share (EPS)
iii. Alternative calculation:

1. $92/$5.63 = 16.3x (same calculation but on a per share basis)

e. Lower PE is better because would mean cheaper stock

i. Stocks with a high P/E - price people are willing to pay compared with earnings - mean more expensive stock

ii. Would still get the same earnings on stock, but would mean someone got $5 back on their $25 investment rather than a $92 investment per stock

iii. Unincorporated Limited Liability Entities: (somewhere between partnerships and corporations)
1. Generally, the trade-off is that there is not the kind of formal capital structure you would have in a normal corporation
a. They do not have the kind of liquidity of a corporation – can’t buy and sell for the most part – no well-defined return for shareholders
b. Tends to be better for small business that look like they would be partnerships but has the added benefit of limited liability
	Attributes
	General Partnership
	Corporation
	Unincorporated Limited Liability Entity

	Limited Liability
	None
	Yes
	Some

	Formation
	Informal
	Formalities Required
	Formalities Required

	Tax Treatment
	"Pass-through" (no taxes on actual partnership since not a legal person)
	"Double Taxation" (unlike a partnership, a corporation is a legal person/entity therefore has to pay taxes - on top of that, individual shareholders are taxed as well on the dividends)
	"Pass Through" (benefit of limited liability without double taxes)


2. Five Types of “Unincorporated” Limited Liability Entities
a. Limited liability partnerships (LLP)

i. General partnership with limited partner liability UPA (1997) §306©

1. No liability for remote harms caused by partner

ii. Formed by filing a "statement of qualification" with the secretary of state

iii. General partnership can convert to LLP by filing

iv. Not all partners have limited liability

1. Partner that is responsible for the conduct causing harm has liability (this is the distinction between LLC where no partners have liability)

v. States won't allow law firms or architecture firms to be LLCs - can't get that kind of liability protection - so most are LLPs

b. Limited partnerships (LPs)

i. General and limited partner(s)

1. Consider Meinhard v. Salmon where one money partner and one managing partner - limited partner would be money partner 

(1) Limited partner gets limited liability and tax benefits

(2) General partner just gets tax benefit

ii. Formation:

1. Must file documents (usually with Secretary of State)

iii. Limited partner liability

1. Only limited partners who participate in control can be held liable

iv. General partner has full personal responsibility

1. But, corporation can be general partner

(1) Popular in oil and gas industry, because a lot of the drilling and wells will fail and business will lose money. Partners want to be able to recognize the loss directly from the business - fact that there isn't a separate tax-paying entity is important.

c. Limited liability limited partnerships (LLLP)

i. Limited Partnership in which general partners get limited liability 

d. Limited liability company (LLC)

i. LLC introduced in Wyoming in 1977

ii. In 1988, IRS ruled LLC could qualify for partnership-like tax treatment

iii. Formation: file with state

iv. Allows you to manage business and invest in business with no liability - full benefit of forming a corporation in terms of limited liability

1. Could put in money and be involved and not risk liability beyond the amount you invested

2. AND, the LLC still wasn't a separate tax-paying entity - has tax structure as partnership

3. Still no formal capital structure, so not easy to buy and sell but ideal vehicle for small business

v. Varies by state if more like corporation or partnership, but as a general matter, more like a partnership

1. Default rules you can contract around

2. Complicated part is that there has to be an agreement
(1) Whereas corporation has ready-made corporate structure you can step into

vi. Flexibility: like partnership, most aspects of management and sharing dictated by the LLC's operating agreement."

vii. Two types:

1. Member managed - all members are managers

2. Manager managed - some owners not managers with no right to vote

viii. Limitations on capital structure complexity and share transferability

ix. Unfavorable state franchise taxes in some states

e. S corporation

i. Creation of tax code (actually a corporation)

ii. Advantage - pass-through taxation and limited liability

iii. Get limited liability protection and pass-through tax treatment of a partnership

iv. Disadvantages:

1. Constraints on the number of shareholders, source of corporate income, types of shareholders (one class only), deductions on pass-through losses

v. Can't go public (only corporations can go public, generally speaking)
b. Source of Law

i. Individual State Law (internal affairs doctrine)
1. Model Business Corporation Act (MBCA)
2. Delaware
a. Delaware has become de facto national law
i. More than 850,000 companies are incorporated in Delaware including:
1. 60# of the Fortune 500 companies
2. 50% of the companies listed on the New York Stock Exchange
b. Why is Delaware dominant?
i. Delaware offers the most efficient laws
ii. Corporate founders want to go to state that will best protect their personal interests and DE is best at that
ii. Federal Law
1. Securities and Exchange Acts (’33 and ’34)
2. Sarbanes Oxley Act of 2002
3. Dodd Frank Act of 2010
4. JOBS Act of 2012
5. Primarily cover “public” corporations
c. Formation
i. Pick a State: can pick any state to be incorporated regardless of where you do your business
ii. Draft Foundational Documents – Articles of Incorporation and By-Laws
1. Articles of Incorporation:
a. Must include: name, number of shares, address, incorporators – MCBA §2.02(a)
b. May include: initial directors, management, limits on rights, liability on a shareholder – MCBA §2.02(b)
i. Advantage of including the “may” factors is that you have a lot of flexibility when writing articles of incorporation but to change it later is really hard, you need votes of the board members – it’s better to put it all in in the beginning
c. DGCL §102(a) and (b)
iii. File Articles and By-Laws with Secretary of State (MBCA §2.03)
iv. Have Organizational Meeting (MBCA §2.05) – pick directors, appoint officers, and adopt by-laws
1. Final steps
a. Finalize directors (MBCA §2.05)
b. Appoint officers (MBCA §2.05)
c. Adopt by-laws (MBCA §2.06)
d. Relationship with 3rd Parties – Liability
i. Firm might have liability (determined through agency law), this is about when liability spills onto the people in the firm
ii. In partnership, always true that if more liability than firm can handle, has to be absorbed by individual partners
iii. When do shareholders have liability beyond the amount of money they put in?
iv. Limited Liability
1. MBCA §6.22(b):
a. (1) a shareholder of a corporation is not personally liable for the (2) acts or debts of the corporation (3) EXCEPT that he may become personally liable by reason of his own acts or conduct
i. Shareholder losses limited to the amount the shareholder has invested in the firm
ii. It is the corporation that incurs the debt or commits the tort (legal person)
iii. Primarily “piercing the corporate veil” – PCV doctrine
1. Limited liability protection goes away
2. Often something to plead in a case if shareholders have the deep pockets
2. Piercing the Corporate Veil
a. To protect yourself as a shareholder and avoid piercing the corporate veil, MUST
i. Respect formalities
ii. Have annual meetings and keep records of those meetings
iii. Set up separate bank accounts so no comingling off funds.
3. The downside of limited liability
a. Allows business to avoid some of the cost of their activities
b. People are able to profit and take assets without liability
Rule: A creditor cannot pierce the corporate veil without a showing that there is a substantial unity of interest between the corporation and its shareholders.
Walkovszky v. Carlton (corporations – limited liability): Carlton (defendant) owned 10 corporations (defendants), including, notably, Seon Cab Corporation. Each of the corporations owned one or two cabs, and the minimum amount of automobile insurance required by law. One of the cabs owned by Seon Cab was in an accident with Walkovszky (plaintiff). Walkovszky sued the cab’s driver, as well as Seon Cab (under a respondeat superior theory), Carlton (under a piercing the corporate veil theory), and all of Carlton’s other cab companies. In the lower court proceeding, Walkovszky claimed that the cab companies did not act as separate organizations, but were set up separately to avoid liability.

Holding: A plaintiff can pierce the corporate veil and hold a company’s owners liable for the debts of the company if the company is a dummy corporation, whose interests are not distinguishable from those of the owner or owners. It is very relevant to the discussion of veil-piercing if a business is undercapitalized, because this suggests that the business is a fraud intended to rob creditors of the ability to fulfill their debts. It is also relevant that the formal barriers between companies are not respected. That said, a business enterprise may divide its assets, liabilities, and labor between multiple corporate entities, without impinging the limited liability of the shareholders. In this case, Seon Cab Company was undercapitalized, and carried only the bare minimum amount of insurance required by law. However, while this is relevant, it is not enough to allow a plaintiff to pierce the veil, otherwise, owners would be on the hook every time their corporation accrued liabilities outstripping its assets, and limited liability would be meaningless. Instead, there must be some evidence that the owners themselves were merely using the company as a shell. While Walkovszky alleged that each of Carlton’s companies was actually part of a much larger corporate entity, he could offer no proof to that effect. The mere fact that Walkovszky might not have been fully able to recover his damages was not enough to justify letting him pierce Seon Cab’s veil.
The court said there was no fraud or deception because everything was of public record. The beauty of limited liability is that if you set up a corporation and follow the rules you basically get an insurance policy of what you can lose, which is limited to your investment. You also don’t lose the dividends you made back. 

The court also talks about ideas of agency liability and enterprise liability. Carlton as a shareholder does not have liability because he respected the formalities. The law treats sister corporations differently than shareholders. It is not about whether the shareholder co-mingled funds (Carlton) but whether the assets of the corporations are comingled with the sister companies.

NOTE enterprise liability is distinct from piercing the corporate veil. In order to pierce the corporate veil, the plaintiff will have to show that Carlton was doing business in an individual capacity, shuttling personal funds in and out of the corporation. With piercing the corporate veil, you can go after the shareholders. Enterprise theory means that they can go after the sister companies to get more money. To do that, plaintiff would have to show that Carlton did not respect the separate identities of the corporations by co-mingling back accounts, etc. 

Rule: When a company’s owner does not take care to observe the formal separation between himself and his business, the business’s creditors can collect their debts directly from him.
Sea-Land Services, Inc. v. Pepper Source (corporations: limited liability): Gerald Marchese (defendant) owned six separate business entities (defendants). Marchese ran all of the companies out of a single office. The companies shared expense accounts in common and lent funds to each other, as well as regularly lending money to Marchese for his personal expenses. None of these companies had internal governing documents such as bylaws. One of those businesses, Pepper Source, contracted with a shipping company, Sea-Land Services, Inc. (plaintiff) for the delivery of some peppers. Pepper Source failed to pay for these services, and Sea-Land filed a collection suit against Pepper Source. Pepper Source never appeared, and had in fact been dissolved for failure to pay business taxes. Sea-Land then brought suit against Marchese and all of his companies, seeking to pierce Pepper Source’s veil and collect from Marchese, and then to “reverse pierce” Marchese’s other companies and collect from them
Holding: Veil piercing requires two things: first, that there be a strong alignment of interest between the shareholders and the business itself, and second, that observing the corporate form would promote injustice or fraud. The courts look for a handful of factors that suggest that the interests of a corporation and those of its shareholders are sufficiently aligned to allow veil-piercing. The following factors are relevant: (1) if the corporation fails to observe corporate formalities; (2) if the business fails to keep its assets separate from those of shareholders and each other; and (3) if the business is undercapitalized. In this case, the first requirement for veil-piercing was met. Marchese shared money with his companies, and they shared money with each other. Because Marchese often withdrew money from Pepper Source, it was not sufficiently capitalized to meet its obligation to Sea-Land, and did not even have enough assets to maintain its own existence. None of the companies had bylaws, articles of incorporations, or minutes from regular board meetings. However, simply because Sea-Land would not have been able to collect its debt does not mean that an injustice was being perpetrated. Plaintiffs only seek to pierce the veil when there are insufficient assets in one company; if this was always an injustice, the second requirement would be meaningless. Injustice must mean that there is some wrong beyond the harm to the creditor. Often, this means that some legal obligation or rule would be undermined, or that some scheme to place liabilities and assets in different companies would be successful.  In this case, there may in fact be such a scheme, but there is not enough evidence to justify such a holding. Instead, the court reverses the lower court and orders them to hold a new hearing on whether the scheme will allow an injustice in the absence of veil-piercing.
4. To prove lack of formality and co-mingling funds:

a. Had no meetings

b. No separate bank accounts

c. Uses money for personal expenses

5. RULE: Test for Piercing Corporate Veil: 2 Prongs of Van Dorn
a. Unity of interest (factors)
i. Lack of corporate formalities

ii. Comingling of funds and assets

iii. Severe under-capitalization

1. Capitalization relates to capital structure. Should have enough capital in the firm to run the business so under capitalization means there is not enough money left in the firm to run the business. 

iv. Treating corporate assets as one’s own

1. Here they didn’t have a separate corporate bank account

b. Refusing to allow for piercing of the corporate veil would

i. Sanction fraud

ii. Promote injustice

6. Reverse Piercing
a. Have to show unity of interest and equitable for court to pierce the corporate veil

b. Reverse piercing is when you go after the assets of the shareholder because they have failed to respect the formalities of the corporate entity and unjust to not pierce the corporate veil and have assets from other entities 

c. Enterprise liability – when you h old that all the sister companies were essentially one entity because they were all being managed together as one business

d. Why bother with reverse piercing?

i. If there are assets in the other corporations you want access to, you can use reverse piercing. If there’s a lot of assets going between the corporations but not kept with the shareholder, then it’s a good thing to do because just going after the shareholder won’t give you the most assets.

v. Limited Liability with Defective Formation
1. Situation where you get the benefits of limited liability without complying with all the requirements of a corporation

2. De Facto Incorporation: Treat improperly-incorporated entity as a corporation if the organizers:

a. tried to incorporate in good faith,

b. had a legal right to do so, and

c. acted as if a corporation
3. Incorporation by Estoppel: Treat as proper corporation if person dealing with the firm

a. Thought firm was a corporation and

b. A windfall if allowed to argue that firm was not a corporation

e. Roles and Duties within a Corporation
i. Roles and Duties with Respect to Creditors
1. Creditors: people who provide capital to firm in form of loans
2. Bottom line: governed by contract law

a. Legal analysis turns on
i. Interpretation of express terms
ii. The implied duty of good faith and fair dealing
b. No Fiduciary Duty to debt-holders

ii. To Whom are Fiduciary Duties Owed?

1. Two competing theories about who directors have obligation to:
a. Stakeholder theory: have obligation to various stakeholders in firm
i. These are the constituents (clients, etc.) that have come into the firm who are making the firm’s business possible, therefore the constituents whose interests the directors need to consider

b. Shareholder primacy: only one constituent that the board is answerable to, and who ultimately board should pay attention to and that is the shareholder

i. They’re the owners, invested money, the people who voted for the board members
2. Dividend: a distribution of a portion of a company’s earnings, decided by the board of directors, to a class of its shareholders. Dividends may be in the form of cash, stock or property

Rule: A company cannot take actions that harm its shareholders and are motivated solely by humanitarian concerns, not by business concerns.
Dodge v. Ford Motor Co. (corporations: roles and duties) The Ford Motor Company (defendant) was incorporated in 1903, and began selling motor vehicles.  Over the course of its first decade, despite the fact that Ford continually lowered the price of its cars, Ford became increasingly profitable. On top of annual dividends of $120,000, Ford paid $10 million or more in special dividends annually in 1913, 1914, and 1915. Then, in 1916, Ford’s president and majority shareholder, Henry Ford, announced that there would be no more special dividends, and that all future profits would be invested in lowering the price of the product and growing the company. The board quickly ratified his decision. Henry Ford had often made statements about how he wanted to make sure people were employed, and generally run the company for the benefits of the overall community. The Dodge brothers (plaintiffs), who owned their own motor company, were minority shareholders in Ford, and sued to reinstate the special dividends and stop the building of Ford’s proposed smelting plant in River Rouge.
Holding: A business exists to conduct business on behalf of its shareholders. It is not a charity to be run for its employees, or neighbors. In this case, Ford was even more profitable in 1916 than it was in 1915, when it paid over $10 million in dividends. However, in 1916, Ford paid only its $120,000 dividend. While a corporation may choose to invest in future ventures, and may choose to maintain cash on hand to plan for future shortfalls, Ford had done that in prior years and still managed to pay special dividends. These actions, combined with Henry Ford’s statements about putting profits into the business to provide for the workers, suggest that the decree against new special dividends was not motivated by any business concern. By taking an action with no business concerns motivating it, Henry Ford and the Ford directors who supported his decision were acting arbitrarily, to the direct detriment of the shareholders in whose interest they were supposed to be acting.
**Shareholder Primacy is the Rule – FMC must issue special dividends but can continue with the construction plans of the River Rouge plant – too big a business decision for the court to second guess

***Ford could have gotten away with limiting dividends if he had argued that it was in the best interest of the shareholders, but he specifically said he didn’t care about the shareholders, so his own testimony and articulated goal hurt him.
**Courts may not scrutinize decisions about how to maximize profits; but will scrutinize decisions about whether to do so

CORPORATION’S DUTIES: 

iii. Who is bound by fiduciary duties?

1. Directors

2. Senior officers

3. Shareholders in special situations can have fiduciary obligations to other shareholders (but generally not the case)
iv. Fiduciary Duties
1. Protecting Directors from Liability
a. Business Judgment Rule
b. Indemnification
i. MBCA §8.51-8.56

ii. Delaware §145

c. Directors and Officers Insurance
i. MBCA §8.57

ii. Delaware §145(g)

d. Legislative reaction to Smith v. Van Gorkom
i. Delaware §102(b)(7)

ii. MBCA § 2.02(b)(4)

DIRECTORS DUTY OF CARE

v. Director’s Duty of Care - Delaware
1. Directors could be liable to shareholders and corporation if fail to live up to these duties
2. Courts show a lot of deference to the directors
3. Directors are NOT held to standard of reasonable care or prudence
4. Court will NOT look at substance of a business decision
5. Delaware Duty of Care

a. Regulates diligence in performing tasks
b. Limited by the Business Judgment Rule
Protections that Shield Directors from Liability: BJR, Indemnification, Insurance:

vi. BUSINESS JUDGMENT RULE
1. A court will defer to the Board of Director’s business judgment unless their actions:

a. Are not in the honest belief that action is in the best interests of the corporation, or

i. Test failed in Dodge v. Ford

ii. Test Passed in Kamin v. AmEx
b. Are not based on an informed investigation 

i. Test failed in Smith v. Van Gorkom

ii. Look to process board went through to make that decision

1. Records

2. Time making decision

3. Lawyer

4. Investment banker

c. Or involve a conflict of interest

i. i.e. all kids of board of directors of Disney get free merchandise. Conflict because supposed to act in the best interest of the shareholders and not the board of directors and their families

Rule: Courts will not interfere with a business decision made by directors of a business unless there is a claim of fraud, bad faith, or self-dealing.
Kamin v. American Express (Business Judgment Rule and acting in the best interest of the corporation): American Express (defendant) authorized dividends to be paid out to stockholders in the form of shares of Donaldson, Lufkin and Jenrette, Inc. (DLJ). Kamin, et al. (plaintiffs), minority stockholders in American Express, brought suit against the directors of American Express, alleging that the dividends were a waste of corporate assets in that the stocks of DLJ could have been sold on the market, saving American Express about $8 million in taxes. The American Express directors filed a motion to dismiss the case.
Holding: Courts will not interfere with a business decision made by directors of a business unless there is a claim of fraud, bad faith, or self-dealing. An error of judgment by directors, as long as the business decision was made in good faith, is not sufficient to maintain a claim against them. In the present case, the plaintiffs do not allege any bad faith on the part of the directors. The only wrongdoing that the plaintiffs claim is that the directors should have done something differently with the DLJ stock. This allegation without more is not sufficient to maintain a claim.

2. Business judgment rule will be applied unless:

a. The powers have been illegally or unconscientiously executed; or unless fraudulent or collusive, and destructive of the rights of stockholders

3. What other type of fiduciary duty claim could be made?

a. Duty of loyalty: with self-interest 

b. 4 out of 20 directors were officers of AmEx so could benefit from dividends

c. Also, compensation tied to earnings so don’t want to reduce company earnings

d. But court says these problems arise all the time so they ignored it

e. Courts have said as a matter of law that compensation issues are NOT a conflict of interest issue
4. How should employee compensation contracts be drafted?

a. Instead of basing it on earnings, base it on value of the company’s stock and then people will be motivated to increase the value of the stock

5. Rationale for Business Judgment Rule:
a. Shareholders can elect new directors (if not happy, vote for someone else)

b. Competition will lead to failure of poorly managed firms (let capitalism run its course)

c. Do not want to discourage risk taking 

d. Business decisions are not for the court to decide

vii. Director’s Duty of Care – MBCA 
1. MBCA §8.30 Standards of Conduct (aspirational guidelines)
a. Each member of the board of directors, when discharging the duties of a director, shall act: (1) in good faith and (2) in a manner the director reasonably believes to be in the best interests of the corporation
b. When becoming informed or devoting attention shall discharge their duties with the care of a person in a like position would reasonably believe appropriate
c. Directors shall disclose material information
2. MBCA §8.31 Standards of Liability (What will get you in trouble)
a. Director may be found liable if:

i. MBCA §8.31(a)(1): corporate charter indemnification or cleansing does not preclude liability; and
ii. MBCA §8.31(a)(2)(i): Director did not act in good faith, or
iii. MBCA §8.31(a)(2)(ii)(A): Director did not believe she was acting in the best interest of the corporation, or
iv. MBCA §8.31(a)(2)(ii)(B): Director was not informed, or
v. MBCA §8.31(a)(2)(iii): a lack of objectivity due to director’s lack of independence
vi. MBCA §8.31(a)(2)(iv): Director failed to devote ongoing attention to oversight, or devote timely attention when particular facts arise
Rule: There is a rebuttable presumption that a business determination made by a corporation’s board of directors is fully informed and made in good faith and in the best interests of the corporation.
Smith v. Van Gorkom (corporations – informed decisions): Jerome Van Gorkom, the CEO of Trans Union Corporation (Trans Union), engaged in his own negotiations with a third party for a buyout/merger with Trans Union. Prior to negotiations, Van Gorkom determined the value of Trans Union to be $55 per share and during negotiations agreed in principle on a merger. There is no evidence showing how Van Gorkom came up with this value other than Trans Union’s market price at the time of $38 per share. Subsequently, Van Gorkom called a meeting of Trans Union’s senior management, followed by a meeting of the board of directors (defendants). Senior management reacted very negatively to the idea of the buyout. However, the board of directors approved the buyout at the next meeting, based mostly on an oral presentation by Van Gorkom. The meeting lasted two hours and the board of directors did not have an opportunity to review the merger agreement before or during the meeting. The directors had no documents summarizing the merger, nor did they have justification for the sale price of $55 per share. Smith et al. (plaintiffs) brought a class action suit against the Trans Union board of directors, alleging that the directors’ decision to approve the merger was uninformed.
Holding: Under the business judgment rule, a business determination made by a corporation’s board of directors is presumed to be fully informed and made in good faith and in the best interests of the corporation. However, this presumption is rebuttable if the plaintiffs can show that the directors were grossly negligent in that they did not inform themselves of “all material information reasonably available to them.” The court determines that in this case, the Trans Union board of directors did not make an informed business judgment in voting to approve the merger. The directors did not adequately inquire into Van Gorkom’s role and motives behind bringing about the transaction, including where the price of $55 per share came from; the directors were uninformed of the intrinsic value of Trans Union; and, lacking this knowledge, the directors only considered the merger at a two-hour meeting, without taking the time to fully consider the reasons, alternatives, and consequences. The evidence presented is sufficient to rebut the presumption of an informed decision under the business judgment rule. The directors’ decision to approve the merger was not fully informed. As a result, the plaintiffs are entitled to the fair value of their shares that were sold in the merger, which is to be based on the intrinsic value of Trans Union.
viii. Management Buy Out (MBO)
1. First, what is an acquisition?
a. Someone buys the shares from the shareholders

b. Shareholders change, new ones come in (e.g. Pritzker)

c. Buy all the shares, can force those holding onto shares to sell if you can get 90% of shares

2. MBO is a type of LBO – leveraged buyout – in which the purchaser is the company’s own management

a. Officers of the company that work for shareholders go to borrow money to buyout shareholders so that officers can become shareholders

ix. Leveraged Buy Outs
1. An acquisition of all the firm’s outstanding shares (special way of financing a buyout) – borrow money to finance purchase of shares, borrow based on value of the company’s assets 

2. Using borrowed funds
3. Secured by the assets of the company to be acquired
4. Why choose an LBO?

a. Helps to finance the purchase

b. More risk = more return = more discipline

x. Legal Issues considered in Van Gorkom
1. Was the board informed when they approved the merger?

a. They didn’t know enough because they didn’t know how Van Gorkom set the price

b. Couldn’t have relied in good faith on Van Gorkoms price quotes because Romans said to them that he never did a valuation

2. Did the board’s subsequent action cure?

a. Agreements board signed to open up for further bid actually prevented people from bidding

i. They never read the actual agreement before signing

3. Did the shareholder vote cure?

a. Usually if shareholders say it’s ok, then will cure but not in this case

i. Information shareholders were voting on was incorrect so vote doesn’t count

ii. Didn’t know how Van Gorkom set the price

4. Court held that this decision was not based on an informed investigation

a. Party attacking the board’s decision has the burden of proof

b. What must be proved? – gross negligence (wouldn’t be relying on good faith if grossly negligent)

c. Directors very rarely lose on these grounds

xi. How can directors protect themselves from liability for being uninformed?

1. Use lawyers to talk to the board about what is in the actual agreement and make a report

2. Then you will have relied in good faith on the lawyer

3. Also, use investment bankers to run spreadsheets

a. Can’t make informed decision without them because they will do financial analysis for you

4. Also, duration of meeting – if deciding fate of company should take at least 4 hours

xii. INDEMNIFICATION
1. Third type of protection for directors in addition to BJR and Insurance
2. Directors are liable to shareholders so may have to pay compensation damages for the h arms they caused 

a. Indemnification lets them look to corporation to reimburse them because it is a business expense

i. MBCA §8.51-§8.56
ii. DGCL §145
b. Delaware Indemnification – §145
i. (a) a corporation shall have power to indemnify a person who is or was a director against expenses (including attorney’s fees), judgments, fines and amounts paid in settlement, if the person acted in good faith and no reasonable cause to believe conduct was unlawful. Termination by settlement does not create a presumption that the conduct was not in good faith or unlawful.

ii. (b) No indemnification if person shall have been adjudged liable to corporation unless Court of Chancery permits

1. Almost always will settle because the board of directors are making the management decision to settle and they will then be assured indemnification

iii. (c) If successful on the merits, such person shall be indemnified

xiii. DIRECTORS AND OFFICERS INSURANCE
1. Corporations are allowed to purchase insurance

2. Directors are reimbursed by the corporation through indemnification but can also be covered by D&O insurance

a. Why both? You can get insurance for things that the corporation can’t indemnify you for – provides a broader array of actions

b. Also, if the corporation goes bankrupt/out of business, you can still be covered

3. Delaware DGCL §145(g)
a. A corporation shall have the power to purchase and maintain insurance on behalf of a director for any liability, whether or not the corporation would have the power to indemnify such a person against such liability

4. Legislative response to Smith v. Van Gorkom – people were scared that even with the above protections, boards still had to pay out of their pockets, so Delaware and the MBCA added extra protection in the corporate code to say that directors will not have liability for being careless

a. DGCL §102(b)(7): May include in certificate of incorporation, a provision eliminating or limiting the personal liability of a director . . . for monetary damages for breach of fiduciary duty . . . provided such provision shall not eliminate or limit liability of a director:
i. for breach of director’s duty of loyalty . . . 
ii. (ii) for acts or omissions not in good faith or which involve intentional misconduct
b. You are allowed to put a provision in the foundational document of a corporation that eliminates or limits personal liability of a director for damages of that director
c. Now corporation can waive liability and essentially get a free pass on duty of care (can never waive duty of loyalty)
i. Still has to be in the incorporation documents – not an automatic waiver from statute
1. Can retroactively add this provision but it is a very rigorous process and always better to include at the get go
d. This waiver causes less lawsuits (lawyers are the only people who benefit from the suits)
xiv. Director’s Duty of Care Overview:
1. Actions taken by the board of directors mostly covered by Business Judgment Rule:
a. Kamin v. American Express
b. Unless not acting in shareholders’ best interest
i. Dodge v. Ford
c. or process flawed
i. Smith v. Van Gorkom
2. INACTION of a Director is not covered by Business Judgment Rule
a. Franis v. United Jersey
b. The law encourages you to make decisions
Rule: A director has a duty to know generally the business affairs of the corporation.
Francis v. United Jersey Bank (BJR and inaction): Charles, Jr. and William Pritchard (sons) were directors of Pritchard & Baird Intermediaries Corp. (Pritchard & Baird), a reinsurance broker that controlled millions of dollars of client funds in an implied trust. The only other director was their mother, Mrs. Pritchard. The sons siphoned large sums of money from Pritchard & Baird in the form of “loans.” Eventually, the corporation went insolvent because of the siphoned funds. During the time the funds were misappropriated, Mrs. Pritchard did nothing in her role as director. She never went to the corporate office; she never received or read financial statements; and she knew nothing of the corporation’s business affairs. Her husband, the deceased founder of Pritchard & Baird, had actually warned her to watch out for the sons before he died. Subsequently, Mrs. Pritchard died and the trustee in bankruptcy (representing the interests of many creditors) brought suit against the estate of Mrs. Pritchard (defendant) to recover the siphoned funds.
Holding: A director has a duty to know generally the business affairs of the corporation. This duty includes a basic understanding of what the company does; being informed on how the company is performing; monitoring corporate affairs and policies; attending board meetings regularly; and making inquiries into questionable matters. In the case at bar, Mrs. Pritchard did none of the above. She did not seem to know what a reinsurance agency does; she never received or read financial statements; and she generally knew nothing of the corporation’s business affairs. Her failure to keep herself informed breached not only a duty of care to the corporation, but a fiduciary duty to Pritchard & Baird’s clients. It would have only taken a brief, non-expert reading of the financial statements to know that something was wrong and money was being misappropriated. Her failure to do so was the proximate cause of the misappropriations of the clients’ money not being discovered. The fact that her husband had warned her about the sons, but she still made no effort to monitor them is even more evidence that she violated her fiduciary duties.
3. Why does the court use a reasonable person standard rather than the business judgment rule?
a. This is a question of inactivity rather than activity so the business judgment rule does not apply. 
i. Gross negligence does not count as business judgment
b. For a reasonable person standard have to use ordinary care
c. When you’re a director, you don’t get deference in carrying out your affirmative obligations
i. When it comes to the basic metrics of your job and not actual business decisions (e.g. showing up, reading statements, etc.), you have to meet a reasonableness standard rather than BJR where threshold is just gross negligence
ii. Higher threshold for basic requirements of the job
4. Court looks for three requirements for liability under reasonable person standard:
a. (1) Did Lillian have a duty to the Pritchard and Baird clients?
i. Usually just have a duty to shareholders but this case is an exception because of the nature of the reinsurance business
1. Duty to customers exists when holding funds in trust for others
b. (2) Did Lilian breach that duty to those clients?
i. Yes because she had an affirmative duty to show up to meetings and know about the business
c. (3) was her breach the proximate cause of the clients’ loss
i. Court made a stretch
ii. It said that but for her negligence the brothers wouldn’t have stolen the money and if she had just come to meetings she would have noticed they were taking money
5. Affirmative duties of a director
a. Obligation of basic knowledge and supervision
b. Read and understand financial statements
c. Object to misconduct, and if necessary, resign

6. LIST OF WHAT TO DO AS A DIRECTOR:
a. Be informed: hire investment bankers and lawyers (Van Gorkom)
b. Must do things in the best interest of shareholders (Ford)
c. Have basic knowledge of business (Francis)
d. Show up at board meetings (Francis)
e. Know how to read financial statements (Francis)
f. If something bad happens, must object, and may have to resign (Francis)
DIRECTOR’S DUTY OF LOYALTY

xv. Director’s Duty of Loyalty
1. Note: Business Judgment Rule covers ONLY duty of care and NOT duty of loyalty
2. Duty of loyalty regulates self-dealing transactions, has no BJR shield, and 
3. mandates that the best interests of the corporation and its stockholders take precedence over any interest possessed by a director and not shared by the stockholders generally
2-PRONGED DUTY OF LOYALTY ANALYSIS:

Step 1: Does the transaction involve a conflict of interest?
4. Is a director or shareholder receiving a benefit from the firm not received by all?
5. to answer step 1, three questions must be answered affirmatively
a. is the firm on one side of the transaction? (corporate opportunity doctrine)
i. remember Meinhard v. Salmon – wouldn’t have been conflict of interest if the party wasn’t a part of the original joint venture, so Salmon’s new lease was a conflict of interest
b. is a director or shareholder on the other side of the transaction? (MBCA §8.06)
i. law considers family involvement to be almost the same as if you are involved yourself
c. is the transaction providing a benefit from the firm not received by all?

6. MBCA §8.60 – a conflict of interest occurs when:
a. Director is a party to the transaction
b. Director had knowledge and a material financial interest in the transaction; or
c. A transaction which the Director knew a related party had an interest in
i. Where do you draw the line as far as who counts as a family relation?
1. Defines related person on pg. 278 of statute book
(1) The individual’s spouse, a child, step-child, grandchild, sibling, half-sibling…
i. Or person living in the same house
d. Plaintiff has the burden of proof to show there is a conflict of interest
Step 2: Has the transaction been properly “cleansed”? (can other members/judge void the decision?)

7. MBCA §8.61-§8.63
a. Qualified directors cleanse by disinterested directors
i. MBCA §8.62 – defines qualified director’s cleanse

b. Independent Shareholders ratify the transaction
i. MBCA §8.63 – defines qualified shareholder ratification, requiring that they be independent
1. Note: Delaware statute doesn’t say “disinterested” or “independent” shareholders – so all get to vote, even those getting a benefit

c. Transaction can be cleansed if adjudged fair
i. MBCA §8.61(b)(3)

1. Any shareholder can go to a judge and ask for the transaction to be voided
8. DGCL §144
a. No contract or transaction between a corporation and one or more of its directors or officers shall be void or voidable if:

i. Informed, disinterested directors approve; or
ii. Informed shareholders ratify; or
iii. Transaction is substantively fair to the corporation
9. NOTE: difference between MBCA and DGCL
a. DGCL gives more latitude, says substantially fair, informed shareholders instead of independent (means in DE shareholders that are involved in the transaction can still vote – according to case law)
 


Corporate Opportunity Doctrine:
1. Use the GUTH TEST: (factors not elements from Guth v. Loft)
a. A corporate opportunity exists where:
i. Corporation is financially able to take the opportunity 

1. Not dispositive
2. Lessens the D’s burden
ii. Opportunity is in the corporation’s line of business

1. Activity as to which it has fundamental knowledge, practical experience, and ability to pursue
2. Consonant with its reasonable needs and aspirations for expansion
a. Like Singer case, because manufacturing side job very similar to general automotive’s business
3. Line of business test is broader and covers more opportunities than the interest/expectancy test
iii. A corporation has an interest or expectancy in the opportunity

1. Interest: something to which the firm has a right, legal entitlement
2. Expectancy: something which, in the ordinary course of things, would come to the corporation
3. If officer bought land to which the corporation had a contractual right, the officer took an “interest”
4. If the officer took the renewal rights to a lease the corporation had, the officer took an “expectancy”
iv. Embracing the opportunity would create a conflict between the director’s self-interest and that of the corporation

1. Seizing the opportunity creates the conflict
Rule: Under the corporate opportunity doctrine, it is not required that the director in question formally present the opportunity to his corporation’s board of directors if the corporation does not have an interest in or the financial ability to undertake the opportunity.

Broz v. PriCellular (Delaware duty of loyalty/corporate opportunity doctrine): Robert Broz (defendant) was a director of Cellular Information Systems, Inc. (CIS) (plaintiff). He was also the president and sole stockholder of RFB Cellular (RFBC), a competitor of CIS in the cellular telephone service market. At the time in question, CIS had recently undergone financial difficulties and had begun divesting its cellular licenses. Mackinac Cellular Corp. (Mackinac), a third party cellular service provider, was seeking to sell one of its licenses. Mackinac thought that RFBC would be a potential buyer and contacted Broz about the possibility. The license was not offered to CIS. Broz spoke informally with other CIS directors, all of whom told him that CIS was not interested in the license and could not afford the license even if it were interested. At about the same time, a fourth service provider, PriCellular, had undergone discussions with CIS about PriCellular purchasing CIS. PriCellular had also been in negotiations with Mackinac about purchasing the license in question. In September 1994, PriCellular agreed on an option contract with Mackinac about purchasing the license. The option was to last until December 15, 1994, but if any competitor offered Mackinac a higher price during that time, Mackinac would be free to sell the license for that higher offer. On November 14, 1994, Broz, on behalf of RFBC, offered Mackinac a higher price for the license and Mackinac agreed to sell to RFBC. Nine days later, PriCellular completed its purchase of CIS. CIS then brought suit against Broz, alleging that Broz breached his fiduciary duties to CIS by purchasing the license for RFBC when the newly formed PriCellular/CIS corporation had had the option open to make the same purchase.
Holding: There is no requirement that the director take into consideration future interests of an at-that-time third party corporation, and there is no requirement that the director in question formally present the opportunity to his corporation’s board of directors if the corporation does not have an interest in or the financial ability to undertake the opportunity. In the instant case, at the time Broz closed the deal for the license on behalf of RFBC, PriCelluar had no equitable interest in CIS. He was under no duty to consider the “the contingent and uncertain plans of PriCellular.” In addition, it was clear that at the time CIS could not financially afford to purchase the license and that it in fact had no interest in purchasing the license. This was not only clear given CIS’s financial troubles and divesting of other licenses, but because directors of CIS told Broz as much during informal discussions. Consequently, Broz did not violate any fiduciary duty to CIS.

ii. Delaware Law and Board Approval:

a. Relevance of board approval or lack thereof on corporate opportunity
i. Not required
ii. Board approval creates safe harbor
iii. Meeting individually with board members does not count
iii. Requirement for Formal Board of Directors Action: action only occurs when:

a. MBCA §8.20: board meetings are either regular or special
b. MBCA §8.21: action without meeting requires unanimous written consent
i. Varies by state
c. MBCA §8.22: no notice necessary for regular meeting; two-day notice required for special meeting
d. MBCA §8.23(a): a director may waive notice and must be in writing (except as in subsection b)
e. MBCA §8.23(b): a director’s attendance at a meeting waives any required notice unless director objects
f. MBCA §8.24: quorum – default rule – majority; minimum quorum requirement acceptable – 1/3. Vote is decided by the majority of those present
i. If there is notice, can lower to 1/3
ii. if 5 out of 8 directors show up, there is a quorum, and then if 3 vote, it passes because it’s a majority of directors present even though not majority of all directors


SHAREHOLDER’S DUTIES
i. no duties unless controlling shareholder

a. Shareholders acting as shareholders owe one another NO fiduciary duties
b. Controlling shareholders owe fiduciary duties to minority 

Rule: A parent corporation must pass the intrinsic fairness test only when its transactions with its subsidiary constitute self-dealing.

Sinclair Oil v. Levien: (duty of loyalty for controlling shareholders): Sinclair Oil Corp. (Sinclair) (defendant) owned about 97 percent of the stock of its subsidiary, Sinclair Venezuelan Oil Company (Sinven) (plaintiff). From 1960 to 1966, Sinclair caused Sinven to pay out $108 million in dividends, which was more than Sinven earned during the time period. The dividends were made in compliance with law on their face, but Sinven contended that Sinclair caused the dividends to be paid out simply because Sinclair was in need of cash at the time. In addition, in 1961 Sinclair caused Sinven to contract with Sinclair International Oil Company (International), another Sinclair subsidiary created to coordinate Sinclair’s foreign business. Under the contract, Sinven agreed to sell its crude oil to International. International, however, consistently made late payments and did not comply with minimum purchase requirements under the contract. Sinven brought suit against its parent, Sinclair, for the damages it sustained as a result of the dividends, as well as breach of the contract with International. The question is whether Sinclair was improperly engaging in self-dealing.

Holding: A parent corporation must pass the intrinsic fairness test only when its transactions with its subsidiary constitute self-dealing in that the parent is on both sides of the transaction with its subsidiary and the parent receives a benefit to the exclusion and at the expense of the subsidiary. Otherwise, the business judgment rule will apply. Starting with the issue of the dividends in the present case, the Delaware Court of Chancery improperly applied the intrinsic fairness standard. The dividend payments were not self-dealing by Sinclair. Although they resulted in a lot of money changing hands from Sinven to Sinclair, a portion of the money was also received by Sinven’s minority shareholders. There was no benefit to Sinclair that came at the expense of Sinven’s minority shareholders and so the payments do not constitute self-dealing. Accordingly, the business judgment rule applies to the payments and under the business judgment rule, the court can find no evidence that the decision to cause Sinven to pay dividends was fraudulent or made in bad faith. Sinclair, therefore, did not violate its fiduciary duty to Sinven by causing the dividends to be paid and the Delaware Court of Chancery is reversed on that issue. On the other hand, in terms of Sinclair inducing the contract between Sinven and International, Sinclair was engaged in self-dealing, as Sinclair is the parent of both parties to the contract. Moreover, when the contract was breached by late payment, Sinclair was able to reap the benefits of the crude oil to the detriment of Sinven’s minority shareholders. As a result, the Delaware Court of Chancery was correct in applying the intrinsic fairness standard to Sinclair’s involvement in the contract, and the court determines that the Delaware Court of Chancery was also correct in finding that Sinclair did not meet its burden of showing objective fairness under that standard. Clearly Sinclair’s involvement is not objectively fair because International breached the contract and Sinclair reaped benefits without fully paying for them. Sinclair thus breached its fiduciary duty to Sinven by its role in the formation and execution of the contract with International.
a. Why is this a duty of loyalty case?

a. A director is a fiduciary, and so is a dominant or controlling stockholder or group of stockholders
i. When contracts are challenged, the burden is on the director or shareholder to prove good faith of the transaction and show inherent fairness from the viewpoint of the corporation

STEP 1: Was there a conflict of interest?

b. Minority objected to three aspects of the relationship

i. Sinven’s large dividends
1. $3 million went to minority shareholders, $105 million went to Sinclair

2. Directors didn’t receive benefit that wasn’t received by all though 
a. NOT A CONFLICT OF INTEREST

ii. Sinven prevented from expanding
1. Sinven didn’t lose a corporate opportunity because were only supposed to stay in Venezuela anyway

2. Absent fraud or overreaching, it is up to Sinclair HOW to expand

a. NOT A CONFLICT OF INTEREST

iii. Contract between Sinven and Sinclair Breached
1. Internationals’ payments were supposed to be made upon receipt but were up to 30 days late

2. Didn’t comply with the minimum amount of oil to be purchased

3. Firm is involved in the transaction; shareholder involved in transaction; shareholder gets a benefit not received by all

4. Court said it was not fair because the parent breached the contract, but should not have been about whether they breached, but just if the deal was actually fair

STEP 2: Was this transaction properly cleansed (breach of contract)

c. The transaction was not properly cleansed – independent shareholders did not ratify and qualified directors (disinterested) did not cleanse with a vote
i. But there was no way to cleanse because there were no independent directors (all directors were also Sinclair employees)
1. To avoid this, could have hired uninterested directors to get a cleanse (like law school professors…)
d. Why does this case fall under the intrinsic fairness prong of the conflict of interest review provision - DGCL §144(a)(3)?
i. Now that there is a conflict of interest, BJR not available and the burden shifts to the defendant
e. What does the court decide about the intrinsic fairness of this transaction between Sinven and Sinclair?
i. Adjudged NOT fair
Rule: Under Delaware law, the business judgment standard applies to a shareholder’s duty of loyalty claim related to a merger if the merger does not involve an interested and controlling stockholder.

In Re Wheelabrator (duty of loyalty – cleansing): Waste Management, Inc. (Waste) owned 22 percent of the shares of Wheelabrator Technologies, Inc. (WTI). The two companies negotiated a merger agreement, which was approved by WTI’s board of directors (defendants) and shareholders. Certain WTI shareholders (plaintiffs) brought suit, claiming, among other things, that the board of directors breached its duty of loyalty.
Holding: The business judgment standard—not the entire fairness standard—applies to a shareholder’s duty of loyalty claim regarding a merger, so long as that merger does not involve an interested and controlling stockholder. The entire fairness standard represents a heightened standard of care for directors and thus is appropriate when the controlling, interested stockholder is participating in the merger. This heightened standard is not necessary when a controlling, interested stockholder is not involved. In the present case, Waste was only a 22 percent shareholder of WTI. There is no evidence that Waste had de jure or de facto control over WTI. As a result, the merger did not involve a controlling shareholder, and therefore the business judgment standard applies.
Effect of approval by shareholders in Delaware
iv. DGCL §144(a)(2): depends on the type of claim

a. Duty of care claims: extinguished; shareholder vote will cure board’s uninformed business judgment (minority shareholder has no claim once a majority ratifies the decision)
b. Duty of Loyalty claims against directors (wheelabrator case came under this type of transaction because at the time of the action, Waste was not a controlling shareholder)
i. Shifts burden of proof to plaintiff to show wasteful transaction

ii. E.g. if the company bought the director’s house – conflict of interest transaction

1. If shareholders (majority) approve the transaction, and the minority shareholders want to raise a claim, the burden is now on the plaintiff not the defendant to prove that it was wasteful.

a. Waste is a very forgiving standard – have to prove they got absolutely nothing for it

2. A vote almost completely wipes out the claim

c. Duty of loyalty claims against controlling shareholder

i. Shifts the burden of proof to the plaintiff to show unfairness

ii. The only time when shareholder vote not as powerful in terms of cleanse

1. Without vote, burden would have been on the company to defend itself

2. Now the burden shifts to plaintiff to show the transaction was unfair

3. Shareholder vote is less useful as against a controlling shareholder

a. Thought behind this is that if there is a controlling shareholder and you are a minority shareholder, you are pretty powerless

Directors’ Obligation of Good Faith
v. The obligation of good faith is not a separate fiduciary duty; it is a subset of the duty of loyalty

vi. Now part of the Delaware legal doctrine and has implications for roles and duties of a director
Rule: Directors will be liable for failure to engage in proper corporate oversight where they fail to implement any reporting or information system, or having implemented such a system, consciously fail to monitor or oversee its operations.
Stone v. Ritter (duty to act in good faith): AmSouth Bancorporation (AmSouth) was forced to pay $50 million in fines and penalties on account of government investigations about AmSouth employees’ failure to file suspicious activity reports that were required by the Bank Secrecy Act (BSA) and anti-money-laundering (AML) regulations. AmSouth’s directors were not penalized. The Federal Reserve and the Alabama Banking Department issued orders requiring AmSouth to improve its BSA/AML practices. The orders also required AmSouth to hire an independent consultant to review AmSouth’s BSA/AML procedures. AmSouth hired KPMG Forensic Services (KPMG) to conduct the review and KPMG found that the AmSouth directors had established programs and procedures for BSA/AML compliance, including a BSA officer, a BSA/AML compliance department, a corporate security department, and a suspicious banking activity oversight committee. The plaintiffs nonetheless brought suit against AmSouth directors (defendants) for failure to engage in proper oversight of AmSouth’s BSA/AML policies and procedures.

Holding: Directors will be liable for failure to engage in proper corporate oversight where they fail to implement any reporting or information system, or having implemented such a system, consciously fail to monitor or oversee its operations. The standard for such a determination is whether the directors knew that they were not fulfilling their oversight duties and thus breached their duty of loyalty to the corporation by failing to act in good faith. This is a forward-looking standard and hindsight may not be used to determine whether directors exercised their corporate oversight responsibilities in good faith. In the present case, the KPMG report shows that the AmSouth directors had substantial BSA/AML policies in place, including a BSA officer, a BSA/AML compliance department, a corporate security department, and a suspicious banking activity oversight committee. The implementation of this system discharges the directors’ oversight responsibilities because it is an adequate reporting system and it delegated monitoring responsibilities to AmSouth employees and departments. Simply because an AmSouth employee failed to follow the BSA/AML policies and procedures in place does not mean that the directors did not put the policies and procedures in place in good faith
vii. Court says that duty of good faith is a subsection of duty of loyalty, therefore falls under DE §102(b)(7) and can’t contract around your liability. 

viii. What would an adequate law compliance program include?

a. Policy manual

b. Training of employees 

c. Compliance audits

d. Sanctions for violations

e. Provisions for self-reporting of violations to regulators

ix. New rule from In Re Caremark – Now DE law
a. Directors’ obligation includes a duty to assure that a corporate information and report system exists, and that failure to do so MAY render a director liable for losses caused by non-compliance with legal standards
OVERVIEW OF DIRECTORS AND SHAREHOLDER DUTIES

x. Duty of Care
a. Diligence in carrying out actions not subject to substantive review

b. Failure to act and carry out basic supervision can violate duty of care

i. DGCLS+102(b)(7) may eliminate personal liability of a director for monetary damages

xi. Duty of Loyalty
a. Conflict of interest transaction

i. Burden and/or standard will shift if approved by:

1. Disinterested directors

2. Disinterested shareholders

3. Or, determined to be fair

xii. Duty of Good Faith (subsection of Duty of Loyalty)
a. Failure to gather information to avoid violation of law

b. Make sure people that work in your company don’t break the law

i. AmSouth held to be following their duty, had all the paperwork

c. Good Faith and Independent Standard of Liability?

i. No. Stone v. Ritter: the obligation to act in good faith DOES NOT establish and independent fiduciary duty that stands on the same footing as duties of care and loyalty
SHAREHOLDER ROLES
i. SUE – shareholder suits

a. Direct suits: a suit alleging a direct loss to the shareholder
i. Bases for direct claims:

1. Force payment of promised dividend;
2. Enjoin activities that are ultra vires;
a. Outside the scope of their power – e.g. illegal use of corporation’s assets
3. Claims of securities fraud;
4. Protect participatory rights for shareholders
ii. Shareholders have a contractual relationship with the corporation through their stocks, so they are alleging a breach of that contract
b. Derivative suits: two suits in one: (1) who can represent the company (2) the substantive, underlying suit against the board
i. It alleges an indirect loss to the shareholder
ii. Bases for derivative suits

1. Breach of duty of care
2. Breach of duty of loyalty
iii. Saying to the corporation that they were wronged by bad directors, but directors don’t want to bring the lawsuit because they would be suing themselves. The shareholder steps in on behalf of the corporation to bring the suit
1. Like a class action because the interest of each claimant is relatively small – the attorney is representing the aggregate interest of that group
iv. Remedies for a derivative lawsuit

1. The shareholder is suing in right of the corporation so
a. Remedy from principal suit goes to the corporation

b. Corporation is required to pay shareholder attorney’s fees if the suit is successful or settles
v. Who can bring a derivative suit? – MBCA
1. MBCA §7.41(1): must e a shareholder at the time of the allege wrongdoing
2. MBCA §7.41(2): named plaintiff must be a fair and adequate representative of the corporation’s interest
a. i.e. no conflict of interest such as a suit for unrelated strategic purposes
3. in many states, must continue to be a shareholder
4. could be a shareholder attorney
vi. Procedural Hurdles for a Derivative Action (bonding req., demand req., special litigation committee)
1. Bonding requirement: only shows up in certain states
a. In some states (not Delaware) a derivative claimant with low stakes must post security for corporation’s legal expenses – court wants to deter frivolous suits and make sure you will pay
2. Demand Requirement – Grimes v. Donald
a. Most states require shareholder in a derivative suit to approach the board of directors first and demand that they pursue legal action (unless the shareholder can claim a valid excuse)
b. Policy reason: recognition that directors manage the business affairs 
c. But artificial requirement and not really designed to work – real trick in Delaware is to argue demand excuse/demand futility 

d. What is a formal demand?
i. Letter from shareholder to board of directors
1. Request that board bring suit on alleged cause of action
2. Must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits
3. But under Grimes, if they did the right thing when they got your letter, you’re out of luck
e. DELAWARE: Shareholders must make a demand before filing suit UNLESS it is “futile”

i. The complaint shall allege the efforts, if any, made by plaintiff to obtain the action the plaintiff desires from the directors and the reasons for the plaintiff’s failure to obtain the action OR for not making the effort

f. When is the demand requirement excused?

i. Demand is deemed futile if plaintiff creates a reasonable doubt that:
1. Directors are disinterested and independent, or 
2. The challenged transaction was the product of valid exercise of business judgment
ii. Basically, have to go to the court and say, I can create reasonable doubt that these directors will listen to me when I present a demand letter, or that the deal was legitimate
iii. NO discovery yet – limited to “tools at hand”
1. Have to plead these things with reasonable specificity but without the tools of discovery

2. Can look at corporate documents, commonly piggy back on lawsuits and federal investigation (e.g. Stone v. Ritter)
g. Demand Requirement under MBCA
i. MBCA §7.42: no shareholder may commence a derivative proceeding until a written demand has been made and 90 days have expired from the date the demand was made unless irreparable injury to the corporation would result by waiting for the expiration of the 90-day period

ii. MBCA §7.44 – Disposition of Demand Req. – 

1. (a) Court will dismiss if independent directors or panel find in good faith, proceeding with suit not in best interest of the corporation

2. (b) Evaluation by (1) a majority of independent directors, or (2) a majority of committees of independent directors

3. (c) Can proceed after demand rejection if majority of board not independent or review not in good faith or reasonable

4. (d) Burden of proving in good faith and reasonable shifts to Board if majority of directors not independent

Rule: When a board of directors reaches a disinterested decision on corporate governance, the board’s reasoned business judgment will be given great deference by the courts.

Grimes v. Donald (demand requirement): The board of directors of DSC Communications (DSC) (defendant) approved a compensation agreement for DSC’s CEO, James Donald (defendant), that promised him employment until his seventy-fifth birthday, and provided that if he lost his job without cause, he would be entitled to the same salary he would have earned until the contract would otherwise have expired. The contract also included further incentive bonuses, lifetime medical coverage for Donald and his family, and other benefits. Grimes (plaintiff), made a demand to the board that it abrogate the contract with Donald. The board refused. Grimes filed a derivative suit alleging that the board abdicated its responsibility to oversee the management of the company. Grimes alleged that by granting Donald a contract that allowed him to collect compensation even if the board chose to reject the course of action he chooses as CEO, the board had given up its responsibility to oversee the future of DSC. In his derivative action, Grimes alleged that he never had to make a demand of the board, because the demand would have been futile in the first place.

Holding: Generally, the courts will grant great deference to the valid exercise of business judgment of a board of directors. This deference will sometimes mean that board decisions about executive compensation in a competitive market for executive expertise receive deference from the courts. The courts’ deference will mean that a board’s decisions about how to respond to requests from concerned shareholders will be given similar deference. Additionally, the courts are required to take the demand requirement in a derivative case very seriously. The demand requirement can only be excused if a plaintiff can show that any demand would have been futile. In this case, not only did the board of directors have discretion to find a CEO and induce him to take the job with DSC, it was the board’s responsibility to do so. The fact is that any contract will require the board to give up some of its future ability to make decisions about how the company should be run, but the choice to pay Donald to make some decisions for the board is itself a business judgment. Because the contract was a valid exercise of business judgment, Grimes’ abdication claim was rightfully dismissed. Grimes argues, with regard to his derivative claim, that he was excused from making any demand on the board at all.  However, the fact that he did make a formal demand that the board reconsider Donald’s contract bars him from pleading that his demand would have been futile. As far as the rejection of the claim Grimes did make, once the board considered his demand, its judgment was entitled to business judgment deference.

**Takeaway: in DE never make demand, always file suit first and claim futility because once the board considers it, you lose your underlying suit and can only argue that they inadequately considered the request
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3. Special Litigation Committee (Zapata v. Maldonado)
a. Even if a plaintiff goes to court first and gets demand excused, can still face the corporation’s special litigation committee (SLC)

b. SLC is a group of some members of the Board

c. If litigation is going on for years and new directors come in, those new directors can vote to drop the suit

d. Almost always formed after lawsuit

e. If you have a board that isn’t independent, they may hire people, like lawyers, to join the board and then form an SLC, and they can decide to drop the suit or not

f. They’ll argue that these lawyers should represent the corporation and not the shareholder’s lawyers and take over the suit.

Rule: A corporate board of directors cannot dismiss a derivative lawsuit based solely on the fact that a committee composed of disinterested members found that the litigation is not in the corporation’s best interest.

Zapata Corp. v. Maldonado (special litigation committee): William Maldonado (plaintiff) brought a derivative action on behalf of Zapata Corp. (defendant) against Zapata’s board of directors, alleging breach of fiduciary duty. Maldonado had not made a prior demand on the board and instead argued that demand was futile, because all of the board members were alleged to have taken part in the challenged transactions. After two new outside directors were added to the board, the board as a whole appointed those two members to an investigation committee charged with investigating Maldonado’s claims. The committee found that it was in Zapata’s best interest that the derivative suit be dismissed.
Holding: Many states, relying on Delaware law, have held that the business judgment rule allows a board of directors to terminate a derivative suit based on a vote by a disinterested committee. However, the business judgment rule requires far more than that, notably a showing that the decision was well informed and reached through proper procedures. While the powers of a shareholder to allege a breach of fiduciary duty are not limitless, they certainly cannot be extinguished by the board without any examination by the courts. However, when the court examines the facts of a derivative case, it must engage in a balancing act. One the one hand are the interests of the individual shareholder, for whom the derivative suit is an important tool for guaranteeing good corporate governance. On the other hand are the interests of the corporation and its body of shareholders, for whom derivative suits are a hassle and a needless expense. In this case, there is no serious allegation that the members of the committee were disinterested. While the board as a whole had an interest, as it was a named defendant in the case, the board does not transfer its members’ interest in the litigation to the committee when it empowers the committee to make decisions about the litigation. However, mere disinterest is not enough to dismiss the suit. The committee must show, in a detailed manner, how it reached its conclusion that the suit is not in the best interest of the corporation. Further, the committee must give Maldonado the opportunity to dispute its findings. If the trial court is convinced that the committee’s findings are both fair and reasonably arrived at, then the trial court, taking the committee’s findings into account, should decide whether the litigation truly should be dismissed.
**Court will defer to business judgment of the special litigation committee

Delaware Standard for reviewing SLC Recommendations:

a. Zapata two-step:

a. Step 1: 
i. Inquiry into the independence and good faith of the committee

ii. Inquire into the bases supporting the committee’s recommendations

iii. Court asks if they made a sound decision procedurally when new lawyers wanted to fire old lawyer

b. Step 2:
i. Court applies its own business judgment as to whether the case should be dismissed

1. Ask was this original claim really such a bad lawsuit that we shouldn’t fire the first lawyer and let them proceed with the suit?

b. Zapata is a far more intrusive judicial review than normal – Why?

a. Context: demand was excused because board disabled from acting due to conflicted interests – so committee appointed by the disabled board

SHAREHOLDER SUIT OVERVIEW:

a. Bonding Requirement: in minority of states need to post bond when making derivative suit
b. Demand Requirement: (Grimes v. Donald): Demand excused if show demand futile, by showing reasonable doubt (using only tools at hand) that:
a. Majority of directors are disinterested and independent; or

b. That challenged transaction was the product of a valid exercise of business judgment
c. Zapata 2-step evaluation of SLC decision
a. Step 1: evaluate board’s independence, good faith, and decision process (like BJR review)

b. Step 2: apply court’s business judgment, including public policy considerations
a. VOTING – Shareholder votes

a. Who votes?

i. Shareholders of record

1. Holder on the record date gets to vote (MBCA §7.07)
a. Record date can be no more than 70 days before the vote
2. Default rule is that one share = one vote (MBCA §7.02)
a. Unless articles of incorporation provide otherwise – founder might give himself special stock that gives him 10 votes
b. When do shareholders vote?

i. Shareholder meetings

1. Annual meetings (MBCA §7.01)
a. Time set in by-laws
2. Special meetings (MBCA §7.02)
a. By request of board of directors or
b. At written request of at least 10% of shares
3. Unanimous written consent (MBCA §7.04)

a. If unanimous vote, don’t need a meeting
c. How do shareholders vote?

i. Ost matters require a majority of shares present at a meeting at which there is a quorum - MBCA §7.25(c)
1. Don’t need absolute majority
2. NOTE: under MBCA, need majority of shareholders present to pass, under DGCL, need majority of all shareholders to pass
ii. Shareholders vote either in person or by proxy – MBCA §7.22
1. Proxy Voting
a. Proxy is someone else who votes on your behalf
b. Typically voting is done by proxy
c. Shareholder appoints a proxy (aka proxy agent) to vote his shares at the meeting
d. Appointment effected by means of a proxy (aka proxy card)
i. Can specify how shares to be voted or give agent discretion
ii. Proxy appointment is revocable
d. What do shareholders vote on?

i. Election of Directors – MBCA §8.03-§8.08
1. Which directors can you vote for?
a. Incumbent board nominates a slate of directors
b. The company sends out the official proxy solicitation materials
c. A competing slate can be offered in separate proxy materials

i. PROXY CONTEST:

1. Insurgents pay the costs (including mailing)
2. Go to shareholders and propose to them that this group is destroying the value of the company, and want to offer alternative of people
3. See Rosenfeld v. Fairchild
d. Dodd-Frank/SEC allows director nomination (of one or more, up to 25% of the board) if >3% of shareholders for three years
ii. Amendments to the Articles of Incorporation and by-laws – MBCA §10.03, §10.20
1. These are the foundational documents of a corporation that can’t be changed without shareholder approval
2. Amending the Corporate Charter under MBCA and DGCL
a. MBCA §10.03: An amendment to the articles of incorporation:
i. (a) must be adopted by the board of directors and 
ii. (e) approved by a majority of the votes of the shareholders present (as long as a quorum)
b. DGCL §242(b)(1): In order to amend the certificate of corporation:
i. The directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment
c. Note differences in terminology and required votes

3. Modifying the BYLAWS under MBCA and DGCL

a. Bylaws set out the procedural rules of how a corporation will run
i. Harder to change the articles of incorporation than bylaws because need BOTH directors and shareholders, but for bylaws, can have either voting independently to modify
b. MBCA §10.20: 
i. (a) Shareholders may amend or repeal, and
ii. (b) Directors may amend or repeal, unless pertaining to director election or bylaws prohibit
c. DGCL §109(a): The power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote (plus, directors may also have this power if so provided in the articles of incorporation)
iii. Fundamental transactions (e.g. mergers) – MBCA §11.04
iv. Odds and Ends, such as “Precatory” Measures
1. Rule 14a-8: Shareholder Proposals:

a. Allows qualifying shareholders to put a proposal before their fellow shareholders
i. And have proxies solicited in their favor in the company’s proxy statement
ii. Expense thus borne by company
b. Typically rules of a corporation are governed by the articles of incorporation as required by state laws
i. General governance of corporation stems from state law of the state where incorporated
c. Voting system considered fraudulent in the 1920s so SEC stepped in and established rules through the Securities Exchange Act of 1934

i. Federal government stepped in after the great depression to regulate shareholder voting

1. Shareholder voting control taken away from state internal affairs doctrine and made into a matter of federal securities (corporate) law
d. Securities Regulation – typically a 2-tier system
i. Statute creates SEC, then SEC is told to make the rules to govern the marketplace
1. Statute is very general, but the SEC rules have the full force of a law
e. Selected Eligibility Requirements: Time, holdings, and length
i. Who is eligible to submit a proposal and how do I demonstrate to the company that I am eligible?
ii. 14a-8(b)(1): must have owned at least 1% or $2,000 (whichever is less) of the issuer’s securities for at least one year prior to the date the proposal is submitted
1. To calculate whether the $2,000 minimum is met, multiply the number of securities the shareholder held for the one-year period by the highest SELLING price during the 60 calendar days before the shareholder submitted the proposal

iii. Must be submitted at least 120 days before the date on which proxy materials were mailed for the previous year’s annual shareholder’s meeting
iv. 14a-8(d) – proposal plus supporting statement cannot exceed 500 words (can link to website)

2. Reasons the Company can EXCLUDE Shareholder Proposals
a. Rule 14a-8(i)

i. If the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization

ii. Implementing would violate law

iii. Implementing would violate proxy rules

iv. Proposal involves personal grievance or special interest

v. Proposal is not relevant to firm’s operations

vi. Company lacks power to implement

vii. Proposal deals with company’s ordinary business operations

1. Note tension between (v) and (vii)

a. Can exclude if too relevant but also if not relevant enough

b. Can’t involve operations but has to involve operations

viii. Relates to electing officers

b. These ballot measures have zero binding power on the board

i. Shareholders however have voting power to elect board members and decide on management compensation, so some motivation for board to listen to their proposals
3. SEC Response:
a. SEC in charge of looking at these proposals

b. Usually company won’t want to include proposal – they go to SEC and argue that the proposal doesn’t qualify, and then SEC will agree or not

c. If SEC wants to include it, they will say that they will carry out enforcement action if the firm rejects it

d. Staff level action:

i. If SEC staff determines proposal can be excluded, they will send a no-action letter

ii. If staff determines the proposal should be included, they will notify the issuer of possible enforcement action if they choose to exclude

e. SEC is the reluctant referee of the shareholder proposal process
v. Non-binding “say on pay” vote at least every 3 years (per Dodd-Frank Act (2010/SEC)
1. For all public companies, shareholders get to vote on whether the people at the company are earning too much.
Rule: In a proxy contest over policy, corporate directors have the right to make reasonable and proper expenditures from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies which the directors believe are in the best interests of the corporation.
Rosenfeld v. Fairchild Engine & Airplane Corp. (shareholder voting and proxy rules): In a policy-related proxy contest (as opposed to a personal contest for power) for a board of directors election in Fairchild Engine & Airplane Corp. (Fairchild) (defendant), Fairchild’s treasury paid $106,000 in defense of the old board of director’s position; $28,000 to the old board by the new board after the change to compensate the old board for their failed campaign; and $127,000 reimbursing expenses that the new board members incurred in their campaign. That reimbursement was ratified by a majority vote of the stockholders. The policy question behind the proxy contest was the long-term and very expensive pension contract of a former director, Carlton Ward. Rosenfeld (plaintiff), brought suit to compel the return of the above payments to the Fairchild treasury
Holding: In a proxy contest over policy, corporate directors have the right to make reasonable and proper expenditures from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies which the directors believe are in the best interests of the corporation. The stockholders may also reimburse new directors for costs that the new directors incur in their policy campaign. Because corporations have so many stockholders, if directors were not able to use corporate funds for solicitation of proxies, it is very possible that corporate business would be “seriously interfered with.” There are so many stockholders that each individual stockholder cannot make much of a difference in a vote. Use of proxies is a way to pool stockholders’ votes, making corporate business conductible. And proxies would likely not be used as much as they are if the directors had to pay for their solicitation out of their own pockets. Consequently, directors, if acting in good faith, may incur reasonable expenses in the solicitation of proxies in a policy-related proxy contest.
**Majority decision called FROESSEL RULE (judges name): payoff structure: incumbent board proxy costs paid regardless of outcome; insurgent costs may be reimbursed if insurgent wins (omission of discussion about what happens if insurgent loses - therefore not allowed)

	Board
	Win
	Lose

	Incumbent Board
	Costs reimbursed
	Costs reimbursed

	Insurgent Board
	Costs reimbursed
	Costs NOT reimbursed


Rule: The meaning of “significantly related” in the SEC rule for omissions in proxy statements is not limited to economic significance.
Lovenheim v. Iroquois Brands, Ltd. (shareholder proposals): Peter Lovenheim (plaintiff) was a shareholder in Iroquois Brands, Ltd. (Iroquois) (defendant). Iroquois was preparing to send proxy materials to its shareholders containing information about a shareholders meeting. Lovenheim sought to include in the proxy materials a proposed resolution that he planned to offer at the meeting. The resolution pertained to the allegedly inhumane procedures used to force-feed geese for production of pate de foie gras in France, which was a type of pate imported by Iroquois. Iroquois refused to include information on Lovenheim’s resolution in the proxy materials. Iroquois defended its refusal based on the SEC rule that a corporation may omit a proposal from its proxy statement “if the proposal relates to operations which account for less than 5 percent of [Iroquois’s] total assets at the end of its most recent fiscal year . . . and is not otherwise significantly related to [Iroquois’s] business.” Pate accounted for well less than 5 percent of Iroquois’s business. However, Lovenheim maintained that his proposal could not be excluded because of the second part of the rule in that it cannot be said that the proposal is not otherwise significantly related to Iroquois’s business. Lovenheim argued that the proposal had ethical or social significance.
Holding: The meaning of “significantly related” in the SEC rule for omissions in proxy statements is not limited to economic significance. Therefore, because of the ethical and social significance of Lovenheim’s proposed resolution, Lovenheim has shown a likelihood of prevailing on the merits in that his proposal is “otherwise significantly related” to Iroquois business. The proposal therefore may not be excluded from the proxy statement being distributed.
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b. SELLING SHARES & INSIDER TRADING
a. Federal Securities Statutes

i. Securities Act of 1933
1. Regulates the public offering of new securities
2. Disclosure at the time of the public offering
3. Key section:
a. §5 – regulates offering procedure

ii. Securities Exchange Act of 1934
1. Regulates trading activity

2. Ongoing disclosure required
3. Key sections
a. §10(b) – no fraud
b. §14(a) – proxy contest
c. §14(e) – tender offers
d. §16 – insider trading
iii. Sarbanes Oxley Act of 2002
iv. Dodd Frank Act of 2010
v. JOBS Act of 2012
b. Issues in Selling Shares
i. Are you selling a security?
1. If yes, then federally regulated
ii. Is your sale a “public offering”?
1. If no, avoid §5 but §10 still applies
iii. Is your sale insider trading? Yes, if…

1. §16 of the ’34 act applies (statutory insider trading: Reliance Electric Co. v. Emerson Electric Co.), or
2. Classical Insider Trading: A fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary (SEC v. TGS)(Rule 10b-5), or
3. Tipper and Tippee liability (Dirks v. SEC)(Rule 10b-5), or
4. A fiduciary trades using information that was misappropriated (US v. O’Hagain)(Rule 10b-5)
c. STATUTORY INSIDER TRADING

i. 1934 Act – §16
1. (a) defines statutory insider
a. If own over 10% or are a director or officer (statutory insider) then must report ownership stake and changes to SEC
i. People exposed to crucial information are statutory insiders
2. (b) “statutory insider” profits from a purchase and sale or sale and purchase within 6 months are recoverable by the firm
a. Firm gets the profits generated by the sale
i. Textbook author says this is both under and over-inclusive
1. Why over-inclusive: could be other reasons for a quick turn-around in sale
a. E.g. think you won the lottery so buy lots of stock in your company only to realize it was a scam so you have to sell the stock 
2. Why under-inclusive: if you sell after 6 months and 1 day, but use insider information, you are outside of the scope of the statute. 
ii. Sale and Purchase

1. Sale and purchase must occur within 6 months of each other
a. Must be statutory insider at both the time of purchase and time of sale

2. Recovery:
a. Any recovery goes to the company
b. Courts interpret the statute to maximize the gains the company recovers

i. If purchased shares at different times for different amounts, the court uses the lowest price in order to get the highest profit
1. E.g. buy 5 shares for $10, then buy 5 shares for $20
2. Then you sell 5 shares at $20
a. The shareholder wants to say that they made no gain based on the 5 shares purchased at the sale price
b. Court will say though that they really got $10 profit per share in order to maximize recovery by the company
i. Policy is to maximize the penalty to deter insider trading
Rule: Shareholders holding shares worth 10 percent or more of a corporation’s outstanding stock must pay to the corporation any profits they make from buying and selling the corporation’s stock within a six-month period.
Reliance Electric Co. v. Emerson Electric Co. (statutory insider trading): In June 1967, Emerson Electric Co. (Emerson) (plaintiff) bought 13.2 percent of the outstanding stock in Dodge Manufacturing Co. (Dodge) at $63 per share. Within six months thereafter, Dodge merged with Reliance Electric Co. (Reliance) (defendant), at which time the stock was priced at $68 per share. Emerson did not want to own shares of the new merged entity, but also did not want to pay Dodge all of the profits it was going to earn by selling the stock under Section 16(b) of the Securities Exchange Act of 1934 (Section 16(b)). To get around the requirement, Emerson sold enough of its shares in the merged entity to bring it below the 10 percent threshold prescribed in Section 16(b). Emerson paid the profits from that sale to Dodge as required in Section 16(b) and then sold the remainder of its shares for $69 per share. Emerson did not pay Dodge the profits from its second sale because at the time of that sale, as a result of the first sale, Emerson owned only 9.96 percent of Dodge’s shares. Reliance made a demand for the profits from the second sale, and Emerson filed an action seeking a declaratory judgment that it did not have to pay those profits to the Reliance/Dodge entity. 

Holding: Under Section 16(b), shareholders holding shares worth 10 percent or more of a corporation’s stock must pay to the corporation any profits they make from buying and selling the stock within a six-month period. However, once the shareholder’s interest in the corporation drops below the 10 percent threshold, it is no longer liable to the corporation for profit made from sale of shares. In the present case, although Emerson’s two sales were part of the same “plan,” this is immaterial to its liabilities on the second sale. The relevant requirement in Section 16(b) is an objective standard. Once a shareholder drops below 10 percent ownership, it is not liable to the corporation for profits realized from a subsequent sale. Emerson is thus not liable to Reliance for profits realized from its second sale of Dodge stock.
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d. CLASSICAL INSIDER TRADING
a. Rule 10b-5 applies whether or not it is a public offering
i. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce

1. (a) to employ any device, scheme, or artifice to defraud,

2. (b) to make any untrue statement of material fact or to omit to the state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

3. (c) to engage in any act, or course of business which operates or would operate as a fraud or deceit upon any person

ii. In connection with the purchase or sale of any security
1. Whenever you purchase or sell security, can’t do so in a deceptive manner or your violating the law

2. Can’t make profits against shareholders that you’re working for
b. Firm “insider’s” use of material non-public information to trade in their firm’s shares violates Rule 10b-5

Rule: Individuals with knowledge of material inside information must either disclose it to the public, or abstain from trading in or recommending the securities concerned while such inside information remains undisclosed.
SEC v. TGS (classical insider trading): Texas Gulf Sulphur Co. (TGS) began drilling on a site in Canada and found high mineral content. To keep the purchase price of the site low, TGS kept the results of the drilling quiet. When word of the high mineral content of the site started to get out, TGS released a statement saying that the reports were exaggerated and that reports of the content of the site were inconclusive. Between that statement and TGS’s official announcement of the discovered copper ore four days later, the TGS secretary, a TGS director, and a TGS engineer (defendants) all bought TGS stock. The SEC started an investigation and eventually brought suit
Holding: Individuals with knowledge of material inside information must either disclose it to the public, or abstain from trading in the securities concerned while such inside information remains undisclosed. The materiality of a statement depends on the significance that a reasonable investor would place on the withheld or misrepresented information. In the present case, the inside information about the specifics of the drilling site discovery that the defendants withheld from the public was material because the high mineral content of the site is information a reasonable investor would have liked to have known and, if known, would certainly have affected the price of the stock. This is evidenced by the importance placed on the drilling site by those individuals who knew about it, including the defendants. Because the information was material, the defendants were not entitled to acquire TGS stock until public disclosure of the high mineral content was made. Their doing so before public disclosure constitutes insider trading in violation of Rule 10b-5. The trial court is therefore reversed. In addition, the court determines that the case will be remanded for a determination of whether the TGS press release saying that reports of the discovery were exaggerated was misleading and/or deceptive.

c. General Standard of Materiality:
i. Whether there is a substantial likelihood that a reasonable shareholder would consider the fact important
ii. Reasonable investor would care about this so it is material
iii. Is there evidence the press release was misleading?
1. Court says no
2. Stock went up anyway after the press release so it didn’t fool anyone
3. In reality, seems misleading though
iv. Did TGS have a duty to disclose the discovery?
1. Footnote 12: The timing of disclosure is a matter for the business judgment of the corporate officers
2. Within the affirmative disclosure requirements promulgated by the exchanges and the SEC
a. Caveat: at some point, have to tell shareholders, but general rule is that silence is acceptable
3. NOTE: BJR for disclosure – so not an obligation to disclose everything immediately
v. What choice did the managers at TGS have with respect to stock purchases?

1. SEC: an insider in possession of material nonpublic information must disclose such information before trading, OR if disclosure is impossible or improper, abstain from trading (Cady Roberts Rule)
2. Doesn’t count as disclosure until everybody knows about it
d. After TGS, court decided Chiarella v. US – threw out the “level playing field” rationale for prohibiting insider trading
e. Violation of 10b-5 occurs only if INFORMED trader owed a duty to the corporation or shareholders of the firm whose stock he traded in

i. No fiduciary duty to the investor, just the client and company he works for – there employee got information from his company about other companies and then traded on that information
e. TIPPER and TIPPEE LIABILITY
a. Insider trading prohibition extends to those who use nonpublic material information they know was provided by the tipper for a personal benefit
i. Personal Benefit includes:
1. Monetary gain

2. Reputational gain

3. Quid pro quo

4. Gift to a family member or friend

5. But NOT

a. Desire to provide public good
ii. Tippee must know or have reason to know of the breach and personal benefit to the tipper

Rule: A breach of an insider’s fiduciary duty must occur before a tippee inherits the duty to disclose inside information.
Dirks v. SEC (tipper/tippee liability): Ronald Secrist, a former officer of Equity Funding of America (Equity Funding), told Raymond Dirks (defendant) that Equity Funding’s assets were exaggerated due to fraudulent corporate practices. Secrist told Dirks to verify the fraud and publicly disclose it. Dirks investigated Equity Funding and over the course of his investigation, he discussed his findings with various investors, including some investors who had stock in Equity Funding and who sold the stock after they spoke with Dirks. As a result of the stock sales, Equity Funding’s stock fell abruptly and the SEC opened an investigation. The SEC found that Dirks aided and abetted insider trading in violation of SEC Rule 10b-5. The court of appeals affirmed. Dirks appealed.
Holding: A tippee assumes a fiduciary duty to the shareholders of the corporation not to trade on the material nonpublic information only when the insider giving the tip 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. An insider breaches that duty only if he gives the information to the tippee in order to personally benefit, directly or indirectly, from his disclosure. Where the insider does not violate any fiduciary duty, the tippee cannot be deemed to violate a fiduciary duty either. In the instant case, Secrist’s motivation in telling Dirks about the fraud within Equity Funding was for the purpose of exposing the fraud, not to benefit personally in any way. Therefore, because Secrist in fact did not benefit either directly or indirectly from telling Dirks, he did not violate a fiduciary duty to the Equity Funding shareholders. Consequently, Dirks did not violate any resulting fiduciary duty to the Equity Funding shareholders. Note reality that Secrist was a disgruntled employee and might not have really been acting for public good so much as personal benefit.

a. CONSTRUCTIVE INSIDER
a. can violate insider trading prohibitions
i. Obtains material nonpublic information from the issuer
ii. With an expectation on the part of the corporation that the outsider will keep the disclosed information confidential, and
iii. The relationship at least implies such a duty
iv. Classic example: lawyers for the company
b. New way of violating insider trading prohibitions when doesn’t fall under classical insider trading
f. MISAPPROPRIATION

a. Trade in stock of a company you don’t work for based on information you gained from the company you do have a fiduciary duty to
b. Insider trading prohibition extends to those who use non-public material information in violation of a fiduciary obligation
c. O’Hagan adds this to existing law because previously, there would be no breach of fiduciary duty to a company you don’t work for
i. The court pointed to 10b-5 to justify the decision – can’t have act of deception
Rule: (1) A person is guilty of securities fraud when he misappropriates confidential information for securities trading purposes, in breach of a duty to the source of that information. (2) SEC Rule 14e-3 is a proper use of the SEC’s rulemaking authority and should be given deference.
US v. O’Hagan: (misappropriation): James O’Hagan (defendant) was a partner in the law firm that represented Grand Metropolitan PLC in its tender offer of Pillsbury Company (Pillsbury) common stock. The possibility of the tender offer was confidential and not public until the offer was formally made by Grand Met. However, during the time when the potential tender offer was still confidential and nonpublic, O’Hagan used the inside information he received through his firm to purchase call options and general stock in Pillsbury. Subsequently, after the information of the tender offer became public, Pillsbury stock skyrocketed and O’Hagan sold his shares, making a profit of over $4 million. The Securities and Exchange Commission (SEC) initiated an investigation into O’Hagan’s transactions and brought charges against O’Hagan for violating § 10(b) and § 14(e) of the Securities Exchange Act. The trial jury convicted O’Hagan, but the United States Court of Appeals for the Eighth Circuit reversed on the grounds that violation of SEC Rule 10b-5 cannot be grounded in the misappropriation theory of insider trading. The United States Supreme Court granted certiorari.
Holding: (1) A person is guilty of securities fraud when he misappropriates confidential information for securities trading purposes, in breach of a duty to the source of the information. Under the misappropriation theory of insider trading, an individual misappropriates material nonpublic information for the purposes of trading, in breach of a fiduciary duty to the source of the information. This is in contrast to the classical theory of insider trading where a corporate insider misappropriates material nonpublic information for the purposes of trading, in breach of a fiduciary duty to the shareholders of the corporation itself. Insider trading under the misappropriation theory satisfies SEC Rule 10b-5’s requirements of fraudulent practices because individuals who engage in such misappropriation clearly use deceptive practices in connection with the purchase of securities. Such individuals “deal in deception” by feigning loyalty to the principal while using confidential information to purchase stocks—a clear violation of Rule 10b-5. In this case, the misappropriation theory applies because O’Hagan violated a fiduciary duty to his law firm and Grand Met (i.e. the sources of the information), not Pillsbury, the trading party in which he bought the stock. This deceptive misuse of confidential information in order to purchase stocks constitutes a violation of Rule 10b-5. Therefore, O’Hagan breached his duty, and his conviction should be upheld. The judgment of the court of appeals is reversed.

(2) SEC Rule 14e-3, which creates a duty to disclose or abstain from trading on information that is obtained from an insider, is a proper use of the SEC’s rulemaking authority and should be given deference. O’Hagan’s conviction based on violation of Rule 14e-3 should not have been vacated because the SEC’s creation of this rule was proper. The SEC is permitted to prohibit acts if the intent is to prevent fraudulent acts, and if the prohibition is reasonably designed to prevent these acts. The SEC will be granted deference in its prohibition of certain acts as long as the prohibition is not arbitrary, capricious, or contrary to statute. In regard to Rule 14e-3, the SEC has created a reasonable rule in which fraud is prevented by prohibiting trades based on the acquisition of inside information. The SEC is well within its authority to prohibit trades that may be fraudulent. Since the rule is proper, O’Hagan may be found guilty of violating the rule. The judgment of the court of appeals is reversed.
g. Termination of a Corporation
a. Without action towards termination, corporation goes on in perpetuity
b. Voluntary Dissolution
a. Board submits and shareholders vote on proposal to dissolve – MBCA §14.02(b)
b. Submit articles of dissolution to state
c. Can only carry on to wind up (similar to partnership)
c. Involuntary Dissolution
a. Arises f there is a deadlock: MBCA §14.30
b. Unlike partnership which is fragile (end of carrying on as co-owners ends a partnership), corporation lasts forever
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