Business Associations Outline
I. Agency Law:
· Agency Overview:

· Agency Exists Where – (Rest. 3d § 1.01): One person (the Principal) manifests assent to another (the Agent) that the agent shall act on the principal’s behalf and subject to the principal’s control and the agent consents so to act.
· Agency Relationships Are Ubiquitous, e.g.:

· Sole proprietor with an employee

· Facebook with CEO

· Sources of Law:

· Case law (and a few states, incl. Cal., have statutory law)

· Restatement (case law summary that is very persuasive and influential, but not binding)

A. Definition and Creation of the Agency Relationship:

· Gordon v. Doty: Coach of high school football team was driving players to game in a car owned by Doty. Doty said coach could borrow her car on condition that he drive it. Coach got into a car accident and player suffered injuries. Gordon claimed Doty liable for damages because a principal-agent relationship was formed between Doty and coach once she loaned him the car. Issue: Was there an agency relationship between coach and Doty?
· Held: Coach was Doty’s agent. Doty had done enough to show she manifested assent for coach to drive her car on her behalf and he was subject to her control from fact that she placed condition that he was one to drive the car. Gorton’s way of manifesting assent was by driving the car. Court inferred Doty had manifested assent that coach act on her behalf from fact that instead of driving car herself, she volunteered use of her car subject to requirement that he be the driver; she wasn’t compensated for use of her car nor that she personally benefitted from this. 
· Dissent: Mere fact that Doty mandated that coach be the driver does not mean that she manifested assent that he be subject to her control – it was really for school’s benefit more than anyone else’s.
· Express Agency: 
· An agency that occurs when a principal and an agent expressly agree to enter into an agency agreement with each other.

· Exclusive agency contract

· Power of attorney

· Express agency contracts can be either oral or written unless Statute of Frauds stipulates they must be written.

· Implied Agency: 
· There doesn’t have to be specific mention of agency or a written agreement for an agency relationship to exist.

· An agency relationship can be implied from the conduct of the parties.

· Extent of the agent’s authority is determined from the particular facts and circumstances of the particular situation.

· HYPO – “On the Principal’s Behalf”: Chad owns a shopping mall. Dan rents a retail store in the mall under a lease in which Dan promises to pay Chad a percentage of Dan's monthly gross sales revenue as rent. The lease gives Chad the right to approve or disapprove Dan's operational plans for the store. Is Dan the agent of Chad?

· No, could argue that there’s at least some control, but doesn’t seem like Dan is acting on behalf of Chad when running his store – he’s working on his own behalf, so in running his own store, he’s acting on his own and not Chad’s behalf.
· Same facts, except that Dan additionally agrees to collect the rent from the mall's other tenants and remit it to Chad in exchange for a monthly service fee. Is Dan the agent of Chad?

· Yes, agent for Chad, but scope limited to collecting the rent.
· Control – Rest. 3d § 1.01 (comment f): Within any relationship of agency principal initially states what agent shall and shall not do, in specific or general terms. Principal has right to give interim instructions or directions to agent once their relationship is established. 
· Control: Gets at idea principle can tell agent what to do; principle can set what results or objectives are of that relationship and has the right to give interim instructions.
· Doesn’t have to be compensation or consideration given to the agent; agent can be acting gratuitously.
· A principal need not exercise physical control over the actions of its agent so long as the principal may direct the result or ultimate objectives of the agent relationship.
· When one asks a friend to do a slight service for him, such as to return for credit goods recently purchased from a store, an agency relationship exists even though no compensation or other consideration was contemplated.
· HYPO: Cox has his own plot, Norris has his own plot, and the disputed plot is in between those 2 lots. On the disputed plot, Cox’s adult children placed mobile homes on this plot and lived there. Cox claims adverse possession of this plot (must have had “continuous and uninterrupted” possession). Issue: Were Cox’s adult children his agents for purposes of occupying the land?

· An emancipated child is no longer under its parent’s control. Nor can it be said that the Cox children were acting for their mother and father by simply living on the disputed property. There were no obligations imposed on the children. The Coxes merely allowed their children to live on land which they claimed.
· A. Gay Jenson Farms v. Cargill (this case demonstrates element of control): Farmers sued companies Cargill and Warren for damages sustained when Warren defaulted on contracts made with farmers. 
· Held: C is liable for W as their principal because of C’s control over W (e.g. all of W’s operations were financed by C). Cargill consented to be a principal once Warren agreed to implement changes and policies C suggested. C’s subsequent interference in W’s internal operations further established relationship. Courts have tended to find agency in debtor-creditor relationship because of amount of control. Court said creditor-debtor relationship evolved to that of principle-agent because of level of control exercised by creditor over debtor.
· Factors Indicating Cargill’s Control Over Warren: (1) Cargill’s constant recommendations to Warren by telephone; (2) Cargill’s right of first refusal on grain; (3) Warren’s inability to enter into mortgages, to purchase stock or to pay dividends without Cargill’s approval; (5) Cargill’s right of entry onto Warren’s premises to carry on periodic checks and audits; (6) financing all of Warren’s purchases of grain and operating expenses; etc. 
· What Cargill did to Manage its Risk:

· Security agreement (loan of working capital; financing Warren; drafts drawn on Cargill with both names);
· Business improvement recommendations;
· Veto rights over borrowing & distributions;
· Inspection and audit rights;
· Criticisms of finances, salaries and inventory;
· “Strong paternal guidance”;
· Power to discontinue financing.
· Summary – Formation/Definition:

· Agency relationship based on concept that parties mutually agree:

· Agent will act on behalf of principal.

· Agent will be subject to principal’s control.
· Parties’ labeling and popular usage is not controlling.
· Manifestation for agency can be express, or it can be implied from conduct.
· Examples of applying these concepts (Gorton v. Doty, Cargill, hypos).
B. Rights and Duties Between Principal and Agent:

· Principal’s Obligations to Agent:

· P has a duty to indemnify/reimburse A for the terms of any contract between them, when A makes a payment within the scope of actual authority or that is beneficial to P unless A acts officiously in making the payment, or when A suffers a loss that fairly should be borne by P in light of their relationship (Rest. 3d § 8.14).
· P has a duty to deal with A fairly and in good faith. (Rest. 3d § 8.15)

· Agent’s Duties to Principal (Rest. 3d §§ 8.01-8.11):
· Duty of loyalty (comes up when agent acts shady, i.e. competes with principal, takes kickbacks or bribes, etc.);
· Duty not to acquire a material benefit from a T for actions taken on behalf of P or through A’s use of position;
· Duty not to act as adverse party to P;
· Duty to refrain from competing with P during agency relationship;
· Duty of confidentiality (during and after agency relationship);
· Duty not to use P’s property for A’s own purposes;
· Duty to act in accordance with any contract with P;
· Duty of care, competence, diligence;
· Duty to act only within scope of actual authority and duty to obey;
· Duty of good conduct;
· Duty to notify P of info that A knows or has reason to know P would want to know.
· Principal’s Consent: Conduct by A that would otherwise breach below-listed duties does not constitute a breach if P consents, provided that A acts in good faith and discloses all material facts in obtaining the consent.

· Duty of loyalty, duty not to acquire material benefit from TP, duty not to act adverse or compete, duty of confidentiality.
· General Auto Mfg. Co. v. Singer: D is well-respected in field of work he was engaged. P hired D, offering salary plus commission. D got an account but reasoned P’s shop was unable to fill some orders that required different machinery or larger capacity. D didn’t notify P of orders and instead filled orders himself through other machine shops, keeping all profits from this sideline business. Issue: Whether D’s sideline business violated his fiduciary duty to automotive?
· Held: D violated his fiduciary duty. D had a duty to exercise good faith by disclosing to general automotive, his principle, all facts regarding that matter. Although P may not have been able to fill orders under shop’s current capacity, D owed duty to P to make P aware of orders. P could then decide whether wanted to modify their shop to fill those orders. D agreed to act solely for P when he contracted with P. What he did was act adversely to the principle by taking that business for himself for a broker’s fee.
· Note: Disclosure alone would NOT have sufficed – he needed to tell his principle and then get consent if he was going to do that.
· Estate of Eller v. Bartron: Eller entered into real estate agreement with B, agreement gave him exclusive right to list the house, and also included a waiver of E’s right to object to dual agency; several months after entering into agreement, B showed house to Peirce-O’neill (PO), and 2 days later, PO made offer on house at drastically reduced price than listing price. E argued that only accepted offer after B had talked her into accepting offer that was much less than expected to get on house; in whole other deal, B was representing PO in sale of house; E later found out about second sale and sued B for breach of fiduciary duty.
· Held: B had to tell Eller he had conflict by representing PO and he would be representing PO in getting higher profit of resale. Court said if jury concluded on remand that B knew about second contract, then would be obvious B breached fiduciary duty because he knew about second contract at time he was convincing his client (E) to take lower price, and that was clearly acting disloyally.
· Note: Even if that weren’t shown, if it could be shown B never told E he agreed to sell house on behalf of PO, or about second sale, that would still be enough to show a breach of fiduciary duty and that’s because agents owe their principle a duty to disclose information relevant to affairs of the agency. And B knowing about second agreement would’ve definitely been relevant to E because would’ve affected her decision regarding whether or not to take offer at that low price.
C. Consequences of Creating an Agency Relationship – Contract Liability:

· Liability of Principal to Third Parties in Contract:
· Actual Authority
· Apparent Authority

· Undisclosed Principals (Inherent Agency Power)

· Ratification

· Estoppel 

· (1) Actual Authority – Rest. 2d § 144: A principal is subject to liability upon contracts made by an agent acting within his authority if made in proper form and with the understanding that the principal is a party.
· Actual authority encompasses both what is express and implied.
· Actual Express Authority: Looks at A’s reasonable belief based on P’s express manifestations.

· Actual Implied Authority: Looks at A’s reasonable belief based on P’s express manifestations, and includes acts necessary or incidental to accomplish P’s objectives, as A reasonably understands (includes custom or past dealings).
· Key Takeaway: Focus is on agent’s reasonable belief about what their authority is.
· Encompasses what agent’s reasonable belief is regarding their authority based on principal’s express manifestations plus acts necessary or incidental to accomplish those objectives as agent can reasonably understand, which would include things like custom or past dealings.
· Ex: Principal hires agent to sell hotdogs at hotdog stand, agent would reasonably belief have implied authority to do what needs to be done to run hotdog stand (i.e. buy hotdog buns).
· Mill Street Church of Christ v. Hogan: Church hired Hogan to paint church who in turn hired brother Sam who got injured on the job. Sam had been previously hired to assist his brother Hogan in painting the church before. Hogan had conversation with church elders about who they thought should help Hogan, but said that Petty was hard to reach; did not communicate that Hogan’s brother should not be used.
· Held: Church liable because Hogan has the actual implied authority. H had reasonable belief he could hire S. Church knew H needed to hire another worker, S worked there before and even though church told H he should hire Petty, church never demanded this.
· HYPO: Peter owns an apartment building and has hired Alice to manage it.

· Peter tells Alice to hire a company to take care of the swimming pool maintenance. Alice does it. Is Peter bound by the contract? Actual express authority.
· Without express instructions, Alice hires a janitor to clean the building’s common areas. Is Peter bound by the employment contract with the janitor? Could argue that implied authority to hire janitor exists because Peter had Alice hire pool maintenance.
· Suppose Peter specifically instructed Alice not to hire a janitor, but that it is customary for apartment managers to have the power to hire janitors. Would Peter be bound by the contract? Peter not bound by contract by actual authority, but could be under apparent authority.
· (2) Apparent Authority – Rest. § 2.03: Looks at TP’s reasonable belief traceable to P’s manifestations. Apparent authority depends on manifestations between principal and third party. 

· Actual v. Apparent Authority: Actual authority looks to agent’s reasonable beliefs and it creates a right to bind the principle, but with apparent authority, always looking at third party’s reasonable belief that’s traceable to principle’s manifestations. 

· With apparent authority, going to always look at how did third party learn of the agent’s alleged authority; and ask whether the principle can reasonably be said to have been the source of that knowledge.
· Apparent authority can only be based on words or conduct of principal, communicated to a third party, such that a third party can reasonably rely on appearance and belief that agent possesses authority to enter into a transaction.

· Created in Several Ways:

· Direct communication by the principal to the third party; 

· Inaction by the people;

· By custom – customary for person in that position to enter into certain type of agreement. 
· Opthamalic Surgeons v. Parchex: Woman was optician and manager at OSL and was made designated payroll contact to interface with paychex; told paychex to pay her more than she really should’ve been paid and paychex did that and then sent the reports to OSL, but since she was designated payroll contact they sent reports to her attention, and then later when it was discovered she had embezzled over 200k, OSL sued paychex. Issue: Whether paychex reasonably relied on apparent authority of employee, so as to bind OSL to that liability?
· Held: By placing employee in a position where it appeared she had authority to order additional checks and by acquiescing to employee’s acts through its failure to examine payroll reports, OSL created apparent authority in employee. They put employee in position and didn’t do anything regarding whether there needed to be a check-in to make sure employee correctly doing payroll.
· 50 Cent v. Odenat v. Mondesir: Mondesir was 50’s sometime DJ and released a mixtape that included a song by 50. Odenat launched a website that featured various mixtapes, and used several images of 50 on it and included a link labeled “G-Unit Radio.” 50 sued alleging O violated 50’s IP rights, used 50’s image without permission, and misled the public to believe O’s website was associated with/endorsed by 50. O alleged that M expressly informed O that he could use 50’s image on the website. Issue: Any manifestations by 50 to O that gave M the appearance of authority?
· Held: No apparent authority because no traceable manifestations to 50 that would give O reasonable belief M had authority to license those things on 50’s behalf. 50 didn’t know about or have reason to know about conversation between M and O in which M told O he could give permission to use 50’s images, 50 didn’t know about that conversation and wasn’t the one giving that stuff to O. Under the test, there was no manifestation from 50 to O – 50 hadn’t put M in position where he gave him some title on his behalf; M was not agent of G-Unit; no manifestation on 50’s part that M was acting on his behalf, so O couldn’t point to any traceable manifestations and on top of that, whatever evidence O had, it wouldn’t have been reasonable for him to rely on because it was just a casual conversation – if trying to get an IP license, not reasonable to think you would have a casual conversation like that between M and O and then O would have license.
· (3) Undisclosed Principals: 
· History of inherent agency power or inherent authority in Rest. 2d as a catch-all for the rare cases where the P was bound, but didn’t fit into other categories of cases (Watteau).
· These cases tend to involve undisclosed principals – Rest. 3d has gotten rid of inherent agency power and now just retains a vestige of that with undisclosed principals (§ 1.04).
· Doctrine applies where there’s a TP acting with an agent, but doesn’t know acting on behalf of a principle because the agent doesn’t disclose that.
· Watteau v. Fenwick: Humble sold Victoria hotel, which was a pub, to Ds, who were a firm of brewers. Humble remained the manager; beer license was taken out in Humble’s name, and his name stayed over the door (essentially was a change of ownership but Humble remained manager, just not owner). Ds told Humble he had no authority to buy anything for business except bottled ale and water, but Humble bought and did not pay for cigars and Bovrel from P. Issue: Whether D is liable for damages resulting from an agreement between P and Humble, who is knowingly acting outside his actual authority as an agent for D?
· Note: Humble is an agent, bought cigars after instructed not to do that; so no actual authority since Ds expressly told Humble not to do that; no apparent authority because third party had no idea contracting with Humble (agent) on behalf of a principle because Humble never told Ps there was a principle.
· Held: D is liable for damages. Humble was acting with an authority that was inherently reasonable for an agent in that position. Situation is analogous to a partnership where one partner is silent but still liable for actions of partnership as a whole. A TP when dealing with that agent, doesn’t know there’s an undisclosed principle and they would think this person could enter into a contract for cigars. So if we don’t then hold principle liable once they realize that when dealing with that person there was actually a principle behind them, then that principle would be able to get away with no liability after they had made that secret limitation on agent’s authority.
· Policy for UP: UP is in best position to avoid loss, so going to allow that loss fall on UP to be liable for damages.
· Agent Acting with Actual Authority – Rest. 3d § 6.03: When an agent acting with actual authority makes a contract on behalf of undisclosed principal, both principal and agent are bound to the contract. 

· Agent Acting without Actual Authority – Rest. 3d § 2.06: An undisclosed principal is liable for its agent’s actions–acting without actual authority– if a third party detrimentally relies on the agent and the principal has notice and does not take reasonable steps to notify the third party of the facts.

· An undisclosed principal can’t rely on narrowing an agent’s authority to less than what a third party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed.

· (4) Ratification: 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.

· A person may ratify an act if the actor acted or purported to act as an agent on the person’s behalf.

· Ratification can occur by: 
· (1) Express: manifesting assent that the act shall affect the person’s legal relations; or 
· (2) Implied: Conduct that justifies a reasonable assumption that the person so consents.
· At the time of ratification, the purported principal must have knowledge of all material facts (or not unaware of lack of knowledge), and TP must not have already withdrawn from the transaction. 
· Ratification not effective if there has been a material change in circumstances that make it inequitable to bind TP, unless the TP chooses to be bound.
· Ex: Agent sells house to TP and when P finds out purported agent sold house but at same time house burns down, P cannot ratify it because would be unfair to TP to be bound since building burnt down.
· Ratification creates effect of actual authority (Both P and TP are bound by contract and purported A is discharged).
· No partial ratification.
· Zions Gate R.V. Resort v. Oliphant: Manager at ZG entered into a 99-year lease for RV plot with Oliphant, which came as payment for work that O did for ZG; other ZG manager says the first ZG manager that entered into lease with O wasn’t authorized to do so, so ZG isn’t bound by lease contract and ZG doesn’t intend to honor it.
· Apparent Authority: Utah LLC law says that LLC Articles constitutes notice to all third parties the authority of managers of the LLC, so if there is a limitation of manager’s authority in LLC’s articles, that constitutes notice to all third parties doing business with the LLC.

· Ratification: There has to be knowledge of ZG that manager unilaterally entered into that lease, and manager’s knowledge of entering into lease cannot be imputed onto ZG, so court remanded for further findings because don’t know when ZG found out about manager entering into lease which would be necessary for determining whether ratification occurred.
· (5) Estoppel: Raised where purported agent didn’t have actual or apparent authority, but a court may hold defendant liable due to some fault. Defendant is estopped from raising lack of authority as a defense.

· Estoppel is a one-way street. Only defendant is liable (and it’s generally for damages rather than making the defendant a party to contract). 

· In other types, subject to some minor exceptions, contract is binding on and can be enforced by both P and TP.
· Hoddeson v. Koos Bros.: P and her family entered D’s store to purchase bedroom furniture. A man approached P purporting to be a salesman for D’s store. P gave salesman cash for furniture to be delivered to her home at a later date. After delivery date lapsed without a delivery, P contacted D, who did not have a record of transaction, and P and her family were not able to identify salesperson from D’s staff. D argued there was lack of evidence to establish agency relationship.
· Held: D can be estopped from asserting no claim existed when there was no agency relationship established. D, as a furniture store, still owed a duty of care to P when she enters store and has an expectation she will be tended to by salesperson rather than an impostor. Court said store can’t avoid liability when reasonable surveillance/supervision would’ve stopped an imposter and a TP detrimentally relied here – guy was on store floor for 30 minutes or more and Hoddeson was there with 4 kids – this was noticeable and conspicuous so if store had had reasonable surveillance they would’ve seen what was going on and she detrimentally relied (by paying $150 in cash) that she didn’t get anything for.
· Court’s Rule: Alleged D can’t deny agency when reasonable surveillance and supervision would’ve stopped an imposter and T detrimentally relied.

· Rest. 3d § 2.05: A person is liable to TP who was justifiably induced to detrimentally rely on an actor if (1) the alleged principal intentionally or carelessly caused such belief; or (2) alleged principal was on notice and didn’t take reasonable steps to notify them of the facts.

· What Hoddeson will have to prove to make out case of estoppel on remand:

· Acts or omissions by the principal, either intentional or negligent, which create an appearance of authority in the purported agent;
· The third party reasonably and in good faith acts in reliance on such appearance of authority;
· The third party changed her position in reliance upon the appearance of authority.
· Agent’s Contract Liability:
· Fully Disclosed Agency Within Scope of Authority: When the principal is fully disclosed and agent is acting within scope of authority, principal is liable to the TP. Agent is not liable.

· Exception: If agent intends/agrees to be bound to the contract. (The rules on contract liability are default rules that can be overridden by express or implied agreement between agent and TP)

· Undisclosed or Unidentified Principal: When the principal is undisclosed, both the principal and agent are liable on the contract (unless excluded/otherwise agreed).

· Almost always the same when the principal is unidentified.

· Agent Exceeding the Scope of Authority: An agent who enters into a contract on behalf of another impliedly warrants that he or she has authority to do so (unless agent gives notice that no warranty of authority is given, or TP knows that agent acts without actual authority).

· If the agent acted without authority or exceeded the scope of authority, and principal did not ratify, agent is liable to TP for breaching the implied warranty of authority.

· Agent may also be liable for fraud if intentionally misrepresented his or her authority.
D. Consequences of Creating an Agency Relationship – Tort Liability:

· Agent’s Liability to Third Party (Rest. 3d § 7.01): An agent is subject to liability to a third party harmed by the agent’s tortious conduct. Unless an applicable statute provides otherwise, an actor remains subject to liability although the actor acts as an agent or an employee, with actual or apparent authority, or within the scope of employment.
· Overview of Principal’s Liability to Third Party for Agent’s Tort:
· Direct Liability When:

· (1) Agent acts with actual authority to commit tort or principal ratifies agent’s conduct;
· (2) Principal is negligent in selecting, supervising, or otherwise controlling agent;
· (3) Principal delegates performance of a duty to use care to protect persons or property and agent fails to perform duty (aka nondelegable duty); or
· (4) Activity contracted for is inherently dangerous (e.g., demolition, blasting).
· Vicarious Liability When:

· (1) Respondeat Superior: Agent is an employee who commits a tort while acting within the scope of employment [§ 7.07]; or
· (2) Apparent Agency: Agent commits a tort when acting with apparent authority in dealing with TP on or purportedly on behalf of principal [§ 7.08].
· (1) Vicarious Liability – Employee Within Scope of Employment: 
· Respondeat Superior – Employee Within Scope of Employment: Agent is (1) an employee who commits a tort while (2) acting within the scope of employment [§ 7.07].

· Two Questions:

· How do the classifications work (e.g. “employee”)?

· Basically comes down to 2 things:

· Agent or non-agent? 

· Extent of control (employee or not)?

· What counts as “within the scope of employment”?
Vicarious Liability Classifications:
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· Policy Rationales: 

· Fairness: Where P is getting the benefit of controlling A, they should also have the corresponding responsibility of liability for A’s actions and rather have P be liable than innocent plaintiff bear burden of A’s actions.
· Economics: Lowest cost avoider – party with control over A is in best position and has greatest incentive to take cost effective precautions or to get insurance for it.
· Employee v. Non-Employee – Rest. § 7.07(3): An employee is an agent whose principal controls or has right to control manner and means of agent’s performance of work.
· A gratuitous agent may be an employee.
· Criteria for Determining Employee Status – Rest. 2d § 220:
· Extent of control which principal may exercise over details of the work;
· Is agent engaged in a distinct occupation/business?;
· The kind of occupation and whether the work is usually done in that locality under principal’s direction, or by a specialist without supervision?;
· Skill required in the particular occupation;
· Who supplies the instrumentalities, tools, and place of work for agent?;
· Length of time for which agent is employed;
· Method of payment, whether by the time or by the job;
· Is the work a part of the regular business of principal?;
· Do the parties believe they are creating an employment relationship?;
· Whether the principal is in business.
· O’Connor v. Uber Technologies: Ps sued Uber, claiming they are employees rather than independent contractors and therefore eligible for various statutory protections for employees. Uber argued it was a tech company, i.e. the platform that connects people with drivers. 
· Held: Ps had done enough to show they were providing services for employer. Fact that Uber made them sign a contract that said they were ICs is a relevant, but not dispositive, factor.

· CA Test for Employment:

· (1) Once P comes forward with evidence that he/she provided services for an employer, employee has established prima facie case that relationship was of employer/employee;
· (2) Then burden shifts to putative employer to show that presumed employee was actually an independent contractor;
· (3) Then have a factor test for determining whether there was employment relationship in order to determine whether an employer can rebut a prima facie showing of employment.
· Within Scope of Employment – Rest. 3d § 7.07(2): An employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer's control. An employee’s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer.
· Clover v. Snowbird Ski Resort: Zulliger was asked to inspect/monitor Mid-Gad restaurant, which is located halfway on mountain and the restaurant located at the top of the mountain. As skiing down to Mid-Gad, he went off a run and hit another skier and injured her. Note: it was common for mountain employees to ski on the slope to their jobs. Issue: Was that within the scope of Zulliger’s employment?

· Held: Not an easy case because Z did not return to restaurant after he finished inspecting facilities at Mid-Gad restaurant. Asks whether this was so far gone of a personal detour or just a slight variation. It would be reasonable for a jury to believe that Z’s actions do not constitute a complete abandonment of employment. Pointed to these facts: Snowbird issued ski passes to its employees as part of their compensation – it was not unusual for employees to ski around resort, so Z was acting within employer’s directions; and there was no set time for Z to inspect property.
· Rule: Those acts which are so closely connected with what the servant is employed to do, and so fairly and reasonably incidental to it, that they may be regarded as methods, even though quite improper ones, of carrying out the objectives of employment.
· Patterson v. Blair: Patterson entered into deal with Courtesy to trade his Camero in for a new car. Patterson owed way more on car than he told Courtesy he did. They entered into an agreement that if Patterson understated how much he owed on car, he would pay Courtesy the difference. Courtesy discovered Patterson owed more on car than he had said, and when Courtesy told him this, Patterson refused to pay difference and refused to return car. They unsuccessfully tried to repossess car, and saw Patterson driving car on a public road. Courtesy employee (Blair) shot two gun fires into car wheels so Patterson could not go anywhere. Issue: Was employee acting within scope of employment?
· Held: In confronting Patterson and shooting out his tires, Blair was acting to further the business of getting the car back; there was no evidence of personal motive.
· Summary Within Scope of Employment:

· 1. Was the conduct of the same general nature as, or incidental to, the task the agent was employed to perform?

· 2. Did the conduct occur substantially within authorized time and space limits of employment (detour v. frolic)?
· 3. Was the conduct motivated at least in part by a purpose to serve the principal?

· Vicarious Liability – Apparent Agency (Rest. 3d § 7.08): A principal is subject to vicarious liability for a tort committed by an agent in dealing or communicating with a third party on or purportedly on behalf of the principal when actions taken by the agent with apparent authority constitute the tort or enable the agent to conceal its commission.
· [Comment a to Rest. 3d. § 7.08]: The torts to which this section applies are those in which an agent appears to deal or communicate on behalf of a principal and agent’s appearance of authority enables agent to commit a tort or conceal its commission. Such torts include fraudulent and negligent misrepresentations, defamation, tortious institution of legal proceedings, and conversion of property obtained by an agent purportedly at principal’s direction.
· [Comment b]: Apparent-authority doctrine focuses on reasonable expectations of third parties with whom an agent deals. This focus is inapposite to many instances of tort liability. However, apparent-authority doctrine is operative in explaining a principal's vicarious liability when a third party's reasonable belief in an agent's authority to speak or deal on behalf of a principal stems from a manifestation made by principal and it is through statements or dealings that agent acts tortiously.
· Apparent agency is rooted in the doctrine of equitable estoppel and is based on idea that if a principal creates appearance that someone is his or her agent, the principal should not then be permitted to deny the agency if an innocent third party reasonably relies on the apparent agency and is harmed as a result.
· Butler v. McDonald’s Corp.: P pushed against McDonald’s store door and it shattered, and injured his right hand.
· Held: Reasonable for person to conclude that when they go to McDonald’s, they’re dealing with McDonald’s corporation, and not just individual franchise, so apparent agency issue should be submitted to a jury. 
· Summary – Principal’s Liability for Agent’s Tort:

· Tortious act by alleged agent A. Is there an agency relationship between P and A?

· Any ground for direct liability (e.g., inherently dangerous activity, nondelegable duty)?
· If no, Vicarious Liability?
· (1) Respondeat Superior:
· Is A P’s employee? 

· If employee, was tort committed within scope of employment? 

· (2) Apparent Agency:
· Did A commit a tort when acting with apparent agency in dealing with TP on or purportedly on behalf of P?

· The TP must have detrimentally relied on a manifestation by apparent P and it must have been that reliance which exposed TP to harm.
E. Termination of the Agency Relationship:

· Terminating Actual Authority:
· (1) Agreement of Parties: The contract between principal and agent states when it will end or upon the happening of a specified event.

· (2) By Lapse of Time: At end of specified time, or if none, then within a reasonable time period.
· (3) Any Time by Either Party After Notice:

· At common law, presumed at will relationship so either party may terminate (terminology is a revocation by P or renunciation by A). 

· Note this power exists even though party exercising the power may be in breach of agency contract if one.

· Exception where power given as security.
· (4) By change of circumstances that should cause A to realize P would want to terminate authority: E.g., destruction of subject matter of the authority, drastic change in business conditions, change in relevant laws.

· (5) Fulfillment of the Purpose of the Agency Relationship: i.e., completion of task 

· (6) By Operation of Law: Termination occurs automatically; e.g., upon death or loss of capacity of either agent or principal, such as dissolution of a corporation or insanity of a person.
· Terminating Apparent Authority – Rest. 3d § 3.11:
· Termination of actual authority does not end any apparent authority held by agent.
· Apparent authority ends when it is no longer reasonable for TP to believe that agent continues to act with actual authority. The test is whether TP knows or reasonably should have known of the termination of agent’s authority.

· HYPO: Supermarket tells one of its cashiers that she’s fired.
· Is actual authority terminated? Yes. 
· How can it terminate the cashier’s apparent authority? Taking away uniform, business cards, etc.

· Now, supermarket fires a manager responsible for purchases of fish

· If manager now orders another shipment of fish on supermarket’s behalf, must the supermarket pay? Yes. 
· How can it terminate the manager’s apparent authority? Taking away uniform, alerting clients. 
II. General Partnerships:
A. Partnership Formation (Definition and Distinction from Other Relationships; Partnership by Estoppel):
· Partnerships: An association of two or more persons to carry on as co-owners a business for profit.
· A general partnership can be formed without any filing with the state.  

· Once such association occurs, general partnership law determines the parties’ relative rights and duties. 

· Sources of Law: Model statutes adopted by states (CA = RUPA), and case law interpreting the statute.

· Most RUPA provisions are default rules the partners can alter by agreement (written, oral, or implied unless SOF requires otherwise). RUPA 103(a) states this.
· RUPA 103(b) tells you which provisions are mandatory and cannot be altered by agreement. 

· Some Notable Characteristics: Partnership pays no federal income tax, instead any profits or losses “pass through” to the partners; Joint and several liability of partners.

· Partnership Formation:
· RUPA § 202(a): The association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership.
· RUPA § 202(b): That’s true unless those persons instead followed the steps necessary to have it become a limited partnership, LLC, LLP, LLLP, or corporation. 

· RUPA § 202(c): Some rules in determining whether a partnership is formed.

· HYPO: Alex and Beverly are both wedding planners. Suppose Alex and Beverly agreed to pool their gross receipts in a single account, pay all expenses out of the joint account, and then split the profits. In the absence of evidence to the contrary, is that a partnership? This is a partnership because if there’s no contrary evidence, so since they share the profits, its presumed partnership so it’s a partnership. 
· New Scenario: Suppose two accountants, Deandre and Sai, share office space. Do they become partners of an accounting firm by jointly owning or leasing the office space? No, do not become partners simply by jointly owning or leasing the office space (202(c)). 
· HYPO: Now suppose that accountants Deandre and Sai purchased the office suite. It has three offices. They rent out the third office to Consuelo, sharing the rent proceeds equally. Does that make Deandre and Sai partners? 
· That doesn’t by itself establish a partnership, must look and see if there’s more facts that they’re co-owners sharing profits for a real estate business.
· Fenwick v. Unemployment Comp.: Fenwick operated beauty shop, Cheshire was cashier. She wanted a raise, he said she could have 20% of profits if business warrants it; there were no other aspects of a partnership present. Unemployment went after Fenwick saying he would have to pay into unemployment fund because there was a state rule that once had 8 employees, business would have to pay into state fund. Fenwick argued that C was partner (if she was a partner, then he wouldn’t have to pay into fund).
· Held: A partnership was not established. The agreement between the parties was nothing more than one to provide a method of compensating Cheshire for work she had been performing as an employee. Although they had a partnership agreement, that was not dispositive. 
· Court’s Factors in Determining Whether a Partnership was Formed [several factors use in making determination]:

· Intention of Parties;
· Profit Sharing;
· Sharing of Losses (Risk);
· Management (Control);
· Ownership of Property (Control);
· Rights of Parties on Termination/Dissolution;
· Conduct/Holding Out to Third Parties.
· Burden is on party alleging the partnership.
Has a Partnership Been Formed?
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· Take Away Regarding Partnership Formation/Definition:
· Have two or more persons associated together to carry on as co-owners a business for profit?

· RUPA § 202(c) rules.

· Look to court-developed factors.
· Martin v. Peyton: Brokerage firm KNK made bunch of bad investments, which resulted in firm suffering severe financial difficulties. One of its partners, Hall, entered into transaction with Peyton and others for a loan of $2,500,000. In return for loan, lenders received 40% of KNK’s profits until debt repaid. The transaction agreement included a bunch of terns (below). P, a creditor of KNK, sued lenders, claiming their transaction with KNK made them partners in that firm and liable for KNK’s debts. Issue: Were lenders partners in KNK?
· Terms of Arrangement: Loan: PPF loaned securities valued at $2.5 million to KNK for use as collateral, not to be mingled with other KNK securities. Collateral: KNK put up its own speculative securities as collateral for loan from PPF (riskier grade); partners’ assigned rights to profits to PPF. Term: 2 years. PPF continued to collect the dividends on its loaned securities. Repayment: 40% of KNK profits; min. = $100k, max. = $500k.
· Protections Required by PPF [Lender]:

· Inspection/Information rights;
· KNK could not loan $ to its partners;
· Veto power over any business believed too speculative;
· Hall to be designated managing partner;
· PPF had option to join the firm during the 2 years, or at later date by buying 50% of interests at a stated price;
· Resignation of KNK partners held by Hall, with decision whether to accept held by PPF and Hall (“somewhat unusual”).
Has a Partnership Been Formed?
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 = i.e. lenders were not KNK partners.
· Note on Control: 
· Typical Lender Protections:

· Permission re change in ownership/leadership;
· Inspection rights;
· Express limit on specific risky actions;
· Counseling on discrete matters and/or recommend consultants.
· Danger Zone:

· Constant advising;
· Veto power over business decisions;
· Resignations/designating management;
· Assurances to other creditors (recall Cargill).
· Partnership by Estoppel: Doctrine governing how third parties can sometimes hold non-partners liable as though they were partners under the concept of partnership by estoppel.
· RUPA § 308 – The Third Party Plaintiff Must Establish That: 
· (1) The person sought to be charged as a partner made a representation, either by words or conduct, purporting to be a partner, or consented to being represented by another as a partner; and

· (2) The third party relied on this representation in entering into a transaction with the actual or purported partnership (= a change of position with consequent injury in reliance on the representation).

· Example – Partnership by Estoppel: Suppose Sam Slick tells Big Bank that he is a partner with Rick Rich, and Big Bank extends credit to Sam because of Rick’s good reputation and wealth. If Rick knew about Sam’s falsehood to Big Bank but did nothing, then most courts would treat Rick as a partner for purposes of liability for Sam’s dealings with Big Bank; Big Bank could go to purported-partner Rick for money owed.
· Young v. Jones: Young and other investors (plaintiffs) deposited more than $500,000 in a bank, and entire amount disappeared. Investors claimed when they deposited money in bank, they relied on an audit letter from PW-Bahamas confirming a financial statement that turned out to be falsified. Audit letter printed on letterhead with a trademark signed “Price Waterhouse.” Investors argued PW-Bahamas and Price Waterhouse’s partnership in U.S. (PW-US) operated as partners by estoppel, and PW-US can be held liable for alleged negligence of PW-Bahamas regarding audit letter. 
· Held: No partnership by estoppel because there was no proof that Ps relied upon any acts or statements by Ds that a partnership existed between PW-Bahamas and PW-US.
· **For exam, go through both partnership and partnership by estoppel analysis. 
· Chavers v. Epsco: Gary operated welding company (CWC), Gary’s 2 sons joined business. CWC entered into agreement with Epsco to receive payroll services, payroll extended credit to CWC under belief they were a partnership, CWC account became delinquent, Epsco came after all 3 of them. One person got knocked out after declaring bankruptcy. Issue: Were Gary, Mark and Reggies in a general partnership?
· Held: Ds were in a partnership by estoppel because credit references listed Gary as owner and his 2 sons as partners; personal credit application received from CWC indicated CWC was a partnership; checks signed by both Reggie and Gary which meant CWC holding themselves out as partnership; business cards listed Gary and Reggie as owners.
· Summary – Partnership Formation:

· Definition and statutory considerations: RUPA § 202

· Case law interpreting and applying, with factors:

· Fenwick (partner vs. employee example)

· Martin (partner vs. lender example)

· Partnership by Estoppel (purported partnerships for purposes of third party liability): Young and Chavers.
B. The Fiduciary Duties of Partners:

· Meinhard v. Salmon: P & D were joint venturers (this is a partnership that has a limited scope as to what it’s purposes were). Salmon had gotten a 20-year lease of a property; Salmon would contribute management talent, lease, and half the capital; Meinhard would contribute other half of capital; Meinhard was a passive investor, Salmon would run hotel; they agreed to split all losses and liabilities equally. During course of lease another lessor acquired rights to it. When lease almost expired, new lessor approached Salmon and Salmon executed a 20-year lease for all of new lessor’s property through Salmon’s company. Salmon did not inform Meinhard about transaction. Salmon’s defense: opportunity for new lease does not belong to JV with Meinhard, so not breaching duty of loyalty because it does not belong to venture itself. Issue: Did Salmon breach partnership by taking new lease for himself and not tell Meinhard?
· Held: Yes, breached partnership duty of loyalty. Salmon’s fiduciary duty required him to tell Meinhard about it BUT Cardozo does not say telling Meinhard and nothing more means he would not have breached his fiduciary duty. Salmon especially owed a duty to Meinhard because Salmon was face of partnership and had more management control, so new lessor probably just went to Salmon because he was face of business and Meinhard was more of a passive partner so had lessor known that Meinhard was also involved, he would’ve brought opportunity to them both.

· Dissent: Scope of partnership is just management of Bristol property – there was no obligation once management of the lease expired, so Salmon did not violate fiduciary duty because he did not take anything that violated the joint venture. Agrees that partners owe a fiduciary duty of loyalty to each other 

· Fiduciary Duties in Partnerships: Partners are fiduciaries of each other and the partnership.

· RUPA § 404(a): The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subsections (b) and (c).
· Duty of Loyalty in Partnership – RUPA § 404(b): A partner’s duty of loyalty to the partnership and the other partners is limited to the following:

· (1) To account to the partnership and hold as trustee for it any property, profit, or benefit derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity;
· Cannot take a partnership opportunity for your own.
· (2) To refrain from dealing with the partnership as or on behalf of a party having an interest adverse to the partnership; and
· Cannot act adversely to the partnership (breach duty of loyalty).
· (3) To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.
· Cannot compete with your own partnership while still in existence before its dissolution.
· Duty of Care – RUPA § 404(c): A partner’s duty of care to the partnership and the other partners in the conduct and winding up of partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.
· Good Faith – RUPA § 404(d): A partner shall discharge the duties to the partnership and the other partners under this Act or under the partnership agreement and exercise any rights consistently with the obligation of good faith and fair dealing.
· Additional Terms:
· § 404(e) A partner does not violate a duty or obligation under this Act or under the partnership agreement merely because the partner’s conduct furthers the partner’s own interest – when partner acts in their own interest, that itself is not dispositive.
· § 404 (f) A partner may lend money to and transact other business with the partnership, and as to each loan or transaction the rights and obligations of the partner are the same as those of a person who is not a partner, subject to other applicable law.

· § 404 (g) This section applies to a person winding up the partnership business as the personal or legal representative of the last surviving partner as if the person were a partner.
· Information Disclosure – RUPA § 403(c): Each partner and the partnership shall furnish to a partner:

· (1) Without demand, any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties under the partnership agreement or this Act; and 

· (2) On demand, any other information concerning the partnership’s business and affairs, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances.
· Nonwaivable Provisions – RUPA § 103: (b) The partnership agreement may not:

· (2) Unreasonably restrict the right of access to books and records under § 403(b);

· (3) Eliminate the duty of loyalty, but:

· (i) The partnership agreement may identify specific types of categories of activities that do not violate the duty of loyalty, if not manifestly unreasonable; or
· I.e. can make clear that certain types of activities or opportunities are not part of the partnership so that a partner can still pursue that activity or opportunity without violating duty of loyalty.
· (ii) All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty;

· (4) Unreasonably reduce the duty of care (ex could not say there’s not fiduciary duty among partners);

· (5) Eliminate obligation of good faith and fair dealing, but the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, if the standards are not manifestly unreasonable.
· RUPA Applied to Meinhard: RUPA 404(b) says cannot just tell partnership about opportunity, so would still breach fiduciary duty under RUPA if Salmon had not also gotten partner’s written consent (RUPA 103(b)(2)(i)).
· Meehan v. Shaughnessy: Ps were attorneys at D law firm and left. They wanted money they believed was owed to them under partnership agreement. D said Ps violated their fiduciary duty because Ps gave 30-day notice instead of three months, took other attorneys from firm with them and contacted clients. Per the agreement, departing attorneys were entitled to receive their share of capital contribution and net income currently entitled. 
· Held: Two things Ps did that violated their fiduciary duties – they lied to their partners about intentions to leave (when Ps asked by other partners about whether they were leaving, they either evaded question or flat out denied) and when they contacted clients in letter, what they said didn’t give clients a choice to stay with old firm – should’ve clearly given client the choice as to whether they wanted to stay with firm or leave. Once Ps decided to leave firm, they can prepare to compete without violating fiduciary duty (lease office space, make new letterhead, prepare to contact clients), but they cannot compete; once partners take actions that are construed as actually competing with partners while still at firm is when violate fiduciary duties. 
· Note: Look to relevant state law regarding fiduciary duties as well as ethics rules. Many firms explicitly ban such behavior in partnership agreements and courts will enforce the terms of those contracts.

· RUPA Analysis: 

· (1) Was it a partnership opportunity? No specific test for determining answer; courts look at facts and ask whether this was an opportunity in natural course that belonged to partnership (i.e. did it relate to subject of the partnership business? Did parties seem to intend that something like this would’ve belonged to the partnership?).
· If No: There is no breach of duty of loyalty even if partner takes for himself of herself – it didn’t belong to the partnership in the first place. 
· If Yes: It was partnership opportunity and must do more analysis. 
· RUPA: If it was a partnership opportunity, then ask whether partner who got that information about partnership opportunity disclosed all the material facts about it and gets consent from the other partners.
· If they didn’t, and if they appropriated that opportunity (i.e. took it for their own purposes), then breaching duty of loyalty.
· BUT if partners disclose and get consent, then there’s no breach of duty of loyalty. 
C. Rights of Partners in Management; Partnership Liability:
· Partnership Management Rights (Default Rules):
· RUPA § 401(f): Each partner has equal rights in the management and conduct of the partnership business.
· HYPO: A contributes 70% of the partnership capital, B contributes 20% of the partnership capital, and C contributes 10%. How would you describe the rights of management of A, B, and C? Each has equal management rights. (What are their voting rights? Each would have 1 vote, unless agree otherwise).
· RUPA § 401(j): A difference arising as to a matter in ordinary course of business may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.
· Partner Agent of a Partnership (Default Rule) – Partnership’s Liability in Contract – RUPA § 301(1): Each partner is an agent of the partnership for purpose of its business. A partner’s act for apparently carrying on in ordinary course of partnership business or business of the kind carried on by the partnership binds partnership, unless partner had no authority to act for partnership in particular manner and person with whom partner was dealing knew or had received a notification that partner lacked authority.
· HYPO: A, B, and C form a partnership to run a pet hospital.  All agree that A shall have the exclusive authority to order supplies, B shall have exclusive authority to handle advertising, and C shall have exclusive authority to hire help. Could the partnership be liable on an advertising contract that A entered into on behalf of the partnership?
· A would have apparent authority to enter into contract because A is a partner, as long as TP does not have notice of limited partnership authority.
· Partnership Liable for Partner’s Actionable Conduct – RUPA § 305(a): A partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a partner acting in the ordinary course of business of the partnership or with authority of the partnership.
· I.e. Don’t have to engage in respondeat superior analysis with partnership, just ask whether person was a partner and then whether it was in ordinary course of business or of the type broadly authorized for that type of business. If outside ordinary course of business and not authorized, partnership not liable but partner still is personally liable. 
· For apparent authority, if it’s something regarding the ordinary course of the partnership business, there’s apparent authority that would bind partnership to liability on that unless partner had no authority to act for the partnership in a particular manner and the person with whom the partner was dealing knew that or received notice of that.
· Partner’s Liability – RUPA § 306: Establishes joint and several liability – partner personally liable for all obligations of the partnership.
· (a) Except as otherwise provided in subsections (b) and (c), all partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

· (b) A person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before the person’s admission as a partner.

· (c) An obligation of a partnership incurred while the partnership is a limited liability partnership (LLP), whether arising in contract, tort, or otherwise, is solely the obligation of the partnership.
· Exhaustion Rule – RUPA § 307: Requires a judgment creditor seek to recover from partnership assets before proceeding against an individual partner’s assets.
· National Biscuit v. Stroud: Stroud and Freeman formed a general partnership to sell groceries. Partnership agreement did not limit either partner’s authority to conduct ordinary business on behalf of partnership. Stroud told National Biscuit that he would not be personally liable for any bread sold to partnership. Freeman ordered more bread on behalf of partnership, and NB delivered bread to partnership. Stroud refused to pay for bread and NB sued. Issue: Can one general partner restrict another partner from conducting business on behalf of a two-person partnership?
· Held: Holds for National Biscuit – buying bread is within ordinary course of running a grocery store; Stroud’s restriction on partnership is not sufficient to limit liability because since it was a two-person partnership, need agreement of both partners, a one-person vote is not enough to bind partnership.
· Summers v. Dooley: Summers and Dooley were co-partners in a trash collection business. Both partners operated business. Partners agreed that when one partner was unable to work, he could hire a replacement at his own expense. Summers asked Dooley if he would agree to hire an additional employee. Dooley refused, but Summers hired the worker anyway and paid him out of his own pocket. Dooley would not agree to pay new employee out of partnership funds. Summers sued Dooley, seeking reimbursement for expenses incurred in hiring new employee.
· Held: Dooley wins. Summers was not entitled to recover that third worker’s wages from the partnership.
How to Reconcile National Biscuit and Summers:
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· Reconciling the Cases:
· National Biscuit: Suit was brought by a third party seeking to hold liable the partnership for acts of one of the partners.
· All partners are agents of the partnership with power to bind partnership. As a partner, Freeman had actual authority to conduct affairs in ordinary course of business. The partnership could have restricted that authority, but not without a majority vote and Stroud did not control a majority.
· Summers: Suit was brought by one partner against the other for contribution towards an alleged partnership expense.
· All partners have equal rights to participate in the management of the partnership, and it takes a majority to change the status quo if partners disagree as to a matter in the ordinary course of business. If Summers wants to be reimbursed for an act changing the status quo, he needs a majority vote, even if the act would have bound the partnership to a third party under the apparent authority principle.
· Which partner is trying to change the status quo? In a deadlock, the partner proposing the change loses.
· National Biscuit and Summers both involved 1 of 2 partners trying to change the previously-authorized status quo without the agreement of the other partner.
D. Financial Aspects of a Partnership (Sharing of Profits and Losses; Partnership Property; Related Topics):
· Partnership Property – RUPA §§ 203, 204:
· Property acquired by a partnership is property of the partnership and not of the partners individually.
· Partnership property also includes property that is either:
· Acquired in the name of the partnership.  
· Acquired by one or more partners with a document transferring title that indicates the partner was acting in his capacity as a partner.
· Property purchased with partnership funds is presumed to be partnership property.

· Rules on Partnership Property:

· RUPA § 401(g): A partner may use or possess partnership property only on behalf of the partnership.
· RUPA § 501: A partner is not a co‑owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.
· RUPA § 502 (and § 503): The only transferable interest of a partner in the partnership is partner’s share of profits and losses of the partnership and the partner’s right to receive distributions. The interest is personal property.
· RUPA § 504: Partner’s transferable interest subject to charging order (i.e. creditors can go into court and get a charging seeking that personal property).
· HYPO: Lawyer Jean-Paul wants to sell his share in a law firm partnership to Maria.  

· If he enters into an agreement in which he purports to sell membership in the firm to Maria, does Maria thereby become a partner in the firm? No, cannot transfer your ownership in partnership to someone else; can only get into partnership by unanimous vote of partners (default rule).
· If he enters into an agreement by which he purports to sell his share of the partnership assets to Maria, does Maria take title to those assets? No, cannot transfer partnership property to someone else, partner ownership interest in partnership property is not transferrable.
· Does Jean-Paul have any right he can assign to Maria? Yes, can transfer his interest in profits and losses (transferrable interests).
· New Scenario: What if a personal creditor of Jean-Paul’s wants to go after his interest? 
· The interest is personal property, and as personal property, the creditor can go after it.
· Wyatt v. Byrd: Wyatt and Byrd began cohabitating, then started R & J Remodeling and both parties contributed to remodeling efforts and money from jobs deposited into joint account and shared equally. R&J ceased operations and Byrd purchased mobile home and property in his name alone. 1.5k was paid from money in parties’ joint account. Byrd moved out of mobile home and filed unlawful detainer action to evict Wyatt. She filed complaint alleging existence of a partnership and sought dissolution of partnership and distribution of its assets, specifically of the mobile home. Issue: (1) Was this a partnership/joint venture? (2) Whether property in question is an asset of the partnership?
· Held: An implied partnership/joint venture arose between them during life of remodeling business. To extent the remodeling profits were used towards property’s purchase, partnership is presumed to have acquired an interest in the property. Case should be remanded to allow Byrd to present evidence regarding extent of remodeling profits used, if any, towards property’s purchase. If court finds property was purchased with partnership assets, and Byrd is unable to rebut presumption of partnership property, Wyatt is entitled to ½ interest in remodeling profits expended.
· Sharing of Profits and Losses:
· Partnership Account – RUPA § 401(a): Each partner has an account that is a running balance reflecting: 
· Their contributions (money plus the value of any other property);
· Their share of profits;
· Any distributions (taking a draw); and 
· Their share of losses.
· Capital Contributions: As a matter of default, initial capital contributions are not required from partners.
· Some or all partners may contribute only services.
· Vocab: A service partnership or K-and-L partnership = where one partner provides all the capital and another provides all the labor.
· Basic default rule is same under UPA and RUPA: Each partner is credited with an amount equal to the money plus the value of any other property contributed. The contributed capital itself belongs to the partnership and can be any property (real, intangible, etc.) (RUPA § 401(a)).
· Profits and Losses: Unless otherwise agreed (and a limited exception during winding up), a partner is not entitled to compensation for services (RUPA § 401(h)).
· By default, a partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits (RUPA § 401(b)).
· So the default = equal share of profits and losses in proportion. Does it make any difference if the partners contributed unequal amounts of capital or labor? No. 
· If A and B agree to split profits 60/40 but say nothing about losses, how would losses be split? 60/40.
· Statute is silent on when profits are distributed. A well-drafted partnership agreement will address this. Comment to § 401: Absent an agreement to the contrary the interim distribution of profits is a matter arising in the ordinary course of business to be decided by majority vote of the partners.
· Settlement of Accounts and Contributions in Winding Up – RUPA §§ 401(a), 807: A partnership must apply its assets to discharge the obligations of creditors (including partners who are creditors). If there is any surplus, that is divided among the partners in accordance with their right to distributions.
· A partner shall contribute to the partnership an amount equal to any excess of charges over credits in partner’s account. 
· This means that partners have to contribute any amounts to make up amounts necessary to satisfy partnership obligations – that is, if there’s not enough money in winding up, partners need to go into their own pockets and be making that up with their own personal money.
· If a partner fails to contribute the full amount required, all of the other partners shall contribute, in the proportions in which those partners share partnership losses, the additional amount necessary to satisfy the partnership obligations for which they are personally liable. 
· A partner or partner's legal representative may recover from the other partners any contributions the partner makes to the extent the amount contributed exceeds that partner's share of the partnership obligations for which the partner is personally liable.
· HYPO: Amos contributed $100,000 in capital and agreed to lend the partnership $25,000. He therefore has a status of both partner and creditor. What are his rights as against other general creditors with respect to his loan if the partnership goes under? He gets treated same as other creditors with respect to the loan so his loan gets paid out first before other partners split what’s left over.
· There is no requirement that an agreement to share losses be expressed or agreed upon when partners agree to create a business and share profits (not required under definition of partnership), court would just look to other factors in deciding whether a partnership was formed.
· Kovacik v. Reed: Kovacik contributed capital contribution of $10k and Reed contributed $0. Profits divided equally; no salaries. 10 months later, K dissolves on grounds partnership is losing money; Loss of $8,680.
· Held: The partner who contributed the labor did not need to pay for losses. Rationale: Where one party contributes money and other contributes services, then in the event of a loss each would lose his own capital- the one his money and the other his labor.
· This is a minority rule applied only when facts are identical to this case – i.e. some courts have refused to apply RUPA in situations identical to this case where there’s a service only partner who would be required to make a cash contribution out of personal assets towards his share of capital losses when he put in labor and didn’t get paid for them.
· Court will only do this in a limited number of cases and do this when the service partner was not compensated for their work and they made no capital contribution.
· Need to know RUPA rule and that there’s a minority line of cases that follow rule in Kovacik.
· RUPA Rule (Majority Rule): UPA § 18(a) rules that profits are shared equally and that losses, whether capital or operating, are shared in proportion to each partner’s share of profits are continued. The default rules apply, as does UPA § 18(a), where one or more of the partners contribute no capital, although there is case law to the contrary.
· Reminders Re Partnership Agreements:
· Can: 

· Change governance rules (voting rights; duties; limits);
· Define scope of fiduciary duties, so long as “not manifestly unreasonable”;
· Establish financial rights between partners (during, at dissolution, or upon termination).
· E.g., can address a “buy-out,” valuation, continuation.
· Cannot: 

· Completely eliminate fiduciary duties/right to accounting;
· Alter third parties’ rights.
E. Partnership Dissociation and Dissolution:
· Dissociation: Dissociation is a change in the relationship of the partners caused by any partner ceasing to be associated in the carrying on of the business – i.e. one partner leaves the firm. 
· Dissociation does not necessarily cause a dissolution and winding up of the partnership business.
· A partner is dissociated from the partnership upon (RUPA § 601).
· Default form of partnership is at will. 

· Note: Partners always have the power to dissociate, but not always the right (can always get out of the partnership but might be doing it wrongfully) – ex: if there’s a term in partnership agreement (i.e. partnership lasts 1 year), and you leave after 6 months, then wrongfully dissociating from partnership.
· RUPA § 601: A partner is dissociated from a partnership upon the occurrence of any of the following events:

· (1) The partnership’s having notice of partner’s express will to withdraw as a partner or on a later date specified by the partner;
· If it’s an at-will partnership (not term partnership), and partner can dissociate the partnership and force dissolution of the partnership. 
· (2) An event specified in the partnership agreement as causing dissociation;

· (3) The partner’s expulsion as provided in the partnership agreement;

· (4) The partner’s expulsion by unanimous vote of the other partners if:

· (i) It is unlawful to carry on business with the to-be-expelled partner;

· (ii) The partner being expelled no longer has any economic stake in the business because there has been a transfer of all or substantially all of that partner’s transferable interest in the partnership;

· (iii) The partner being expelled is a corporation which has lost its right to take on new business; or
· (iv) The partner being expelled is a partnership which has lost its right to take on new business;

· (5) On application by the partnership or another partner, the partner’s expulsion by judicial determination because:

· (i) The partner engaged in wrongful conduct that adversely and materially affected the partnership business;

· (ii) The partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners under Section 404; or
· (iii) The partner engaged in conduct relating to the partnership business which makes it not reasonably practicable to carry on the business in partnership with the partner; 
· (6)–(10) [Paraphrase] The partner’s ability to participate in the partnership affairs comes to an end, or the partner’s economic stake in the partnership comes to an end, including: 
· (6) The partner becoming a debtor in bankruptcy, or taking other, non-bankruptcy actions which indicate insolvency;
· (7) If the partner is an individual, the individual’s ability to participate in the partnership affairs coming to an end, either by: 
· (i) The partner’s death;

· (ii) Mental incompetency, as indicated either by:

· (1) Appointment of a guardian or general conservator; or
· (2) A judicial determination that the partner has otherwise become incapable of performing the partner’s duties under the partnership agreement;
· (8)-(9) In the case of a partner that is a trust or estate, its economic stake in the partnership coming to an end by the distribution (typically to the beneficiaries) of the partner’s entire transferable interest in the partnership; 
· (10) Termination of a partner who is not an individual, partnership, corporation, trust, or estate.
· Wrongful Dissociation – RUPA § 602: 

· A partner will be deemed to have wrongfully dissociated if: 
· (1) The dissociation is in breach of an express term of partnership agreement; or
· (2) The partnership is for a definite term or particular undertaking and the partner withdraws, is expelled, or becomes bankrupt before the end of the term or completion of the undertaking (with limited exception).
· A partner who wrongfully dissociates is liable to the partnership for any damages caused by the dissociation.
· Effect of Dissociation – RUPA § 603: Depending on the act of dissociation, 1 of 2 consequences will occur:

· If the event is listed in RUPA § 801, then dissolution and winding up will occur.   
· If the event is not listed in RUPA § 801, then a buyout will occur pursuant to RUPA § 701.
· Analysis:

· First, look at event causing dissociation. Then look to see whether event is listed under § 801. 

· If yes, then dissolution occurs. 

· If no, then partner is dissociated and a buyout occurs under RUPA article 7. 
· Consequences of Dissociation: 
· Right to management ceases; duties of care and loyalty generally also terminated, except for matters arising before dissociation (RUPA § 603(b)).
· Purchase of dissociated partner’s interest (RUPA § 701(a)-(c)).
· Deferred payment if wrongful dissociation (and partners don’t have to pay buyout immediately unless it is shown that the earlier payment would not cause undue hardship) (RUPA § 701(h)).
· Indemnification of dissociated partner (RUPA § 701(d)).
· Dissociated partner’s power to bind partnership (RUPA §§ 702, 704).
· Dissociated partner’s liability to other parties (RUPA § 703).
· Dissolution, Winding Up, Termination – RUPA § 801: A partnership is dissolved and its business must be wound up when any of the following occurs.
· A partner’s power to bind the partnership after dissolution (RUPA § 804).
· Dissolution causes the partnership to wind up, absent agreement to continue (e.g., buy-out and continuation agreements), or by unanimous vote (including any dissociating partner other than a wrongfully dissolving partner) (RUPA § 802(b)).
· Winding Up: Shutting down business by selling off the assets (either as separate assets or of the business as a going concern), paying the partnership liabilities, settling partner accounts. Authority of partners to act on behalf of partnership terminated except in connection with winding up of partnership business. 
· Once winding up is finished then partnership is terminated; no filing or magic words required (RUPA § 802(a)).
· McCormick v. Brevig: Brother and sister have a partnership (owning a ranch), owned 50/50; relationship deteriorated, sister brought suit against brother and partnership alleging brother had converted assets for his own personal use and requesting an accounting; argued brother did acts constituting expulsion, but in the alternative, they were events requiring dissolution.
· Held: Case fell under § 801, because she sought judicial dissolution, and court said when look at § 801(5), it says all assets must be liquidated, and brother cannot buyout the sister.
· This case illustrates the typical case of dissociation and dissolution by judicial decree.
F. Other Partnership Forms (LPs, LLPs, LLLPs):
· Limited Partnerships (LPs): A type of partnership with 2 types of partners:
· General Partners: General partners manage the business and have the power to bind the partnership. They are personally (and jointly and severally) liable for the partnership debts. 
· Limited Partners: Silent/passive partners without management rights. 
· CA Old Control Rule: Limited Partners not personally liable unless they participate in management or control of the LP. 
· Current uniform act has modified to not personally liable except in extraordinary circumstances.
· The partnership must have at least one general partner and one limited partner. Partnership name must have a signifier – i.e., LP.
· Default Rule: Partners in LP share profits and losses in proportion to their respective capital contributions.
· Not equal profits/losses division like RUPA, here, profits/losses split based on share of capital contributions. 
· Requires a formal filing (a certificate of limited partnership) to create a LP; each state has a LP statute.
· Must be filed in state trying to form that LP in. 

· **This requirement always tested on the bar. 
· Most states either have some version of RULPA or ULPA (2008).
· Limited Liability Partnerships (LLPs): The limited liability form of general partnership.
· Forming LLP requires filing a form with secretary of state.
· Partnership name must have a signifier – i.e., LLP.
· Effect is to shield partners from personal liability for the partnership debts. A partner remains personally liable for her own wrongful acts. 
· Limited Liability Limited Partnerships (LLLPs): The limited liability form of limited partnership (GPs get limited liability).
· Forming a LLLP requires filing a form with the secretary of state.
· The partnership name must have a signifier – i.e., LLLP.
· California law does not allow for a LLLP to be formed in California. A LLLP that is formed under the laws of another state must register with the California Secretary of State prior to conducting business in the state.
III. Corporations:
· Corporations:

· A. General Background:
· 1. Vocabulary

· 2. Organizational Choices/Characteristics of the Corporation

· 3. Internal Affairs Doctrine

· 4. Delaware Corporate Law

· 5. Incorporation Process

· 6. Ultra Vires Doctrine

· 7. Corporate Documents

· 8. Promoter Liability

· 9. Defective Formation (De Facto Corporations and Corporation by Estoppel)

· 10. Capital Structure (Basic Info on Stock and Dividends, etc.)

· 11. Limited Liability and Piercing the Corporate Veil

· B. The Role of Directors & Officers (Managing the Business Affairs; Fiduciary Duties):
· 1. Fiduciary Duties: The Duty of Care and the Business Judgment Rule

· 2. Corporate Purpose, Corporate Social Responsibility, Charitable Giving, and Corporate Political Activity

· 3. Fiduciary Duties: The Duty of Loyalty

· 4. Duties and Issues Involving Controlling Shareholders

· C. Role and Rights of Shareholders:
· 1. Shareholder Voting

· 2. Shareholder Proposals

· 3. Shareholder Information Rights

· 4. Shareholder Litigation

· 5. Special Topics in Closely Held Corporations

· 6. Fundamental Changes (very short treatment)

A. General Background:

Vocabulary:

· Corporation: A legal person – a legal construct to pool money and labor – typically possessing these 6 attributes:
· (1) Separate entity;
· (2) Perpetual existence;
· (3) Limited liability (creditors cannot go after shareholders personally);
· (4) Centralized management (in many corporations this means there’s a separation of share ownership and control);
· (5) Divisible ownership (shares of stock);
· (6) Transferable shares and debt obligations (unless limitations imposed);
· Introduction to Corporations: The founders of a corporation create the corporation (they incorporate) by filing certain documents with the appropriate state agency and may choose to do so in any of the states.
· Corporate law primarily focuses on the relationship between:

· The stockholders (aka shareholders);
· The board of directors; and
· The officers (aka managers or executives).
· Stockholders are the equity investors.
· Their ownership interests are reflected in the stock of the corporation.
· They elect a board of directors, who in turn select the officers who run the business.
· Shareholders have a few key rights, but they do not participate in managing the corporation’s business or affairs. They cannot act on behalf of the corporation.
· The board of directors directs the affairs of the corporation.
· Board of Directors Key Functions:
· (1) Monitor and oversight of the corporation (includes hiring and firing of the officers);
· (2) Strategic focus and vision of corporation (also includes giving advice to officers and executives);
· (3) Provides a network of contacts and resources for the company. 
· Authority to act for (and to bind) the corporation originates in the board as a collective body.
· Directors have fiduciary duties to the corporation and the body of shareholders.
· Management of the corporation is centralized in the board.
· The business and affairs of every corporation shall be managed by or under the direction of a board of directors, except as may be otherwise provided (DGCL § 141(a)).
· By default, stockholders elect the members of the board (directors) at the annual stockholder meeting.
· Directors tend to be CEOs or other high-level executives with full-time jobs and responsibilities at other companies. Corporate officers such as the CEO may also be directors.
· Directors have fiduciary duties. 
· Subject to some limitations, the board has the power to delegate authority (e.g., it can appoint officers to run the day-to-day operations, it can delegate certain authority to committees of the board, etc.).
· An individual director acting alone generally has no rights or powers.
· The board of directors takes action on behalf of the corporation either at a meeting at which a quorum is present or by written consent.
· Quorum: Minimum number of members that must be present at the meeting for meeting to be valid.
· Action at a Board Meeting – DGCL § 141(b): 
· A majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation (COI) or the bylaws require a greater number. Unless the COI provides otherwise, the bylaws may provide that a number less than a majority shall constitute a quorum, in no case shall be less than 1/3 of the total number of directors.
· The vote of the majority of the directors present at a meeting which a quorum is present shall be the act of the board of directors.
· Action by Written Consent – DGCL § 141(f):
· Authorizes a board to act without a meeting by means of written consent, but requires unanimity.
· The officers handle day-to-day management of the corporation and are under the direction of the board.
· The officers are appointed by the board, e.g., CEO, CFO, etc.
· They are agents of the corporation.
· Corporate officers run the day-to-day operations of the business.
· They execute firm strategy. (And in practice, often help devise the strategy too. Most corporate actions are actually taken by corporate officers and subordinate employees pursuant to delegated authority).
· They are agents of the corporation, and the scope of their power often comes down to agency principles.
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Organizational Choices/Characteristics of the Corporation:
· Sources of Law:
· Each state has its own corporation code (statutes), which sets out how to incorporate and the laws governing corporations; courts interpret and apply the state corporation code through case law.
· While there is no federal law of corporations per se, federal statues add a significant layer of corporate regulation (e.g., securities laws, Sarbanes-Oxley, Dodd-Frank).
· Choice of Law [Internal Affairs Doctrine]: Once a firm is incorporated in a particular state, it is the law of that state that controls as to the matters covered in corporations code.
· Qualification of “Foreign” Corporations to do Business: A business incorporated in one state may conduct business in another if qualified to do business in that state. 
· To qualify the corporation usually has to file a certified copy of its certificate, pay a filing fee, and appoint a local agent to receive service of process in that state.
· Public v. Private Corporations: 
· Public Corporations: Large firms with stock traded on public stock markets. 
· The shareholders typically do not expect to participate actively in the operation of the business; they are passive investors. 
· There is a large amount of federal law that applies to public corporations (securities laws, etc.).
· Private Corporations (also close or closely held):
· Not subject to public reporting requirements under federal securities laws.
· Typically, private corporations have a small number of shareholders who hold stock that is not publicly traded. The stock is generally less liquid and may be subject to shareholder agreements that limit its transferability.
Internal Affairs Doctrine (Choice of Law Rule): 
· Rule: The internal affairs of the corporation are governed by the law of the state of incorporation.
· Courts apply law of the state of incorporation when adjudicating governance and fiduciary duties that arise within the corporation, including the rights of and relations among stockholders, the duties and obligations of officers and directors, issuance of shares, acquisition procedures, etc.
· Hence, the act of incorporation also selects the law that will apply to the corporation’s internal affairs (e.g., a Delaware corporation, a California corporation).
· A notable departure from internal affairs doctrine is California’s long-arm statute, Corporation Code § 2115.
· It makes “foreign” corporations with half of their taxable income, property, payroll, and outstanding voting shares within California subject to certain provisions of the California Corporations Code.  
· This is controversial and has been the subject of recent debate (Delaware courts have ruled it unconstitutional and there was a California legislative attempt to get rid of it).

Incorporation Process:
· The board of directors directs the affairs of the corporation.
· (1) Select state of incorporation.
· (2) Reserve the desired corporate name by application to the secretary of state or other designated state office.
· (3) Arrange for a registered office and registered agent.
· (4) Draft, execute, and file the certificate of incorporation (aka “charter,” “articles of incorporation”) with the relevant state agency, according to the requirements of state law (e.g., DGCL § 102). 
· Note: The role of incorporators can be purely mechanical. They sign certificate and arrange for filing. If the certificate does not name directors, the incorporators select them at the first organizational meeting (to serve until first shareholder meeting). After incorporation, the incorporators can fade away and do not need any continuing interest or role.
· Filing the certificate is a straightforward task. The DGCL requires state officials to accept certificates for filing if they meet the specifications. DGCL § 103(c). Certain filing or organization fees and any franchise tax must be paid.
· (5) Properly filing certificate brings corporation into existence (DGCL § 106). Next step is to have an organizational meeting of incorporators or of subscribers for shares to elect directors, if not named in certificate (DGCL § 108). Also:
· Appoint officers;
· Adopt bylaws (typically describe rules regarding shareholder and director meetings, shareholder voting, etc.);
· Adopt pre-incorporation promoters’ contracts;
· Authorize issuance of shares, stock certificates, corporate seal, corporate account, etc. (use a checklist to be meticulous).
· (6) Prepare board meeting minutes, open corporate books and records, issue shares, qualify to do business in states where business will be conducted, obtain any needed permits, taxpayer ID numbers, etc.
· (7) Plan for shareholder meeting as required.
Ultra Vires Doctrine: 
· Rule: If either the corporation or a third party were acting beyond power of the contract, either party could disaffirm the contract.
· At common law, corporation was limited to powers enumerated in purpose clause of its charter.
· The purpose clause is a statement describing the business the corporation is to conduct. The term corporate powers refers to methods the corporation may use to achieve its purpose (e.g., power to contract and power to borrow money). Historically, if a corporation engaged in conduct was not authorized by its express or implied powers, conduct was deemed ultra vires and void. Whenever a transaction beyond corporation’s limited purposes or powers, either party to contract could disaffirm it. That is what is known as ultra vires doctrine.
· Over time, courts began to interpret corporate powers more broadly. State legislatures began to allow corporations to specify in their charter that they were formed to engage in any lawful purpose. Corporations need not specify a single purpose, nor do they need to list their specific powers. Today, most modern corporation statues expressly grant incidental/implied powers. Corporate managers, in the absence of express restrictions, have discretionary authority to enter into contracts and transactions reasonably incidental to its business purpose, which may be broadly defined (DGCL §§ 121, 122).
· Modern Ultra Vires Doctrine is Narrow: It applies only where the certificate of incorporation states a limitation and there are 3 exclusive means of enforcement (DGCL § 124):

· (1) In a proceeding by a stockholder against the corporation to enjoin a proposed ultra vires act; 
· (2) In a corporate suit against directors and officers for taking unauthorized action (the directors and officers can be enjoined or held personally liable for damages); 
· (3) The state attorney general can seek involuntary judicial dissolution if the corporation has engaged in unauthorized transactions.
· An ultra vires act will be enjoined only if equitable to do so; generally means that an act involving an innocent third party (e.g., one who didn’t know the action was ultra vires) will not be enjoined.
· Use of the ultra vires doctrine is very rare; many legal commentators view it as a historical relic.
· Example: A and B incorporate a business called Island Foods, Inc. (“IF”). IF’s certificate of incorporation includes a purpose clause stating that the corporation was formed for the purpose of making and selling traditional Hawaiian food. The business is successful, and later, in an attempt to expand the business A, on behalf of IF, enters into a contract with C to buy a tour boat. When A tells B about the deal, B is angry and brings an action to enjoin the purchase. The court would generally grant an injunction only if C knew that the transaction was beyond IF’s purpose clause (because ultra vires is an equitable doctrine).

Corporate Documents:
· Key Corporate Documents:  
· Certificate/Articles of Incorporation:

· Terminology:

· Delaware uses the term certificate of incorporation.
· California uses the term articles of incorporation.
· Colloquial term is the charter.
· Filed with the state in order to incorporate, must meet statutory requirements.
· Typically include basic provisions required by the state, such as the corporate name, agent address for service of process, number of authorized shares, etc.

· Bylaws:
· Not filed with the state.
· Set out the governing details of the corporation.
· Typically longer than certificate of incorporation and include governing rules for electing directors, filling director vacancies, notice periods and details for calling and holding meetings of shareholders and directors, etc.
Promoter Liability: 
· Promoter Liability: Refers to time period when corporation has not yet been formed and someone is acting in a way that’s on behalf of corporation to be formed.
· Promoter: A person, who, acting alone or with others, directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer (e.g., identify and solicit investors, arrange for space/facilities, hire employees for the entity, enter into contracts. (Often referred to as the founder or organizer).
· Incorporator (not a promoter): Has the limited, mechanical task of preparing the incorporation documents and filing them with the state (often lawyers, paralegals, etc.). Incorporators typically not liable for their pre-incorporation acts.
· Pre-Incorporation: Promoters liable for contracts entered into on behalf of a future corporation, absent contrary intent. 
· Contrary intent generally requires showing more than just signing “for a corporation to be formed”; there must be clear and contrary intent to holding promoter liable.  
· Note: Kind of similar to agency law because acting as an agent but no principal in existence yet.
· Evidence of the parties’ intentions must be found in the contract or in surrounding circumstances – ex: that parties intended promoter to be a non-recourse agent, a “best efforts” agent, or an interim contracting party only until incorporation and corporation adopts contract and substitutes in promoter’s place.
· Post-Incorporation: Corporation is liable on the contract only if the corporation adopted it.
· Can be express (e.g., formal board resolution) or implied (e.g. if directors/officers knew of and acquiesced in contract).
· Just like ratification, but can’t be called that because with ratification, need a principal to be in existence, and in this situation, corporation has not yet been formed.
· Corporation only liable if they adopted it (no retroactive effect with adoption unlike ratification in agency).
· Promoter Remains Liable Unless:
· (1) Corporation is formed;
· (2) Corporation adopted the pre-incorporation contract; and
· (3) Parties agreed to release promoter from liability (either in initial contract or through subsequent novation).
· Novation: An agreement between parties to have another party take over performance of the contract.
· It’s possible for the corporation and the promoter to both be liable on the contract. Corporation will be liable on the contract if the corporation adopts it and the promoter will remain liable unless all these 3 above things will occur.
· Moneywatch v. Wilbers: Wilbers enters into lease agreement with landlord (Moneywatch). Wilbers submitted his own personal financial statements and a business plan to secure lease; the agreement names Wilbers dba (doing business as) Golf Adventures; Wilbers one month later signed articles of incorporation on behalf of J&J Adventures Inc. Shortly after Wilbers and Moneywatch agreed to substitute name on lease to J&J Adventures Inc. dba Golfing adventures. Wilbers did not request a release of personal liability; J&J defaulted and vacated premises; Moneywatch now trying to hold Wilbers personally liable for breach of the lease. 
· Held: On these facts, Moneywatch never had any intention of releasing Wilbers of his personal liability on lease agreement, so there hadn’t been that agreement of parties to release promoter, so promoter continued to be liable on lease and that meant the third party could enforce contract as against that promoter. Since Moneywatch asked for his personal financial statements and business plan, she was effectively trying to make sure Wilbers’ corporation could pay rent. In regards to accepting checks in corporation’s name, says check can sometimes be evidence of intent to contract, but that depends on whether person cashing check has some sense of the consequence of doing that. Here landlord had no idea cashing check with corporation’s name might affect terms of the lease and didn’t mean to signal her intent by doing that.
· So court needed to see a clearer intent to release Wilbers from personal liability on the lease.
· HYPO: What if lease had been executed only in name of corporation and both Wilbers and Moneywatch knew corporation hadn’t been incorporated, would Wilbers still be liable on the contract then? 
· Yes, unless the corporation is formed, corporation adopted the preincorporation contract because otherwise there would be nothing else in existence.
· Promoter Fiduciary Duties: Promoters of a yet-to-be-formed corporation have some fiduciary duties to the entity, the other promoters, and investors:
· (1) Promoters must deal with the entity in good faith: This requires promoters to act fairly in transactions they enter into with the corporation.
· (2) Promoters must disclose relevant information: E.g. opportunities and conflicts vis-a-vis the entity, to other relevant parties (e.g., no secret profits).
Defective Formation (De Facto Corporations and Corporation by Estoppel):
· De Facto Corporation – Elements:
· (1) Statute for valid incorporation available (almost unnecessary to include this bullet point because there are valid statutes to make a valid incorporation available, i.e. this element basically automatically met);
· (2) Good faith attempt at incorporation: i.e. need to show they did something intending to try and form corporation and they just mistakenly thought they had done that correctly and corporation didn’t form); and
· (3) Good faith use of corporate form in a transaction with a third party (signed contract (for ex) in the corporation’s name mistakenly believing they had formed the corporation).
· Corporation by Estoppel: Both parties believed a corporation existed (no actual knowledge of defective formation).
· Equitable doctrine applied where court determines would be unjust for a party to deny corporate existence.
· Southern Gulf v. Camcraft: Barrett entered into agreement with Camcaft to buy a vessel; agreement signed by Barrett individually and on behalf of Southern Gulf (a company to be formed). Construction Contract between Camcraft & SGM signed (Barrett signed as President of SGM (a Texas Corporation – even though at time it wasn’t actually incorporated at all)). SGM subsequently incorporated in Cayman, British West Indies. SGM then wrote to Camcraft and informed them of new place of incorporation; Camcraft accepted SGM’s new place of incorporation. Later, SGM brought suit because wanted vessel it contracted for and Camcraft wanted to get out of the contract due to the legal status of SGM. Issue: Whether Camcraft should be estopped from asserting that SGM’s lack of corporate capacity at time construction contract was executed after dealing with SGM as a corporation?
· Held: It’s unjust to not enforce the contract because it didn’t matter to boat manufacturer at all whether corporation was incorporated in Cayman Islands or Texas.
· Court suggested that Barrett also might have been able to enforce the contract in his individual capacity. Under agency principles – an agent for a nonexistent principal is contractually liable – if agent is obligated on a contract for a nonexistent principal, reverse is also true – party contracting with agent for a nonexistent principal must also be held to their contract.
· Difference Between the 2 Doctrines: If claim is a contract claim, both doctrines can easily be applied, but when it’s a tort claim use de facto corporation, not corporation by estoppel 

Capital Structure (Basic Information on Stock and Dividends):
· How Corporations Get Money to Run the Business:

· Corporations raise money (capital) to fund business by issuing debt and equity securities (the capital formation process – means either issuing a loan to someone, or finding investors to buy your stock).
· These securities are long-term contingent claims on the corporation’s assets and future earnings, issued pursuant to formal contractual instruments.

· Corporations with existing operations often fund their business retained earnings (which just means income retained by the corporation instead of distributed as dividends).

· Corporation can keep the money it would issue in dividends to invest back into business and grow it.
· Debt and Equity – Corporations have a capital structure, consisting of 2 basic types of securities:

· (1) Debt – 3 Basic Forms: Bonds, debentures, and notes.

· Holders of debt securities are creditors of the corporation.
· Debt represents a fixed claim on corporation’s assets and earnings, usually with a specific duration. Typically, debt holders get periodic interest payments and ultimate repayment of the principal at maturity date. At liquidation, they would get paid before stockholders (i.e. creditors have a senior claim on the liquidation – creditors get paid first).
· Relationship between corporation and its debt holders is essential contractual. Directors and officers normally owe no fiduciary duties to debt security holders because it’s a contractual relationship. 

· (2) Equity: 

· A corporation issues equity in the form of shares of stock.
· Equity security holders have the residual claim, which means at liquidation they are entitled to whatever funds are left after all other claims on the corporation have been satisfied – means if company is hugely successful, they have a big upside, or if corporation is bad, equity holders are last in line – so more risk, but bigger payoff.
· The law traditionally regards stockholders as “owners” of the corporation (stock represents an economic interest in the corporation with particular rights).
· Stock:
· Many corporations divide their equity securities into multiple classes of stock (and there can be series within a class). They must be authorized and set forth in certificate of incorporation (DGCL § 102(4)).

· Classes of stock means that don’t have to issue as a corporation one type of stock, can issue different types of stock, but these different classes of stock must be listed.
· Most Basic Forms: Common stock and preferred stock.

· Unless otherwise agreed, corporate shares are by default common shares with [i.e. common stock have] equal voting rights per share and equal rights per share to residual claims of the corporation.

· Common Stock: 
· The most basic of corporate securities [the default].

· All corporations have common shares. Some corporations issue no other kind of security.

· Typically, common shareholders have power to vote to elect board of directors and to vote on other matters that require shareholder approval (e.g., amending COI [certificate of incorporation], mergers if structured in certain ways, etc.). Voting rights can be varied.

· Common stockholders have the residual claim on assets of the corporation (debt and preferred stock would typically have a right to be paid first if corporation is liquidated).

· Corporations rarely liquidated, so common stock generally represents a permanent or long-term commitment of capital to a corporation. If stockholders want out of their investment they exit by selling their stock to someone else who buys it at a price that reflects corporation’s then-current value.

· Preferred Stock:
· Different type of stock that not all corporations issue.

· Comes with certain contractual preferences such as senior economic rights, dividend preferences, liquidation rights, etc.
· Ex – Preferred stock with dividend preference: Would specify that they get paid before common stock dividends get paid or paid dividends by higher amount.
· Ex – Liquidation Preference: Right to be paid a specific portion of corporation’s assets before paid to common shareholders.
· Essentially contractual in nature. Rights must be in the COI.

· Preferred stock sometimes represents a permanent commitment of capital and sometimes not – in the latter event, the shares will be redeemable for some specified amount. 

· Right to redeem may be held by SH or by corporation or both.
· Deemed to have voting rights equal to common shares unless the COI provides otherwise – voting rights can be varied.

· Decisions about Capital Structure: Different capital structures reflect differing allocations of control, risk, and claims on corporation’s income and assets.

· There is no one-size-fits-all optimal structure.

· Various considerations, e.g.:  

· Taxes (for example, interest paid on bonds is deductible but $ paid in dividends is not).
· Leverage (Leverage can increase potential for additional gain or for bankruptcy depending on corporation’s income and what it will do with borrowed money).
· Market.
· Potential Tension in Capital Structure:
· Equity-Linked Investors, L.P. v. Adams: Company had 1 week’s money left in bank and preferred shareholders had 30 million in liquidation preferences (they had 30 million in getting paid out first). Preferred shareholders wanted to liquidate company and common stockholders wanted to let company see out this new technology which could make company profitable (also, if company is liquidated, common shareholders would get nothing). Company found investor to invest $3 million so company could continue operations; common shareholders wanted this investment, but preferred shareholders wanted to sell company, so preferred shareholders sued when company took $3 million investment. Issue: Does the board of directors breach its duty, in exercising its business judgment, to prefer interests of common stockholders to interests of preferred stockholders, if there’s a conflict of the two interests?
· Held: Board of directors does not breach its duty to prefer interests of common stockholders to interests of preferred stockholders, if there’s a conflict of the two interests. Directors who made decision about the loan transaction were independent, acted in good faith, and were well informed of the available business alternatives. Therefore, board breached no duty owed to corporation or any stockholders in preferring the interests of common stock to the interests of preferred stock.

· Issuing Stock:
· Much of the law governing the issuance of stock is federal and state securities laws.

· At the most basic level idea is that federal securities laws require issuers of stock to register the issuance with SEC, unless there is an available exemption. Liability can result from false statements in the registration statement.

· State Corporate Law: There is also state corporate law concerning the stock issuance process.

· To validly issue shares, the board must authorize the issuance of shares and the corporation must receive appropriate consideration (DGCL § 152).
· The corporation, acting through its board, must approve the particular transaction in which the shares are sold (DGCL § 161).
· The appropriate number of shares must be authorized in the certificate of incorporation.
· The directors determine price or consideration for newly issued shares. Their judgment that it is adequate is considered conclusive, in the absence of fraud (DGCL § 152).

· Vocab – Subscription Agreement: An offer to purchase shares from a corporation. Subscriptions can be made to existing corporations or corporations to be formed.

· A subscription does not become a contract until accepted by corporation. There can be concerns about the enforceability of subscription agreements entered into before incorporation. 
· DGCL § 165 provides the default that they are irrevocable by the subscriber for 6 months from the date of subscription, unless otherwise provided.

· Vocab – Par Value: Par value is the minimum price per share of the stock.
· Vocab – Authorized, Outstanding and Treasury Stock (MUST KNOW THIS):
· Authorized Stock/Shares: The maximum number of shares that a corporation is legally permitted to issue, as specified in the certificate of incorporation.

· Outstanding Stock/Shares: Shares are outstanding when they have been validly authorized, issued, and are held by someone or some entity other than the corporation itself (aka issued stock/shares).

· These are the shares that are entitled to vote and receive dividends (DGCL §§ 160(c), 170).

· Treasury Stock/Shares: Stock that has been repurchased by the corporation.  

· It was authorized and issued at one point but was bought back by the corporation 

· Options: An option is the right to buy or sell something in the future.

· They are Contingent Claims: Gives holder the contractual right to buy or sell, but not a contractual obligation.

· Call Option: The right to buy shares (typically by a certain date at a certain price).

· Put Option: The right to sell shares (typically by a certain date at a certain price).

· Stock Options: A type of call option – giving holder the right, but not the obligation, to buy shares of a company. 

· Often issued as part of an incentive compensation package.

· Often subject to a vesting period in which a certain portion of the stock options vest over time, giving the holder the right then to purchase a certain number of shares at the strike price/ exercise price before the expiration date.

· How Stockholders Make Money from Their Investment in Corporation:
· (1) Dividends: A distribution of cash, stock, or property by the corporation to a class of its shareholders, decided upon by the board of directors.

· Most commonly it is a portion of the profits that is distributed as a dividend. The dividend is often quoted in terms of dollar amount each share receives (dividends per share). 

· E.g., a corporation with 1 million shares outstanding that decides to distribute $2 million to its shareholders results in a dividend per share of $2 ($2 million dollars divided by 1 million shares).

· Board of directors may authorize the corporation to pay dividends (DGCL § 170(a)).

· DGCL § 160: Constraints on the board’s discretion to declare a dividend; concept of surplus (taking account of assets and liabilities).
· Basically gets at whether corporation is solvent enough to issue a dividend – as long as there’s surplus, then board has discretion to declare a dividend (known as the legal capital test)
· Litle v. Waters: Waters and Litle formed two corporations. For providing the needed capital, Waters received two-third interest in both companies. Litle, for managing companies, received one-third interest in both entities. Litle alleged he agreed with Waters to convert one of companies to an S-corporation in exchange for Waters agreeing to always make available sufficient funds to cover any taxes incurred from the company’s S-corp. election. Waters fired Litle from positions as president and CEO and merged the two companies into one entity. Waters refused to pay dividends so he could use entity’s profits to pay down debt one of companies owed to him and refused to pay dividends to force Litle, who was then unable to pay his significant tax liability, to sell his shares at a substantial discount.
· Held: Closely held private corporation and an interested director as to the decision not to issue a dividend gets entire fairness review.
· Kamin v. American Express: Amex authorized dividends to be paid out to stockholders in form of shares of Donaldson, Lufkin and Jenrette, Inc. (DLJ). Ps, minority stockholders in Amex, brought suit against directors alleging dividends were a waste of corporate assets in that stocks of DLJ could have been sold on the market, saving Amex about $8 million in taxes. Issue: Can a stockholder maintain a claim against directors if stockholder alleges only that a particular course of action would have been more advantageous than course of action directors took?
· Held: Public corporation and board’s decision given business judgment rule deference. Courts will not interfere with business decision made by directors of business unless there’s a claim of fraud, bad faith, or self-dealing. An error of judgment by directors, as long as business decision was made in good faith, is not sufficient to maintain a claim against them. Ps do not allege any bad faith on part of directors. Only wrongdoing Ps claim is directors should have done something differently with DLJ stock.
· (2) Stock Splits: A stock split is a division of the outstanding shares into more shares. It divides the pie into more slices. It doesn’t change stockholders’ relative ownership interests. 

· Why Board Might Decide to Split the Stock: To permit the transfer of smaller percentages of each shareholder’s ownership or to reduce the price per share.
· How Stock Splits Commonly Done: Through stock dividends of authorized but unissued shares to the existing shareholders (i.e. board meets once they decide to do a stock split, they need to check to make sure there’s enough authorized stock in COI in order to do that, and as long as there’s enough of that, they can go forward with deciding to do it). If have enough to do a stock split, all you do is declare a dividend.
· How Stock Splits Expressed/Referred to: 

· Two-for-one: Someone who had one share, now has 2 shares.
· One-for-two: Opposite of above – doing this requires amending the COI.
· (3) Stock Repurchases: Company buying back its own stock. 
· Possible Reasons Why a Corporation Would Repurchase its Own Stock: Depends on context:
· Might be more tax advantageous for shareholders – left outstanding shares are worth more and get taxed on dividends but not stock repurchases.
· If sitting on giant mountain of cash, board of directors might say best use of this cash is buying stock because might not have found something better to use this cash on or think that the market does not accurately portray how successful company is at the moment.
· Or do it to change the corporate capital structure.
· Rules on Repurchases: DGCL § 160 says must have at least 1 outstanding share to repurchase stock. 
· Klang v. Smith’s Food: A corporation repurchased its shares in transaction with a third party. Shareholder contended corporation's repurchase of shares violated DGCL § 160, which prohibited impairment of capital. 
· Held: In absence of bad faith or fraud on the part of board, the court defers to board’s determination of surplus.
· Repurchased Stock = Treasury stock (authorized, issued, but not outstanding stock that can be re-issued by default rule).
Limited Liability and Piercing the Corporate Veil:
· (1) Limited Liability:

· General Default Rule: Corporations have limited liability, which means that shareholders are not personally liable for corporate debts or torts. Shareholder losses are limited to the amount invested in the firm, but it’s possible for a shareholder to voluntarily assume liability through a personal guaranty.

· Policy Reasons for Limited Liability: It’s the tort or contract creditor, not corporation’s shareholders, that bears loss whenever corporation’s resources are insufficient to satisfy the claim.

· Why Shareholders Want Limited Liability:
· Promotes capital formation: It encourages people to invest in a company and start corporations.
· Makes possible diversification of portfolio.
· Encourages corporation risk-taking that might be valuable in order to grow the business.
· Why Creditors Accept Limited Liability:
· Contract creditors can look at corporation’s financials before entering into agreements with corp.
· Creditor can charge a higher interest rate, or get insurance.
· Or they can require a personal guarantee of someone else involved.
· Dark Side to Limited Liability:

· Limited liability encourages corporations to engage in riskier or more damaging activities because shareholders are allowed to externalize corporation’s costs to third parties.
· Tort claimants may be particularly harmed because may lack means to spread risk externalized onto them.
· They are not voluntary creditors to which they could have negotiated at all – they don’t have time to pre-negotiate with corporation – they are the innocent party who was injured by corporation’s action with no opportunity to protect themselves beforehand.
· (2) Piercing the Corporate Veil – PCV (Common Law Exception to Limited Liability): 

· It’s not a separate cause of action, it’s an add-on claim to a tort or contract claim – it’s something added on to a complaint in order to pierce the corporate veil.
· Big Picture of the PCV Doctrine:
· PCV is an equitable doctrine created by courts to prevent fraud and achieve justice. It’s an exception to general rule which is limited liability.

· States vary in their PCV tests. No single test prevails. Fact-specific cases.

· Nearly all PCV cases involve closely-held corporations (apart from enterprise liability).

· Vertical PCV: Where a plaintiff succeeds with vertical PCV theory, they can reach shareholders’ personal assets.
· Shareholder 

· (
· Corporation 

· (
· Plaintiff 
· Big Picture of the PCV Doctrine:

· (1) Unity of interest and ownership/Control or domination (aka alter ego).
· Frequently Discussed Factors or Considerations:

· (1) Failure to observe corporate formalities;
· Ex: Corporation form, but failure to hold board meeting, failure to issue stock, failure to appoint board, or adopt normal corporation docs like (COI or bylaws), or didn’t follow things that supposed to do when you create a corporation.
· (2) Comingling business and personal funds or assets;
· (3) Undercapitalization of the business.
· Deliberate undercapitalization (hard to prove because it’s difficult to distinguish from corporate debt) – Court looks at whether wasn’t enough funds put in at outset of corporation that would be reasonably expected to need to run business.
· BUT need some other wrongful conduct beyond corporation just not having enough money at time plaintiff is trying to go after corporation –undercapitalization typically not dispositive.
· (2) Refusing to allow PCV would sanction fraud or promote injustice: Deceit or other wrongdoing, some element of unfairness or wrong beyond a creditor’s inability to collect.
· Notes:

· Some courts expressly state the separate prong with sanctioning fraud or promoting injustice; sometimes analysis ends up being very similar anyway and effectively collapses into analysis of the unity factors or a holistic appraisal.

· Courts state different factors, but generally boils down to control (often implicitly), lack of corporate formalities, intermingling funds or assets, undercapitalization. To pierce, generally need at least 2 of these.

· Courts sometimes also state the control or wrongdoing must have proximately caused injury or loss to P.

· California Test: To invoke alter ego (PCV), two conditions must be met: 

· (1) There must be such a unity of interest and ownership between corporation and its equitable owner that the separate personalities of corporation and the shareholder do not in reality exist; and 

· (2) There must be an inequitable result if the acts in question are treated as those of the corporation alone. 

· Enterprise Liability (Can be Horizontal Piercing): Enterprise liability holds the larger corporate entity financially responsible. Depends on proof that the separate identities of the corporations were not respected. 
· If successful under this theory, plaintiff could recover from the other corporations but not from shareholders.

· Walkovsky v. Carlton: Carlton (shareholder) owned stock in 10 corporations, and each of those corporations owned 2 taxis, and each cab was heavily mortgaged, and each cab owned only minimum legally required insurance, Carlton frequently emptied corporations’ assets. P gets hit by corporation owned cab by Seon and sues Carlton and all corporations; Carlton moves to dismiss as to himself. 
· PVC Test Applied: May PCV whenever necessary to prevent fraud or to achieve equity. 

· The Court said P could’ve brought 2 different claims based on the facts: (1) Enterprise Liability: Corporation is a subsidiary (a fragment) of a larger corporation, and that carries liable for the larger corporation to be liable; (2) Alter Ego: Corporation is a dummy for its individual shareholders who are in reality carrying on the business in personal capacity for purely personal, rather than corporate ends. 
· Held: Cannot PCV because there were not enough facts pled to establish wrongdoing as against Carlton in his individual capacity for piecing the corporation veil. 
· Notes: 

· It is NOT improper to incorporate your business for express purpose of avoiding personal liability – this is part of the societal deal when you choose to incorporate. 
· As a general matter, it’s NOT improper to split a single business enterprise into multiple corporations so as to limit the liability exposure of each part of the business (structured finance), but must look at the facts in the specific situations to see if this asset partitioning has been abused 

· More Case Illustrations:
· Radaszewski v. Telecom Corp.: P injured in a car accident when motorcycle he was driving was struck by a truck driven by an employee of Contrux, Inc. Contrux was a wholly owned subsidiary of Telecom. Telecom provided Contrux with $1 million in basic liability coverage, and $10 million in excess coverage. Contrux’s excess liability insurance carrier became insolvent two years after P’s accident. Issue: Whether P could PCV and hold Telecom liable for conduct of its subsidiary, Contrux? 
· Held: Telecom argued that corporate veil could not be pierced on basis of undercapitalization, because of the insurance it had provided to Contrux. Court looked at undercapitalization as if this was the wrong – majority said that Contrux had insurance, and this counts as to determining whether the company is undercapitalized. Held a plaintiff may not pierce corporate veil and bring a parent corporation into a case against a subsidiary if subsidiary was undercapitalized in a traditional accounting sense, but was provided with more than adequate liability insurance. But there was no way for them to know insurance company would go under. 
· Freeman v. Complex Computing Co. (contract): Glazier developed computer software, got license from Columbia to sell software, but Columbia wouldn’t license to corporation if Glazier was president of the company, so created C3 company. C3 entered an agreement with P for P to sell and license C3's software in exchange for commissions. C3 and Thomson Investment Software (Thomson) entered into licensing agreement. C3 sent P a termination letter signed by Glazier and Glazier hired by Thomson. C3 and Thomson entered into asset-purchase agreement, and Thomson assumed most of C3's liabilities and obligations under existing agreements, but expressly excluded the C3-P agreement. C3 paid out to Glazier all the money that Thompson had paid for the software, and then there was no money left over for P. P sued, demanding commissions due under C3-P agreement.
· Held: All the facts not enough to PCV because only satisfies the first prong (Glazier dominion and control over C3). Freeman still needed to show Glazier’s control over C3 was used to commit a fraud or wrongdoing to Freeman. 
· Theberge v. Darbro, Inc. (contract): Theberge’s and warden group brought suit against Horton street Associates Inc, which is corporation who’s veil plaintiffs seeking to pierce. Horton was a real estate company, and Theberge’s and warden group were trying to recover an amount owed to them by Horton; they won default judgment against Horton, but there was no money in Horton so they instituted a second action and alleged they need to PCV of the Smalls, who were the shareholders of Horton, and this other corporation Darbro, also controlled by the Smalls. The PCV claim alleged Horton was the alter ego of Darbro and the Smalls, and the sale of the property to Horton was based on the representations that Albert Small would stand behind the mortgage (so they were saying Small personally guaranteed the mortgage). 

· Held: Because these were more sophisticated parties, Ps could have protected themselves better and so no PCV allowed. Ps knew what it looked like to get a formal personal guarantee but they didn’t get that, so court said not going to redo deal for them just because they didn’t get a personal guarantee. 
· Difference between Freeman and Theberge: Guy in Freeman was following all these corporate formalities for the purpose of cheating the system – court likely motivated by fact that he was trying to take advantage of this whole corporate system. 
· Piercing in Corporate Groups (aka Enterprise Liability): A PCV claim could arise where there is a parent-subsidiary situation or where there is a corporate group with a parent and multiple subsidiaries that are affiliates of each other (i.e. vertical or horizontal piercing).

· Case illustrations:

· Gardemal v. Westin Hotel Co.: P and husband travelled to Cabo, stayed at Westin Regina Resort Los Cabos. Westin Regina managed by Westin Mexico. Westin Mexico is Mexican corporation and subsidiary of Westin Hotel Company, a Delaware corporation. P’s husband died while snorkeling in an area that hotel staff told her to go to. P sued Westin and Westin Mexico under Texas law. Although Westin and Westin Mexico closely related through stock ownership, common officers, financing arrangements, etc., two corporations strictly adhered to their corporate formalities, and Westin Mexico sufficiently capitalized. Westin argued it was a separate corporate entity and should not be liable for acts committed by its subsidiary. P argued liability could be imputed based on alter ego and because parent and subsidiary functioned as single business enterprise. 
· Held: Westin Mexiso still operated as a separate business entity from W, so no PCV.  

· OTR Assocs. v. IBC Services, Inc.: OTR owns shopping mall in New Jersey, leased space to Samyrna, a franchisee of Blimpie Corporaiton. Blimpie wholly owned a subsidiary named IBC. IBC created for sole purpose of holding lease for space occupied by franchisee. IBC had no assets except lease and no income except rent payments by franchisee. IBC entered into lease with OTR, and then with OTR's consent, IBC subleased space to franchisee. OTR’s partners believed they were dealing with Blimpie instead of IBC and didn’t discover the separate corporate entities until after eviction for unpaid rent. People who approached OTR and asked to rent mall space wearing Blimpie uniforms, tenant identified in lease listed with Blimpie’s address and letters sent to OTR bore Blimpie logo. Issue: Whether OTR could pierce corporate veil to sue IBC to get to Blimpie 
· Held: IBC let OTR to believe that it was dealing with Blimpie, so allowed to PCV. 
B. The Role of Directors and Officers (Managing the Business Affairs; Fiduciary Duties to Shareholders:
· Into to Fiduciary Duties: 
· Directors are fiduciaries that shall act in good faith and with conduct reasonably believed to be in the best interests of the corporation.

· They owe a duty of care (DOC) and a duty of loyalty (DOL) (which includes a duty of good faith) to the corporation and its shareholders.

· Stemming from these duties, directors also have a duty of disclosure (aka, a duty of candor).
Fiduciary Duties: The Duty of Care and the Business Judgment Rule:
· Duty of Care: In general, the duty of care (DOC) requires directors to use the amount of care and skill that a reasonably prudent person would reasonably be expected to exercise in a like position and under similar circumstances ​– directors very rarely pay out of pocket for breach of duty of care – their conduct must be egregious 

· This is because courts often apply the business judgment rule in assessing the directors’ actions 

· Model Business Corporation Act:

· Standard of Conduct (Aspirational) – MBCA § 8.30(b): When becoming informed in connection with their decision-making function or devoting attention to their oversight function, directors shall discharge their duties with care that a person in a like position would reasonably believe appropriate under the circumstances.
· Standard of Liability (Where legal liability may arise if the corporation suffers losses from their fiduciary duty) – MBCA § 8.31: A director shall not be liable to the corporation or its shareholders unless the challenging party establishes: 
· (1) A corporate charter indemnification or cleansing does not preclude liability; and 
· (2) The conduct was the result of lack of good faith; lack of belief acting in best interest of corporation; not being informed; lack of independence (DOL); or failure to devote ongoing attention to oversight, or devote timely attention when particular facts arise.

· The Business Judgment Rule (BJR): 

· Intro to BJR:
· Has the effect of having a greater pleading and evidentiary burden on plaintiffs.
· Generally, for ordinary business decisions, the relevant fiduciary duty is the duty of care, but directors are entitled to the protections of the business judgment rule (BJR).

· The BJR presumes that the directors’ decisions were made on an informed basis, in good faith and on an honest belief that the action is in the best interest of the corporation (starting point in BJR case). 

· When the BJR applies, it is the plaintiff’s burden to rebut the presumption (and establish that losses were proximately caused because of the breach).

· The BJR:

· Because of the BJR, courts generally will not second-guess directors’ decisions. The inquiry for the DOC is largely about whether the process that generated the relevant business decisions was unsound (e.g., did directors fail to inform themselves before making a decision?).

· There is an outer limit or exception to the BJR for substantively egregious decisions – where there is no rational business purpose or what is known as corporate waste.

· Waste: Refers to transactions that are so one-sided that no one of sound business judgment would have done that.
· Ex: Issuing stock without consideration.
· In addition, BJR protection is not available in nonfeasance situations (failure to perform minimal levels of oversight or making a decision at all).

· Policy Rationales for BJR:
· Give leeway for directors’ judgment so don’t chill corporate decision making because don’t want directors being worried they will get sued if they make a decision that ends up turning out badly.
· Boards and directors are better equipped to make business decisions rather than judges, and board is most familiar with the business and have access to information.
· Encourages good risk taking.
· Avoids wasting judicial and corporate resources – suing every time business decision is made would clog up courts and take corporation’s attention away and have to focus on defending the suit.
· Two Views of the BJR:

· (1) As an Abstention Doctrine: A judicial hands off philosophy or presumption against judicial review of DOC (duty of care) claims, in that the court abstains from reviewing the substantive merits of the directors’ conduct unless the plaintiff can rebut the BJR.

· Unless plaintiff can rebut presumption, court says not going to review the decision of a board 

· (2) As a Standard of Review: Essentially raising the bar (e.g., from negligence to gross negligence or recklessness).

· The BJR: When a board decision is challenged, burden is on the plaintiff to overcome the BJR by proving either: 

· (1) Fraud, bad faith, illegality, or a conflict of interest (DOL – duty of loyalty);

· (2) Failure to become informed in decision making (focus on process; liability generally based on gross negligence; e.g., Van Gorkom);

· (3) Failure to establish a modicum of oversight of the corporation’s activities (e.g., Francis; cf. recent good faith cases regarding oversight, DOL); or

· (4) The lack of a rational business purpose (or waste).
· Reliance on Experts:
· In discharging the DOC, directors are encouraged to seek information and advice from officers, employees, as well as outside experts, such as investment bankers, attorneys, and accountants.
· Under DGCL § 141(e), directors are entitled to rely on opinions and reports so long as such reliance is reasonable and in good faith. Experts should be selected with reasonable care, should be reason to believe that opinion of experts is within field of their practice, looking at independence of expert, expert is truly and expert in the subject their giving information on.

· Note on Officers: In general, officers owe the same fiduciary duties as directors, but there is currently some uncertainty in the law as to the standards that apply. 
· Three Challenged Business Decisions:
· Kamin v. American Express: AmEx distributed DLJ stock as an in-kind dividend to its stockholders. AmEx originally paid $29.9 million for DLJ stock; worth $4 million at time of distribution; AmEx could have sold stock and received $8 million tax savings from loss. Ps, minority stockholders in AmEx, 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.
· Held: Board did not breach its duty of case – it carefully considered both business options before making its decision so BJR applies. 
· Takeaway: Case illustrates that duty of care requirement [that there be a rational basis for decision] does not require the board to make the best or even a good decision – it’s just sufficient for the process to have given appearance of reasoned, informed decision and in good faith and it can’t be waste.
· Shlensky v. Wrigley: President of Cubs refused to install stadium lights so that team could play night games; one of the stockholders sued, claiming that by refusing to install lights at Wrigley field, that prevented playing night games because of his preference to play day games (i.e. Wrigley didn’t use care in making decision not to install lights at field) and alleged this was costing the corporation money.
· Held: While it’s debatable to install lights as a business decision, the court will not second guess it – cannot just plead it wasn’t a good decision, absent showing of fraud, bad faith, etc.
· Smith v. Van Gorkom: Van Gorkom, CEO of Trans Union, engaged in negotiations with a third party for a buyout/merger with Trans Union. Prior to negotiations, Van Gorkom determined value of Trans Union to be $55 per share and during negotiations agreed in principle on a merger. No evidence showing how VG came up with this value other than Trans Union’s market price at time of $38 per share. VG called a meeting of Trans Union’s senior management and then of the board of directors. Senior management reacted very negatively to idea of buyout. Board approved buyout at next meeting, based mostly on an oral presentation by VG. Meeting lasted two hours and board didn’t have opportunity to review merger agreement before or during meeting; directors had no documents summarizing merger, and didn’t have justification for sale price of $55 per share. Shareholders brought class action against TU board, alleging directors’ decision to approve merger uninformed. 
· September 20 Board Meeting Key facts: No notice of the subject matter to most of the board; 20-minute oral presentation by Van Gorkom; No written materials or deal outlines, etc.; Van Gorkom did not explain how he got this $55 price; Announcement of CFO Romens of the study – but this value was a study of what price could be a LBO but it was not accurate price of the company; board didn’t ask any questions; board approves deal in a 2-hour meeting.
· Held: The directors had a duty to: inform themselves of all material information reasonably available to them before making a decision. Board did not make an informed business judgment in voting to approve the merger, so breached duty of care. 
· Did the directors breach their duty of care? Yes. 
· Was the board informed on Sept. 20?  No 

· Did the board’s subsequent action cure? No 

· Did the shareholder vote cure? No 
· Note: Part of what motivated court was the magnitude of the decision (selling the whole company) and the bad process in the decision. 

· Standard: Plaintiffs have burden to prove the directors were grossly negligent in failing to inform themselves of all the information reasonably available. 
· What Steps Directors Could’ve Taken to Inform Themselves and Inform Themselves: 

· Circulate a report beforehand; inform board subject of meeting beforehand; circulate materials before meeting; get a fairness opinion of what share price should’ve been.
· DGCL § 102(b)(7) (Must Know This Statute Number): A corporation may include in its charter:
· (7) A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not eliminate or limit the liability of a director: 
· (i) For any breach of the director's duty of loyalty to the corporation or its stockholders; 
· (ii) For acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law; or 
· (iv) For any transaction from which the director derived an improper personal benefit.
· Summary: A company can include in its COI a provision that eliminates or limits liability of a director for monetary damages (if have to pay money damages, but not if remedy being sought is injunctive relief) for breach of a fiduciary duty as a director [i.e. breach of duty of care], but cannot do this if it’s a duty of loyalty issue, a lack of good faith, or for any transaction for which director derived an improper personal benefit. 
· Example of Language Invoking 102(b)(7) in Corporation’s COI: “No director shall be personally liable to the Corporation or its stockholders for monetary damages for any breach of fiduciary duty by such director as a director.  Notwithstanding the foregoing sentence, a director shall be liable to the extent provided by applicable law (i) for breach of the director’s duty of loyalty, (ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law, or (iii) for any transaction from which the director derived an improper personal benefit.” 

· CA has a similar provision. 

· HYPO: Bananas Corporation has been earning record revenues from its popular gadgets and has accumulated an uncommonly large amount of retained earnings. The board of directors of Bananas Corporation discusses what should be done with this money and considers declaring a stock repurchase or a dividend. The board decides to do nothing for now and to revisit the issue at the next board meeting. Is this protected by the BJR?

· Yes, board discussed this and made an informed decision – even though decided to do nothing, that’s still a decision. No facts here to imply that the board’s decision was no informed 

· BJR Does Not Apply in Cases of Non-Feasance – Francis v. United Jersey Bank (case of non-feasance that was plead as a DOC claim): All 4 people involved in business originally were a family, and dad before; he warned mother to watch out for sons if he passed away; father died, mother became a board member, but when she got on the board, she wasn’t paying attention to anything; sons were embezzling money out of the company; creditors, who were owed money after sons made corporation go bankrupt tried to get money from mother personally. 
· Held: 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. D had done none of this and so breached her duty of care. Her failure to keep herself informed breached duty of care to corporation and a fiduciary duty to corporation’s clients. Would have only taken a brief, non-expert reading of financial statements to know something was wrong and money was being misappropriated. D’s failure to do so was proximate cause of misappropriations of clients’ money not being discovered. BJR does NOT apply. 

· This case illustrates: A duty of care (DOC) claim where BJR does not apply and how, depending on the facts and strategy of the plaintiffs, non-feasance or a lack of oversight can be plead as a DOC claim or lack of good faith (which would be a duty of loyalty issue). 
· Note: Court used a reasonable person standard in this case, and not BJR, even though it was a duty of care claim because BJR only applies if there’s a business judgment, and here there was no decision made – it was non-feasance. 

· BJR doesn’t apply if there’s a complete failure to do something. Because there wouldn’t be any reason to apply reasons we have BJR to a situation where someone has failed to act whatsoever – i.e. want to encourage people to make business decisions rather than just fail to act, 
· Duty of Care Summary: Duty of care concerns the care in decision-making and also implicates collective action of the board as a whole because the board came together to make a decision and they might all end up being defendants if there’s a question as to whether they breached duty of care case. 

· Board of directors given significant discretion in making a business decision – they must act on an informed basis and in good faith without a conflict of interests and must actually take an action (not complete non-feasance).

· If these factual bases are shown, then plaintiff has burden to show that one of the factual prerequisites does not exist (weren’t informed, were grossly negligent in informing themselves, or weren’t acting in good faith), then director won’t get protection of BJR and if this happens, their action will get more closely scrutinized.

· If decision protected by BJR, all that’s left for P to claim is to try and show waste to win.
Corporate Purpose, Corporate Social Responsibility, Charitable Giving, and Corporate Political Activity:
· Dodge v. Ford Motor Co.: Dodge brothers held 10% interest in Ford Motor Company. Henry Ford held 58% in company at time of this case. In 1916, Ford announced there would be no special dividends issued in the future and instead be reinvested in the business to do such things as invest in a new factory and build a smelting plant, and in addition, the price of cars would be reduced. Dodge Brothers sue after decision had been announced not to issue any more special dividends and to instead use the money to begin construction of the car plant, seeking to force Ford to (1) declare and issue special dividends and (2) enjoin construction of the new plant. 

· Held: (1) Dodge could force issuance of special dividends; but (2) would NOT enjoin construction on the plant. 
· (1) The refusal to issue shares was arbitrary and not in good faith because decision was not based on benefit of the shareholders (By taking an action with no business concerns motivating it (i.e. only charitable motivations), Ford and the Ford directors who supported decision were acting arbitrarily, to direct detriment of shareholders in whose interest they were supposed to be acting).
· (2) There wasn’t any clear testimony that building this plant was not for a business decision –  the experience of the Ford company is evidence of capable management of its affairs – so not going to question their business decision to build this plant. 
· Note – Constituency Statutes: A majority of states have constituency statutes that expressly allow (but do not require) a corporation to consider stakeholders’ and other constituencies’ interests alongside shareholders’ interests.  

· DE and CA do not have constituency statutes.

· Corporate Charitable Giving: All 50 states have statutes providing for corporate authority to make charitable contributions.

· Delaware Corporate Law Statute on Corporate Charitable Donations:

· DGCL § 122: Every corporation created under this chapter shall have power to:
· (9) Make donations for the public welfare or for charitable, scientific or educational purposes, and in time of war or other national emergency in aid thereof;
· Note the language of the DGCL doesn’t expressly dispense with the requirement of a corporate benefit.

· This statute only refers to corporations having the power to do this – it doesn’t tell you that it must benefit the corporation in doing so or if the certain donation was allowable (no test to determine that).
· California Corporate Law Statute on Corporate Charitable Donations:

· California Corporations Code § 207: Subject to any limitations contained in the articles and to compliance with other provisions of this division and any other applicable laws, a corporation shall have all of the powers of a natural person in carrying out its business activities, including, without limitation, the power to:

· (e) Make donations, regardless of specific corporate benefit, for the public welfare or for community fund, hospital, charitable, educational, scientific, civic, or similar purposes.

· Statute doesn’t just say there’s the power to donate to charities, and have the power to do it regardless of specific corporation benefit.
· Theodora Holding Corp. v. Henderson: Henderson was controlling shareholder of Alexander Dawson corporation; Gerard separated and divorced from Theodora; in divorce, she got some of the Dawson stock that she held in a holding company. Henderson made annual corporate donations each year to a charity, and one year, they donated a piece of land to charity for purpose of creating a camp, and then Henderson proposed they donate shares to camp for running the camp; Theodora’s daughter objected to donation brought suit against Dawson challenging the gift.
· Held: Reasonableness of charitable donation is the test, and if it’s reasonable, it’s within the discretion of the board. It was reasonable to make that donation to a charity in that amount – looked at tax deductions and other things that made it a relatively minor loss that was outweighed by benefits of donating to a charity and pursuing philanthropic goals.
· A.P. Smith v. Barlow (discussed in Theodora Holding Corp.): AP Smith company made fire hydrants; gave a donation to Princeton University. Court said that it was a fine business decision as far as fiduciary duty and it was informed and it was reasonable so court allowed the donation. 
· BLL of Corporate Charitable Giving: When have a decision of a corporation to make a charitable gift, there are limits: it has to be reasonable (and doesn’t seem to be a flaw in the decision-making) and if it seems to be a pet charity where people are just giving to themselves or a family member for example, a court would step in at that point.
· Shareholder Primacy Theory: In this view, there’s a purpose to corporation and there’s a duty, which is to maximize shareholder wealth, and duties are owed to shareholders. View that the objective of directors and officers is to put the shareholder interest above all other constituent interests (creditors, employees, etc.) – it’s to maximize shareholder profits and wealth.
· There is only one social responsibility of business, which is to use its resources and engage in activities designed to increase its profits. Other constituent interests have other laws to which they can rely on to control certain aspects of the corporation (i.e. environmental laws, etc.). 
· Benefit of this view is it makes it really clear for directors for making decisions and who’s interests to consider when making decisions.
· Stakeholder Theory: Sees corporation as owing duty to constituents in addition to shareholders (employees, the planet, under privileged people). 
· Citizens United v. FEC: CU is a non-profit corporation; used its funds and some for-profit business corporation’s funds to make a movie for political advocacy against Hilary Clinton. The film and advertisements amounted to express advocacy by CU, and raised concerns under § 441(b) of the Bipartisan Campaign Reform Act of 2002. Section 441(b) makes it a felony for all corporations–including nonprofit advocacy corporations–either to expressly advocate election or defeat of candidates or to broadcast electioneering communications within thirty days of a primary election or sixty days of a general election, but carves out an exception for Political Action Committees (PACs) to permit political speech of these groups, even when PACs are formed by corporations. Citizens United challenged the constitutionality of § 441(b). Issue: Whether § 441(b) prohibition on express advocacy by corporations within a certain time frame before an election violates First Amendment’s freedom of speech?
· Held: The option for a corporation to speak politically through a PAC is not a valid option and does not fulfill First Amendment requirement of freedom of speech for corporations. Corporations of all types can use their general treasury funds for independent expenditures (i.e. aren’t coordinated with candidates’ campaign). The principle that government may not suppress political speech on the basis of the speaker’s corporate identity is the law. § 441(b)’s restrictions on corporate independent expenditures overruled.
· Key Points on Majority Reasoning:

· (1) Government argued one reason this statute is constitutional is anticorruption: don’t want corruption in democracy, and this statute helps prevent corruption and appearance of corruption in democracy. Court defined corruption as quid pro quo and said independent expenditures do not lead to quid pro quo expenditures (not giving these donations for something from candidate); also said ingratiation and access is not enough to create appearance of corruption that would lead voters to lose their faith in the process.
· (2) Government argued antidistortion, which is that corporations spending money on politics and campaigns distorts conversation about the campaign. Court said case Austin that bought this argument of antidistortion was inconsistent with rest of campaign finance law (court held the first amendment doesn’t protect political speech by corporations) – also says don’t make rules based on corporations identity and this antidistortion rule would be precluding corporation finance based on the corporations identity. Also buying this argument would produce result of prohibiting voices of media corporations. 
· (3) Government said that when corporation gives money in politics, some of those shareholders are going to have their money being given to things that shareholders oppose. Court said that media corporations work the same way. Also said dissenting shareholders have the procedures of corporation democracy – they have fiduciary duties that are owed to them and have derivative suits. 
· Note: Under current corporate law, a decision to make a political contribution is reviewed under BJR.
· Values at Stake with Politics Warranting Them Being Treated Differently than Charities: There are issues of electoral integrity and democracy with corporation political activity in a way that’s different than what’s at stake with corporate charitable giving. 
Fiduciary Duties: The Duty of Loyalty:

· Duty of Loyalty: Concerns acting in fiduciary’s own self-interest rather than in interest of corporation. 
· Duty of care concerns care in decision-making (often implicates all members of the board), duty of loyalty often concerns misconduct by a single or a few of the directors. 
· Requires that directors and officers act in a manner the director reasonably believes to be in the best interests of the corporation (not in their own best-interest). RMBCA § 8.30(a)(2).
· Requires acting in good faith and acting in the best interest of the corporation and shareholders.
· DOL in the context of [i.e. these are contexts in which a duty of loyalty claim could arise]:

· (1) Interested Director Transactions (aka self-dealing, conflicts of interest): 
· (2) Corporate Opportunities (taking an opportunity for yourself that belonged to the corporation).
· (3) Good Faith (which Delaware courts classified as a subset of duty of loyalty).
· (4) Controlling Shareholders.
(1) Interested Transactions (Conflicts and Self-Dealing): Where director or officer contracts directly with the firm, i.e. if director is also an officer and is contracting with corporation for their own compensation, this is a conflict.
· Examples: 

· Unusual one-time events – if director is selling property to corporation on whose board they sat, this is a conflict of interest – director wants most money going into his own pocket, but also is a fiduciary who should be acting in best interest of corporation. 
· Or if director is related to person dealing with corporation or has a significant financial interest in another entity that is negotiating or contracting with the corporation. 
· Late 19th century: At early common law, the corporation or its shareholders could void a conflicted interest contract, regardless of the fairness of the contract or approval by the board or shareholders.

· Downside of Rule: Corporations could lose out on advantageous deals because of this strict rule. 
· Bayer v. Beran: Directors of Celanese Corporation of America (CCA) started a radio advertising campaign for corporation. CCA had never advertised on the radio before. In making its decision to start advertising on radio, directors reviewed studies given to them by CCA’s advertising department, brought in a radio consultant to help determine station and time to advertise, and hired an advertising agency to produce ad. One of the singers on program CCA decided to advertise was wife of one of CCA’s directors. P shareholders brought suit, claiming the advertising campaign was started due to benefit to director’s wife to further her career. Claimed directors failed to take due care (duty of care claim), decision was uninformed; directors breached fiduciary duty of loyalty (said this is an interested director transaction because had wife of director of company not been involved, advertising COA would’ve been disposed of summarily).
· Held: There’s a conflict here because the director’s wife had been hired by his corporation. Duty of Loyalty: Defendants win because the deal was fair to the corporation. The things court said went to determination of fairness show both procedural and substantive fairness – i.e. cost of what they paid president’s wife was industry standard (substantive fairness); cost of advertising v. company revenues; and form contract and negotiated through her agent (both procedural fairness). This case is a good example of what demonstrates fairness in a duty of loyalty claim.
· Standard: P has the duty to plead out that conflict, the burden shifts to defendants and court will scrutinize board’s action. Burden is on the defendant to show fairness of the transaction being challenged.
· Interested Director Statutes:

· Modern CA and Delaware common law upholds a transaction so long as director proves it was fair to the corporation.

· In addition, there are interested director statutes such as DGCL § 144 (and California has a similar provision under its corporate code § 310).

· The statute doesn’t preempt common law, but instead overturns old common law cases deeming conflicted interest transactions voidable per se and provides a procedure by which to cleanse interested transactions.

· Remillard Brick Co. v. Remillard-Dandini Co. (CA case based on earlier version of § 310): Guys Stanley and Sturges were controlling shareholders of company RD, and RD owned all shares of San Jose Brick and Tile; Stanley and Sturges were both directors and officers of both of corporations and also got a salary from them, and were also minority shareholders; RD and San Jose Brick sold to another company that was owned completely by Stanley and Sturges; Ps are minority shareholders in RD. Stanley and Sturgis argued that the transaction was valid, because the common directorship was disclosed to the shareholders, and a majority of the shareholders approved the transaction.
· Held: Under CA interested director transaction law, don’t assume everything is resolved if there is disclosure and approval of a majority of shareholders – this alone does not automatically validate the transaction – can still be held to breach of a duty of loyalty. Stanley and Sturgis used their majority position for their own good and to the detriment of the minority stockholders (i.e. used their majority position to approve the transaction, but since they were the ones benefitting from deal and having the majority power to approve the deal, unfair to minority shareholders). 

· DGCL § 144: (a): An interested transaction shall not be void or voidable solely because of the conflict or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose, provided at least 1 of 3 conditions are satisfied (i.e. the interested director transaction will not be void or voided solely because of the conflict so long as there’s 1 of 3 things):

· (a)(1) Approval by a majority of disinterested directors provided there has been full disclosure of the material facts relating to both the transaction and to the director’s conflict of interest;
· I.e. won’t be voided solely because of the conflict if you get a majority vote of the informed disinterested directors [provided there’s been full disclosure of the conflict].
· Even if the disinterested directors are less than a quorum – it’s not majority of the directors there, just majority of the disinterested directors. 
· Disinterested Directors: Those who don’t have an interest in the transaction and cannot be influenced by those who are interested in the transaction. 
· The way to show 144(a)(1) met is have a board meeting and fully inform board of the conflict of interest and all material terms of the transaction, and [ideally] get it documented in the board meeting minutes (so goes in corporate record).
· (a)(2) Approval in good faith by vote of the [disinterested] shareholders, with full disclosure of the material facts relating to both the transaction and to the director’s conflict of interest; OR
· Similar to (a)(1) but for shareholders. 
· This doesn’t say shareholders must be disinterested like in (a)(1), but Fliegler v. Lawrence answers that question and said that it must be a majority vote of the disinterested shareholders.
· To show this was met, going to be looking at the actual disclosure that was made to the shareholders – if a public company (might be a proxy statement – this would be a record of whether disclosing all material terms).
· (a)(3) A transaction that is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee or the shareholders.

· This looks at whether it was fair to the corporation. 
· Note: Satisfying any one of the three bases enough to say transaction isn’t voidable solely because of the conflict of interest. 
· Effect of DGCL § 144’s Protection: 
· § 144(a)(1): BOT v. Benihana: If get a vote of the disinterested shareholders, get BJR. 
· § 144 (a)(2): Fliegler v. Lawrence, Lewis v. Vogelstein, & Harbor Finance Partners v. Huizenga. 
· § 144 (a)(3): Bayer v. Beran.
· Effect of DGCL 144(a)(1) or (2) if met: BJR applies. Burden will be on Ds to show (a)(1) or (2) was met in order to get BJR and have burden shift to Ps to show waste (i.e. that the transaction was one-sided that no ordinary person of rational business judgment would have approved it).

· Effect of § 144(a)(2): If have got an informed, uncoerced, disinterested shareholder ratification of transaction (in which corporate directors have a material conflict of interest), it has the effect of shifting the burden of proof to the party challenging the transaction to show that the terms were so unequal as to amount to waste.

· If there’s a dispute about whether directors/shareholders were really disinterested (i.e. there was a flaw in trying to meet (a)(1) or (2) standard), and Ds can’t show they really weren’t, Ds get stuck with just (a)(3), which is the Bayer v. Beran situation and Ds have burden to show the transaction was fair to the corporation (entire fairness standard).
· Remedies for an Improper Interested Director Transactions:

· (1) Enjoining the transaction; 
· (2) Setting aside the transaction; and/or
· (3) Damages.
· DGCL 144(a)(1) Ratification – BOT v. Benihana (Del.): Many of Benihana’s (B) restaurants needed renovation, but company did not have necessary funds. B hired Joseph to analyze company’s financial needs and determine a plan of attack. Joseph recommended B issue convertible preferred stock, which gave company funds necessary for renovation. John Abdo, a B board member, told Joseph BFC Financial Corp. (BFC) was interested in buying the convertible stock. Abdo was also a director of BFC, and he negotiated with Joseph for sale of stock on behalf of BFC. At a B board meeting, Abdo made a presentation on behalf of BFC regarding its proposed purchase of the stock, then left the meeting. B board knew that Abdo was a director of BFC and Joseph informed B board Abdo approached him about sale on behalf of BFC. B board voted in favor of sale to BFC. B of Tokyo (BOT)’s attorney sent a letter to B board, asking it to abandon sale on account of concerns of conflicts of interests, the dilutive effect on voting of the stock issuance, and sale’s questionable legality. The board nonetheless again approved sale. BOT sued B board of directors, alleging breach of its fiduciary duty of loyalty.
· Held: Ds defense was they got a majority approval of the informed disinterested directors under DGCL 144. Court said it was an informed vote – they knew Abdo was involved in the way he was involved, and it was a majority vote of the disinterested directors, so board gets BJR. 
· Note: If defendant directors can show they got majority vote of informed disinterested directors under DGCL 144, the effect of that is that they get BJR
· DGCL § 144(a)(2) Shareholder Ratification: 
· Fliegler v. Lawrence: Even though § 144(a)(2) doesn’t say “disinterested” SH approval, that is what is required for § 144(a)(2) to have a cleansing effect. 144(a)(1) includes word disinterested, but (a)(2) doesn’t – so court said read this section as if it had disinterested in rule. 

· Lewis v. Vogelstein: Stock option compensation plan for directors, approved by shareholders at annual shareholder meeting. Board adopted a plan that was for their own compensation (so clear interested transaction conflict since on both sides of the deal). Disinterested shareholders were informed of material facts, uncoerced (didn’t have to approve it). Court said effect of shareholder vote cleansed the interested transaction. 
· Harbor Finance Partners v. Huizenga: Involved a challenge to the acquisition of Auto Nation by company called Republic Industries; shareholders complained that there was a conflict of interest for the Republic directors who owned a substantial block of Auto Nation and the disclosure that was made was flawed (i.e. shareholder vote was procured by a misleading proxy vote disclosure). Ps were trying to say there was a conflict and the disclosure that was made was flawed, so can’t say there was informed shareholder approval. 

· Held: D first has to show it was cleansed to show they get BJR (i.e. directors had to show it was a fair, fully informed, uncoerced vote of the disinterested shareholders in order to get BJR). Shareholder vote was informed, etc. and 144(a)(2) was met, so burden shifts to P to show waste. On this complaint, Ps didn’t plead facts supporting a waste claim, which is the standard that applies to them, so complaint must be dismissed.
· Note: Court in dicta basically said it would be so rare that P would actually be able to win, that if board can meet 144(a)(2) standard, that should just end the matter and case should be dismissed, but can’t do this because there’s very old precedent that said cannot extinguish the waste claim unless it’s a unanimous shareholder vote, and here it wasn’t a unanimous vote – just know showing waste is very rare if 144(a)(2) majority disinterested shareholder vote standard is met.

(2) Corporate Opportunities:

· Corporate Opportunity: The duty of loyalty bars directors and officers from taking advantage of corporate opportunities that in all fairness should belong to the corporation. 

· Objective of COD: To deter appropriations of new business prospects belonging to the corporation. 
· Targets [i.e. applies to]:

· Directors and officers of corporation; and
· Dominant shareholders who take active role in managing firm.
· Farber v. Servan Land Co: A golf course was owned by corporation. Some adjoining land was available for sale, which, if acquired by the corporation, would increase the value of the golf course and the adjoining land if they could be sold together (same guy who sold golf course land to Servan owned this land being offered). Corporation was informed of the opportunity to buy the land, and expressed an interest in it, but did not take any immediate action to buy it. Two of the directors (who owned majority of Servan, but had 8 other directors on board) bought the land in their individual capacities. The land parcels (the privately owned land and the golf course land) were sold together at a large profit (5 years after purchase), with a large share of the profit going to the two individual directors. Part of sale profits allocated to corporation and part allocated to the 2 guys (they allocated more of the profits to the corporation than the 2 guys). Then minority shareholder (Farber) says the 2 directors took an opportunity that belonged to the corporation. 
· Held: The offer to purchase the adjacent land was a corporate opportunity because the board had discussed buying that land; bought land from the same owner; shareholders frequently discussed buying more land from that same guy; board had indicated approval to buying land parcels at issue; corporation needed to acquire more land. Corporation had not rejected the opportunity because don’t just look to whether the Ds themselves were okay with taking that opportunity, and based on the facts, the other shareholders had not rejected the opportunity. Manner of shareholder ratification insufficient here because the 2 Ds held majority of the votes and they are interested so they couldn’t be considered in vote to ratify the Ds taking the corporate opportunity. Thus, Ds breached their fiduciary duty of loyalty. As a remedy/damages, corporation was entitled to the profits of the directors’ subsequent sale of the 160 acres. 

· Corporate Opportunity Remedy: Remedy for appropriating an opportunity that belonged to the corporation is disgorgement of the profits or constructive trust of the profits. 
· Broz v. CIS: Broz was a director of CIS (P) and was also the president and sole stockholder of RFB Cellular (RFB), a competitor of CIS in the cellular telephone service market. CIS had undergone financial difficulties and begun divesting its cellular licenses. Mackinac, a third party cellular service provider, thought RFBC would be a potential buyer for one of its licenses 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. A fourth service provider, PriCellular, had discussions with CIS about PriCellular purchasing CIS. PriCellular had also been in negotiations with Mackinac about purchasing the license offered to RFBC. PriCellular agreed on an option contract with Mackinac about purchasing license. 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 brought suit against Broz, alleging Broz breached his fiduciary duties to CIS by purchasing license for RFBC when newly formed PriCellular/CIS corporation had had option open to make the same purchase. 

· Held: It was not a corporate opportunity by Broz failing to offer it to CIS. Applies 4 factor test below. (1) Corporation financially able to take the opportunity: No because they had just filed for bankruptcy and had signed an agreement that limited their ability to enter into loan agreements – they were contractually precluded from taking on additional debt. (2) Opportunity in the corporation’s line of business: Yes, opportunity related to cellular companies, which was what P was. (3) Does corporation have an interest or expectancy in the opportunity: No they didn’t have an interest or expectancy because they were trying to get out of this business. (4) Taking opportunity result in a conflict between director’s self-interest and corporation: No because CIS was fully aware of what Broz did and he had taken the steps to make sure CIS wasn’t interested in the opportunity (had asked a few people if they were interested). Broz did not formally present the opportunity to the board but this did not breach his fiduciary duty because it wasn’t a corporate opportunity so he didn’t have to formally present it. 
· Broz did not have a fiduciary to PriCellular (the potential CIS acquirer) because 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 contingent and uncertain plans of PriCellular. Broz is a fiduciary of CIS, not of potential acquirers because you measure whether something is a corporate opportunity at the time of the opportunity, and at the time of the opportunity, Broz was not a fiduciary of PriCellular only a fiduciary of CIS [because at time of corporate opportunity, PriCellular had not completed the acquisition/tender offer of CIS]. 
· Discussion Questions:

· (1) Suppose that RFBC had shareholders other than Broz and that CIS had a potential interest in Michigan-2, unknown to Rhodes (the seller’s broker), and the ability to finance a purchase. What should Broz have done?

· He could present it to both RFBC and CIS and disclose all material facts and then recuse himself from the process and probably resign from the board of CIS.
· (2) Suppose Broz had been an officer of CIS, in addition to a director and his RFBC positions. Assuming all other facts (i.e. case facts not facts from above hypo) remain the same, how might that change the result? 

· If changed fact here and made Broz an inside director, it would weaken Broz’s case – it would make case look a lot more like the opportunity was being offered to CIS. 
· Note: Court in Broz v. CIS noted that the difference between being an inside director and outside is relevant but not dispositive but it’s indicative of whether that opportunity was flowing in all natural course to the corporation (and that’s why that person was approached) or not. So even though doesn’t fall within one of the 4 factors, can still consider this fact in analysis. 
· In re eBay, Inc. Shareholders Litigation: Ds were founders of eBay, who hired Goldman Sachs to handle several stock issuances and acquisition of Paypal. During this same time GS had been rewarding individual officers and directors several thousand shares that GS had been managing at a very reduced price (GS decides who gets the initial shares in the IPO; so GS decided to give some of these initial shares of other companies GS was working with in IPOs to eBay directors as “rewards” for choosing GS to handle their IPO). P sued claiming these stocks should have belonged to eBay and not the directors. Ds argued that this arose as a broker’s investment recommendations to a wealthy client (i.e. GS was just acting as their broker in their individual capacity and recommending which stocks these directors should have invested in). 
· Held: Directors of a corporation are not permitted to personally accept private stock allocations in an IPO of the corporation’s stock when the corporation itself could have bought the stock. There was a clear conflict of interest between the self-interest of the defendants in acquiring the valuable eBay stock and the interest of eBay, which could have acquired the stock for itself. The opportunity to buy the IPO shares was a corporate opportunity that belonged to eBay. Court pointed to eBay’s form 10k, which showed that eBay had more than $ 500 million invested equity and debt securities were held by eBay, and said this was within the line of business for eBay to hold stock in other companies. Court said eBay had an expectancy because investing was an integral part of what eBay was doing. Court said this conduct placed them in a position of conflict because these people who are sitting on the board and are executive officers of eBay, are the people who are choosing to continue to employ GS (and GS was giving them these shares for the purpose that eBay continued to give them business). 
· Note: This seems like an expansive interpretation of being a corporate opportunity (holding stock in another company’s stock), but it’s normal business for many companies and here, it was an unusually high percentage that eBay held stock in other companies. 
· Delaware’s Factors/Balancing Test to Determine if Something is a Corporate Opportunity:

· (1) Is corporation financially able to take the opportunity?  

· (2) Is the opportunity in the corporation’s line of business? 
· Line of Business: Is the opportunity related to or is it in the company’s line of activities and is it and activity that company could reasonably be expected to go into now or in the reasonably foreseeable future?

· (3) Does the corporation have an interest or expectancy in the opportunity?

· Interest: Is this something that the company already has a right in? 
· Ex: If already have a right under a contract/interest in something – ex: if officer bought land to which the corporation had a contractual right, that would be clear that corporation had an interest in the land. 

· Expectancy: Takes something in which in the ordinary course of things would normally go to the corporation (can grow out of an existing right but it’s not necessarily already an existing right) 

· Ex: If an officer took renewal rights to a lease the corporation had, then the officer took corporation’s expectancy right – might not have had a right in lease after it expired, but they expected to get option to renew lease again after it expired. 

· Ex: Corporation had an existing contract with a customer (ongoing relationship), if the officer took a contract with that customer – company had an expectancy to continue working with the customer. 
· (4) Would taking opportunity result in a conflict between the director’s self-interest and that of the corporation?

· Just getting at the fact that is taking this opportunity putting the person in a position opposed to the corporation.
· If result of balancing test is that it is not a corporation opportunity, then director can pursue it without offering it to the corporation first.
· Corporations try to mitigate corporate opportunity issues by doing things like recusing the director or officer from deliberations that could implicate some areas of overlapping/competing businesses; could limit the fields or interests in which the directors or officers could participate in their outside activities on behalf of the corporation to try and avoid potential overlap; ask the affected director/officer to resign from their position with corporation or other corporation on which they are a board member; (4) corporations to renounce an interest or expectancy in a particular field or opportunity in advance (122(17))
· DGCL § 122(17): Every corporation created under this chapter shall have the power to:

· Renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or one or more of its officers, directors or stockholders.
· Allows for specified carve outs or categories that will not qualify as a corporate opportunity, but not a complete elimination of duty of loyalty 
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(3) Good Faith and Oversight:
· Good Faith: 

· The concept of good faith pervades Delaware’s corporate law:
· Courts often refer to BJR as a presumption that directors or officers of a corporation acted on an informed basis, in good faith, and in the honest belief that the action taken was in the best interests of the company. 
· DGCL § 141(e) Provides: A member of board of directors, or a member of any committee designated by board of directors, shall be fully protected in relying in good faith upon [specified documents and persons].
· DGCL § 102(b)(7) Provides: A corporation’s articles of incorporation may (but need not) contain: A provision eliminating or limiting the personal liability of a director to corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided such provision not eliminate or limit liability of a director: for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law. 
· I.e. corporations can put into corporate charters a provision limiting liability for corporate directors, but cannot let them get out of personal liability for breach of their duty to act in good faith. 
· DGCL § 145(a) and (b) only authorize indemnification of a director or officer who acted in good faith.
· In re Walt Disney Company Derivative Litigation (Good Faith in Context of Executive Compensation): Shareholders filed derivative action against Disney board challenging board's hiring of company's number-two executive, Ovitz. Ovitz left Disney and received non-fault termination after unsatisfying job performance. Non-fault termination triggered large amount of severance pay ($130 mil). Ps alleged Ovitz's employment contract incentivized Ovitz to leave Disney as soon as possible and receive non-fault termination, rather than complete term of the contract. Ps argued this amounted to waste. Issue: Were actions of Disney directors in approving employment agreement, hiring Ovitz, and terminating his employment not for cause violations of fiduciary duties of due care and good faith? Issue: Whether compensation committee members knew at time they approved agreement the payout to Ovtiz could be $130 million?
· Held: Directors not liable for breach of duty of care. There was a big difference between what would’ve been best practices and what compensation committee actually did, but it was not a breach of duty of care because it was not gross negligence – they still informed themselves of potential magnitude of severance package as a whole in event of an early no-fault termination; knew of their need to have a CEO succession plan; and they had meetings, had reports, asked questions at the meetings. 
· To prove breach of duty of care, Ps needed to show gross negligence – i.e. board was grossly negligent in failing to inform themselves of all the material information reasonably available to it. 
· Best case scenario, all compensation committee members would’ve received before or at the first meeting a spreadsheet prepared by or with assistance of a compensation expert, and spreadsheets would state amount Ovtiz would receive under agreement in each foreseeable circumstance; contents of spreadsheet would be explained to compensation committee members and that would be basis of committee’s decision; spreadsheets would be attached as exhibits to meeting minutes. 
· What Actually Happened: Compensation committee met twice, approved terms of draft agreement and considered just a term sheet; had basic understanding that in instance of a no-fault termination, severance payment could be $40 mil alone plus value of accelerated options; no exhibits to the mins. 
· Disney v. Van Gorkom: In Disney, compensation committee had done things to try and inform themselves – they hired an outside expert who really was an expert at hand; they reviewed the report and had a committee report it too. In Van Gorkom, they had wholly abdicated its role and duty; board here still discussed analysis and asked questions; and decision in Van Gorkom was to sell entire company, here, it involved a much smaller magnitude of dollar amount involved with Disney and less of a magnitude of a decision. 
· Summing up Disney Re Good Faith: Court identified two possible bases for finding directors acted in bad faith:
· (1) Conduct motivated by subjective bad faith (i.e., an actual intent to do harm); or 

· (2) Intentional dereliction of duty, a conscious disregard for one’s responsibilities. 

· Gross negligence ≠ bad faith (gross negligence does not rise to the level of bad faith – so bad faith is worse than gross negligence – still duty of care issue, but doesn’t rise to level of bad faith). 

· If aware you’re supposed to do something, and you don’t do it anyways, that’s bad faith, and if you subjectively know your acting badly, then definitely bad faith. 

· There’s a spectrum of conduct that could give rise to claims of breach of fiduciary duty. On one end of spectrum, there’s gross negligence, which would give rise to breach of duty of care, but court said gross negligence is not enough to additionally add on claim of bad faith or lack of good faith. Two other categories court identified are more culpable and thus amount to bad faith because once have someone who knows they should be acting and yet doesn’t do it, there’s an intentional dereliction in the face of a known duty to act or a conscious disregard – court says this is bad faith. Also bad faith is conduct that is motivated by subjective bad faith – actual intent to do harm to corporation.

· Examples of Conduct in Bad Faith: 

· (1) Intentionally acting with a purpose other than advancing the best interests of the corporation; 

· (2) Intent to violate the law;
· (3) Intentionally failing to act in the face of a known duty to act, demonstrating a conscious disregard for duties. 
· Corporate Waste: A plaintiff who fails to rebut BJR is not entitled to a remedy unless the transaction constitutes waste. To succeed on a claim for waste, a plaintiff must show that the transaction was so one-sided that no business person of ordinary sound judgment could conclude that the business received adequate consideration. 
· Plaintiffs in Disney did not succeed with their claim for waste. Court said waste claim will succeed only in the rare and unconscionable case. Ps case is meritless because of the time the no-fault termination was paid – Disney was contractually obligated to do so, so can’t say no rational person would pay him because they signed the contract and if looking at deal before time they entered into contract, Disney had a rational business purpose (enticing Ovtiz to leave CAA to come to Disney). 
· Note on Duty of Care Re Executive Compensation: A duty of care claim concerning executive compensation focuses on the process in which the determination to enter into that contract for the executive compensation

· In executive compensation cases, courts typically looking for whether:

· (1) Was the majority of the board disinterested?

· (2) Did they make decision in good faith?

· (3) Were they grossly negligent in failing to inform themselves of all the material provisions before making a decision?

· Oversight: Another context in which claims of good faith can come up is in context of oversight– directors are expected to have a rudimentary understanding of the business and how it works, expected to generally monitor the management and the corporation’s activities, routinely review financial statements, and regularly attend board meetings. 
· Francis: Where director completely fails to do this, can breach duty of care. 
· Has long been established that DOC requires directors pay ongoing attention to the business of the corporation (Francis). 
· Board may rely in good faith on officer and expert reports (DGCL § 141(e)). 
· Board must become informed of all material information reasonably available (DOC focuses on the process of decision making). After which, courts will not question decisions even if they’re substantively bad (this is because of the BJR). 
· In re Caremark Int’l Inc. Deriv. Litig.: In dicta, court stated as part of its duty to monitor [i.e. duty of good faith], Board must make good faith efforts to ensure that a corporation has adequate reporting and information systems:

· What an Adequate Law Compliance Program Might Include:
· Policy manual

· Training of employees

· Compliance audits

· Sanctions for violation

· Provisions for self-reporting of violations to regulators

· Other controls to verify compliance with laws and to give board the ability to monitor business.
· Note: The Caremark opinion described this claim as difficult to win, with liability attaching only for a sustained or systematic failure to exercise oversight or an utter failure to attempt to ensure a reporting and information system.
· This dicta has become what’s known as a Caremark claim: Recognizing a cause of action against boards for failing to take minimal steps to achieve legal compliance and provide information to monitor business.

· Although a number of Caremark-type claims have been filed, decisions finding a violation are rare. Most companies now have compliance programs and control systems. 
· Stone v. Ritter (Good Faith in Context of Oversight): AmSouth paid $50 mil in fines and penalties to government to settle civil and criminal violations that bank failed to file certain suspicious activity reports that were required. Shareholders filed a derivative suit against directors alleging they were required to oversee these things, and their failure to do so led to the fines. Fines and penalties to resolve investigations for failure to comply with federal regulations and deficient oversight of compliance. 
· Caremark Oversight Liability Confirmed: We hold that Caremark articulates the necessary conditions predicate for director oversight liability: 

· (1) The directors utterly failed to implement any reporting or information system or controls; or

· (2) Having implemented such a system or controls, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention. 

· In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations.

· The court reshaped what had previously been considered a good faith claim into a duty of loyalty claim.
· What many had previously thought was a duty of care claim (Caremark claim) to oversee corporation to make sure it was in legal compliance, Stone v. Ritter court turned it into a duty of loyalty claim – how it did this is that it shifted the elements of a Caremark claim to include the requirement that the defendants had to know that they were not fulfilling their obligation.

· Said there’s duty of care and duty of loyalty claims and loyalty includes this subset of good faith issues. So Caremark claims are now characterized as good faith claims and now duty of loyalty claims. 
· Arguably now anything where directors know they’re discharging their fiduciary obligations (conscious disregard of their obligations) would be a duty of loyalty claim OR if board acts with intent to violate the law, this would also be duty of loyalty claim. 
· Caremark: A sustained or systematic failure of the board to exercise oversight–such as an utter failure to attempt to assure a reasonable information and reporting system exists will establish the lack of good faith that is a necessary condition to liability.

· Stone: Caremark standard draws heavily upon concept of director failure to act in good faith. That is consistent with the definition(s) of bad faith recently approved by this Court in Disney, where we held that a failure to act in good faith requires conduct that is more culpable than the conduct giving rise to a violation of the [DOC] (i.e., gross negligence). Imposition of oversight liability requires a showing that the directors knew that they were not discharging their fiduciary obligations. Where directors fail to act in the face of a known duty to act, thereby demonstrating a conscious disregard for their responsibilities, they breach their fiduciary duty of loyalty by failing to discharge that fiduciary obligation in good faith.

· The failure to act in good faith may result in liability because the requirement to act in good faith is a subsidiary element, i.e., a condition, of the fundamental duty of loyalty. Because a showing of bad faith conduct is essential to establish director oversight liability, the fiduciary duty violated by that conduct is duty of loyalty.

· Although good faith may be described colloquially as part of a ‘triad’ of fiduciary duties, the obligation to act in good faith does not establish an independent fiduciary duty that stands on the same footing as the duties of care and loyalty. Only the latter two duties, where violated, may directly result in liability, whereas a failure to act in good faith may do so, but indirectly. The second doctrinal consequence is that the fiduciary duty of loyalty is not limited to cases involving a financial or other cognizable fiduciary conflict of interest – it also encompasses cases where the fiduciary fails to act in good faith. 
· Note: Now, any case in which directors consciously disregard their duties or if board acts with intent to violate the law are both examples of bad faith court gave in Disney, and court in Ritter said these are subsumed within duty of loyalty. 
· HYPO: After Disney and Stone, how would you analyze the decision of a board authorizing corporate employees to break a traffic regulation? Assume the board informed itself and considered the issue and determined it was cost-effective to violate the law and pay the fines.

· It hasn’t been clarified yet regarding what you do when trying to calculate a damage and if there’s some kind of de minimis exception (i.e. small amounts being paid for an intent to violate the law), so not clear what the remedy would be in this case. This example shows that the directors are deciding to do something, not for their personal benefit (which is usually where DOL claim would come up), they’re making a business decision in making this decision, but doesn’t get BJR even though making an informed decision because this is not a decision made in good faith (since Stone v. Ritter said an intent to violate the law is not acting in good faith). 
· As a loyalty issue, the directors are not exculpated under 102(b)(7) and they are not indemnified under § 145. 
· Assume have a situation like in Francis, but corporation has a 102(b)(7) provision, and P asks for advice on how to bring suit against Mrs. Pritchett, would advise not to bring as duty of care claim because it would be dismissed immediately if had a 102(b)(7) since even if can show she breached duty of care, it’s exculpated under 102b7 if all you’re seeking monetary damages for breach of duty of care. So now you would plead Francis situation as a breach of duty of loyalty that she consciously disregarded her duties. 
· HYPO: Suppose that the AmSouth board had considered the issue and affirmatively decided not to adopt any law compliance program. Would it be liable if that decision resulted in corporate losses? Is it a conscious disregard of a known duty to act if it was a conscious decision not to do it? And how do you know for sure when you have to have a reporting system?

· Know from Stone v. Ritter there’s an obligation of oversight and a Caremark claim is recognized as a colorable claim. Delaware Supreme Court used Caremark claim in saying, you would need to show either:

· (1) Directors utterly failed to implement any reporting or information control; OR

· (2) Having implemented such a system or control, they consciously failed to monitor it; 

· And have to show additionally that they knew they were discharging their fiduciary obligations 

· Need either (a) or (b), and that they knew they were discharging their fiduciary obligations. 
· Also know that good faith is a subsidiary element of duty of loyalty – that is, if what you show is bad faith, then you’ve shown a breach of the duty of loyalty. 
· Fiduciary Duties of Officers:

· The Delaware Supreme Court recently clarified that officers have the same fiduciary duties as directors.

· There is still some uncertainty about whether the standards are the same (e.g., BJR protection).  

· By their language, DGCL §§ 102(b)(7) and 141(e) apply only to directors.

· Regarding California corporate law, the codified BJR (Cal. Corp. 309) refers only to directors and the majority of California courts addressing the issue thus far have held the California BJR does not apply to corporate officers.
Duties and Issues Involving Controlling Shareholders:
· Fiduciary Duties of Controlling Shareholders: As a general matter, shareholders have no obligations or duties to each other. They are allowed to act in their own interest [i.e. selfishly] in deciding how to vote their shares.
· Where a shareholder is elected to the board, the shareholder becomes a director and in that role assumes fiduciary obligations towards other shareholders.

· Between these two scenarios is the situation of a shareholder with control. Recognizing that a board in this context may not act independently of the controlling shareholder, courts began to extend aspects of the board’s fiduciary duties to the controlling shareholder.

· Controlling Shareholders: There is not a bright-line rule for determining whether a controlling SH relationship exists; the determination is on a case by case basis: 

· Question trying to answer: Does a majority of the board lack independence from the allegedly controlling SH? If yes, they are not just an allegedly controlling shareholder, they are a controlling shareholder. 
· The notion of a controlling SH includes both de jure control and de facto control.

· De Jure: If a shareholder owns more than 50% of the voting stock, then shareholder has de jure control.

· De Facto: A shareholder owning less than 50% of the voting stock has de facto control if a majority of the board lacks independence from the shareholder (Plaintiff bears burden to prove) – i.e. if the facts suggest, nonetheless, that the shareholder controls the board, then the shareholder is a controlling shareholder 

· Parent-Subsidiary Transactions: Whether controlling shareholders have fiduciary duties is context specific. 
· (1) Corporation Groups: One of the contexts court has recognized controlling shareholders have a fiduciary duty. 
· (2) Parent and Wholly-Owned Subsidiary: Scenario very rarely gives rise to any issues as a matter of corporate law.
· (3) Parent and Minority-Owned Subsidiary: Issues often arise because minority shareholders will question whether a parent company is using its control of the subsidiary to benefit itself at subsidiary’s expense. In cases like this, minority will assert that parent owns a duty of loyalty. 
· (1) Duties within Corporate Groups – Sinclair Oil v. Levin: Sinclair Oil owned 97 % of the stock of its subsidiary, Sinclair Venezuelan (Sinven). For period, Sinclair caused Sinven to pay out $108 million in dividends, which was more than Sinven earned during time period. Dividends were made in compliance with law, but Sinven contended Sinclair caused dividends to be paid out simply because Sinclair was in need of cash at the time. Sinclair also caused Sinven to contract with Sinclair Int’l, another Sinclair subsidiary. Under contract, Sinven agreed to sell crude oil to Sinclair Int’l, but Sinclair Int’l consistently made late payments and did not comply with minimum purchase requirements under the contract. Sinven sued Sinclair for: (1) Payment of dividends; (2) Taking opportunities in other countries (Alaska and Paraguay) that Sinclair took for itself and not Sinven; and (3) Breach of contract with Sinclair Int’l. Del. Chancery Court applied intrinsic fairness standard, found in favor of Sinven. 

· Issue: Does BJR or intrinsic fairness (just refers to the substance of the fairness and not also the procedure) standard apply to the claims? 
· If there’s self-dealing, then the controlling shareholder has burden of showing it was intrinsically fair. If not, then BJR applies. 
· Held: Dividends Issue: BJR applies because no self-dealing; Expansion policies: Applied BJR because there was no self-dealing (Sinven claimed that there were opportunities that came to Sinclair to expand into other countries and Sinven should’ve gotten those opportunities. Court said Sinven is only in Venezuela so didn’t prove that those opportunities were Sinven’s exclusively); Breach of Contract: Intrinsic fairness test applied (Sinclair had another subsidiary that it created to fulfill certain parts of the production of oil, and Sinven decided to enter into contracts with Sinclair, Int’l; the contract required parties fulfill certain obligations by certain dates, there was a minimum quantity of oil Sinclair int’l promised to buy from Sinven) because Sinven fulfilled its obligations, but Sinclair Int’l ordered less than required minimum and paid late, so they were in breach of that contract. 

· Rule: (1) If a shareholder dominates or controls corporation, and (1) the controlling shareholder receives a benefit to the exclusion and at the expense of the minority shareholders, then burden is on the controlling shareholder to prove intrinsic fairness of transaction. Otherwise, BJR applies.

· Notes on Controlling Shareholders:

· Although there’s no provision analogous to DGCL § 144, the standard of review for corporate transactions with the controlling SH (where have corporation on one side and controlling shareholder on other) has generally been fairness. 

· The defendant-controlling SH bears the burden of proving the transaction was fair to the corporation. If there was approval by the informed, disinterested shareholders (a.k.a., majority of minority), the burden may shift onto the plaintiff to show that the transaction was unfair to the corporation. 

· One area in which these issues come up is freeze-outs or cash-out mergers in which the minority SHs are eliminated. Depending on the process, there may be an entire fairness standard or burden shifting and the standard may be lowered. Dissenting SHs may also have an appraisal remedy (Appraisal rights give dissenting shareholders the right to have the fair value of their shares determined and paid in cash so long as they have followed specific procedures required for perfecting their appraisal rights (e.g., objecting before the merger vote)).

· General Rule: A controlling SH is free to dispose of her stock as she sees fit and on such terms as a willing buyer offers (including a control premium). 

· Exceptions: [If there’s fishy things going on with way SH is selling control, they could potentially be facing breach of fiduciary duty claim] A sale of control under circumstances indicating that the buyer intends to loot or mismanage the corporation, the sale involves fraud or misuse of confidential information, the sale is a wrongful appropriation of corporate assets, or the sale is for corporate office (e.g., selling less than majority of the voting stock and receiving portion of $ to put in place a sequential resignation plan for directors).

· (2) Oppression in Closely Held Corporation: Context in which controlling shareholders may be held to have fiduciary duties to protect the interests of minority shareholders – oppression in the closely held corporation.
· Closely Held Corporation: Definitions of closely held corporation vary, but typically said to be owned by only a small number of shareholders, the shareholders participate actively and substantially in managing the enterprise, and there is no public securities market to trade shares of the corporation’s stock.

· Closely held corporation investors often connected by family or other personal relationships, and often expect employment by the corporation and a meaningful role in management, as well as financial return on their investment.

· Absent a contractual arrangement, the minority shareholder in a closely held corporation is generally locked into her investment (it is illiquid). And, unlike an investor in a general partnership, she cannot readily liquidate her investment by exercising a statutory right to dissolve the business (i.e. can’t force corporation to buy stock or to dissolve unless there’s a provision in the contract for that).
· By contrast, investors in public corporations typically are not employees and play no management role. They can readily liquidate their investments by selling shares in a public securities market.

· Planning in the Closely Held Corporation: Because shareholders in closely held corporations generally cannot exit by selling their shares, they commonly seek to use contracts or internal governance mechanisms to plan for these issues or provide for a voice in the corporation, e.g., shareholder voting trusts, shareholder voting agreements, shareholder management agreements, restrictions on share transfers, buy-sell agreements, employment contracts, supermajority provisions, etc.

· Squeeze-Outs, Freeze-Outs, and Other Forms of Oppression in Closely Held Corporations:

· Without a market into which to sell their shares, minority SHs are vulnerable to board decisions about management, employment, compensation, dividends, etc.

· Controlling SHs have at times used various techniques to squeeze out, freeze out, or otherwise oppress the minority, e.g., buy or sell at unfair price to minority SHs.
· Cut Off Minority SHs from Financial Returns: Improperly withhold dividends, improperly terminate employment, management positions, and related benefits.
· Siphon off disproportionate shares of corporate profits by paying themselves excessive salaries, bonuses, benefits, and perquisites.
· Self-dealing (i.e., commit the corporation to generous contracts with themselves or aligned parties made at less than arm’s length such as with a license to use real or intellectual property, a contract to obtain services from a closely affiliated person or entity, or a loan at nonmarket rates).
· Fiduciary Duties in Closely Held Corporations:

· Some courts have responded to SH oppression by imposing special or heightened fiduciary duties in closely held corporations, but they differ about when and to whom the duties are owed.

· Many courts have held that majority SHs have fiduciary duties to deal fairly with and not oppress the rights of minority SHs.
· This includes California (Jones v. H.F. Ahmanson & Co. – controlling SHs cannot use their control to benefit themselves to the detriment of the minority without a compelling business purpose).

· Wilkes v. Springside Nursing Home (Mass. 1976): Guys bought a building to run as a nursing home; all 4 of them invested same amount of money and received same numbers of shares and had equal power within the corporation. Relationship between Wilkes and other 3 directors soured. When nursing home became profitable, Ds voted to pay out salaries to themselves, but did not include Wilkes in that group. At an annual meeting Wilkes was not reelected as director and was informed he was no longer wanted in the management group of nursing home. Wilkes sued Ds for breach of their fiduciary duty owed to him.
· Test Applied: First, majority SHs needs to show legit business purpose for its action (here, a freeze-out of Wilkes) understanding that they need room to maneuver; Second, then minority must show that the legit business purpose could’ve been accomplished in a way that was less harmful to minority’s interest; Third, court must weigh the legitimate business purpose against the practicability of a less harmful alternative.
· Holding: The majority SHs did not even accomplish their task of proving they had a legit business purpose for the freeze-out – unable to justify why they took Wilkes off the payroll and off the board of directors – there had been no showing of misconduct or poor performance in Wilkes’s role as director, it was merely a personal desire of Ds to remove Wilkes from office and deny him salary.
· Note: Important variations occur from jurisdiction to jurisdiction and from case to case. Reported decisions differ concerning the scope and limits of the enhanced fiduciary duties, including whether they apply to all shareholders or only to those in control, whether they apply to all actions or only to those taken in a corporate capacity, and whether they apply to all closely held corporations or only to statutory close corporations.
· Delaware and some other courts have rejected the principle espoused in Wilkes, that some kind of different rules should apply in closely-held corporations, or that all shareholders in closely help corporations should have some kind of partnership-type fiduciary duty to each other. Delaware has said it’s just like other corporate contexts, and as with publicly traded corporations, controlling shareholders owe fiduciary duties only if they’re acting in their corporate capacity (like if have an interested transaction). 
· Under those authorities, controlling shareholders’ duties only require them to act in the best interest of the corporation, not in the best interest of other shareholders and identifies no special duties in the context of closely held corporations.
· Nixon v. Blackwell (Del. 1993): There was a closely-held company called EC Barton; when Barton (founder) died, there were several classes of stock – all of the class A stock passed to employees, and all of the class B stocks (which had no voting rights) went to Barton’s family. There was an Employee Stock Ownership Plan (ESOP) that allowed employees to cash out or receive Class B stock on termination or retirement. The non-employee shareholders, held a lot of the economic value of the company, but had no voting rights – so they didn’t have any benefit of shares in the ESOP that gave them liquidity. Class B stockholders sued the Corporation and directors alleging Ds (1) tried to force minority stakeholders to sell shares by paying only minimal dividends, (2) breached fiduciary duties by approving undue compensation, and (3) breached fiduciary duties by discriminating against non-employee stockholders.
· Test Applied: Entire fairness test (because court said Ds were effectively on both sides of the transaction because they’re running the corporation and choosing how to run that ESOP and they’re the beneficiary of it, so effectively on both sides of that deal).
· Held: Ds had met their burden of establishing the entire fairness of their dealings with the non-employee class B stockholders. These class B shareholders did not need to get equal treatment, just needed fair treatment, and it was fair to the corporation to have stocks set up like this because ESOP is generally a corporate benefit; there was support in the record for fact that with an ESOP, those plans are typically for a corporate benefit for employees to incentivize them to work for corporation and it was established at least in part to benefit corporation with that idea when put in place, so Ds didn’t breach any fiduciary duty by just implementing that which was a benefit to the corporation. Court said going to honor the arrangements that were made, and this is exactly what Barton (the founder) had set it out to be, and that was effectively what was contracted for.
· Note: Delaware took a different approach than Massachusetts in Wilkes – Delaware said not going to read into any specially judicially created duties in a closely-held context that don’t already exist as a matter of general principles of corporate law to fashion some kind of ad hoc ruling, which would be what parties effectively were not expecting here – they should be expecting what they contracted for and what is in the corporate documents. 
· Reconciling the Approaches: Both approaches seek to enforce what the court assumes to be the parties’ expectations. The difference is in courts’ willingness to look beyond the formal corporate documents.
· Various Options and Remedies: Some states have allowed for equitable remedies including court-ordered buyout of the minority SH at a fair price, dissolution where necessary to protect the interests of the complaining SHs, etc.

· Some states also have involuntary dissolution statutes. For ex., California’s involuntary dissolution statute authorizes a court to dissolve a corporation where those in control have been guilty of persistent and pervasive fraud, mismanagement, or abuse of authority or persistent unfairness toward any shareholders. Cal. Corp. Code § 1800. Majority SHs can avoid involuntary dissolution through a buyout at fair value. 

C. Role and Rights of Shareholders:
· Overview – Role, Duties, Rights of Shareholders:

· Shareholder Duties: Generally none, unless controlling shareholder. 
· Shareholder Roles and Rights: If shareholders not happy with way company is being run, these are their options: 

· (1) Sell the Stock [if have a public market to sell onto; in a private company, they have to find someone who’s willing to buy it and have to look at whether there’s any restrictions on transfer]. 
· (2) Vote: To change direction of the corporation or who gets to manage corporation (& can make proposals). 
· (3) Sue.
· Shareholders also have inspection/information rights. 
· Note: Voting and suing are both mechanisms in which shareholders can monitor and discipline and/or remove inadequate directors – i.e. mechanisms by which they can hold some of these directors accountable and to deter misfeasance and malfeasance and hold directors and officer through suing for breach of fiduciary duty accountable.
Shareholder Voting:
· Shareholder Voting – The Landscape:

· State Corporation Law:

· Shareholders have right to vote for: 

· (1) Directors; 
· (2) On major transactions (mergers and acquisitions); and 
· (3) Amendment of certificate of incorporation and bylaws. 
· Fiduciary Duty of Disclosure (or duty of candor): Directors have obligation to honestly disclose the material info whenever seeking shareholder voting and approval on a matter.
· Who Votes:

· Shareholders of Record—the holders on the “record date” get to vote. 

· DGCL § 213: Holders on the record date – means if you held stock on that date, you can vote; can vote either in person or by proxy (have someone else place your vote)

· DGCL § 212(b): That person can vote in person or by proxy.
· Default Rule: One share, one vote, unless otherwise provided in the certificate (DGCL § 212(a) – says when alter the one share one vote rule, must provide for in COI).
· Corporation could have classes of stock with different voting rights—e.g., a class could have 10 votes per share—but that must be provided for in the certificate (vocab: dual class stock).
· Vocab:

· Agent (who would be voting on behalf of someone else): Called the proxy holder, proxy agent, or proxy.
· Proxy Card or Proxy: Document for appointing that agent and voting. 

· Proxy Statement: The information disclosure. 
· Quorum for Shareholder Voting: For the shareholders to take action on behalf of the shareholders, must have a quorum. 

· Default Rule – DGCL § 216(1): A majority of shares entitled to vote (this would typically be a majority of the outstanding stock) must be present in person or represented by proxy in order for a valid shareholders meeting.
· Certificate or bylaws can opt out of default, but never less than ⅓ of shares entitled to vote (DGCL § 216). 
· What Shareholders Vote On & Vote Required to Elect/Approve: When dealing with issue of shareholder voting, must first look at what they’re voting on and the rules governing that issue.
· Directors:

· DGCL § 216(3): Default rule is a plurality (whoever gets the most votes wins) of votes present or represented by proxy and entitled to vote.

· Remember to first look at what constitutes a quorum and then consider what is the vote required to elect/approve. Also note jurisdictions vary on these rules.
· DGCL § 214: Only if COI provides, can opt-in to have cumulative voting (contrast CA – see below).
· DGCL §§ 141(b), 216: If provided for in COI or bylaws, can opt-in to have majority voting. 
· Majority of public companies have opted into this standard

· DGCL § 141(d): If provided for in COI or SH-approved bylaws, can opt-in to have classified (staggered) board (Seats on board expires in staggered terms). 
· Bylaw Amendments, Shareholder Proposals, Non-Binding “Say on Pay” – DGCL § 216(2): Majority of shares present or represented by proxy and entitled to vote (Remember to first look at what constitutes a quorum and then consider what is the vote required to elect/approve. Also note jurisdictions vary on these rules).
· Assuming you have a quorum, you need a majority of that quorum to move forward. 
· Certificate of Incorporation Amendment – DGCL § 242(b)(1): Board must first bring a resolution, then directors adopt a resolution and holders of a majority of outstanding shares entitled to vote must vote in favor of amendment (and by classes if applicable). 
· If stock has been separated into classes, need a majority of shareholders of each class of stock. 
· Major Transactions (e.g., mergers, acquisitions): Per applicable statutory provision, generally majority of outstanding shares entitled to vote. 
· Director Elections & Plurality Examples:

· Plurality: Whoever gets the most votes for the seat. 
· Example 1: (More nominees than available seats) One board seat open for election and 3 nominees: Al, Beth & Carol. At shareholder meeting, Al receives 35% of votes, Beth 40%, Carol 25%. Who wins? 
· Beth (under plurality, just looking at who got the most). 
· Example 2: (Single nominee for the seat) One board seat open for election and 1 nominee. At the shareholder meeting, 955M votes against him, 512M votes in favor. Does the nominee win the seat? 
· Yes, because he got the most votes, even though not the majority, he was the only person up for election. 
· Cumulative Voting: In cumulative voting, each shareholders’ number of votes is multiplied by the number of director positions up for election and the shareholder can split their votes any way they like between the nominees or vote all for one single nominee. The nominees with the highest number of votes are elected.

· Delaware – DGCL § 214: To allow for board representation of minority shareholders, corporations may adopt cumulative voting for director elections. Must be in certificate – default is set against cumulative voting, it’s straight voting.
· California: By default, cumulative voting is available to shareholder elections of directors. Cumulative voting cannot be denied in the articles or bylaws; only publicly traded corporations may opt out of the requirement.
· Default rule in CA is cumulative voting, can opt-in to plurality voting but only for public corporations.
· Cumulative Voting Example:

· ABC Corp. has 3 shareholders: A who owns 250 shares; B who owns 300 shares; C who owns 650 shares. Bylaws specify 4-member board. 
· Delaware default voting rule is plurality, which would mean C would elect the entire board of directors (650 votes for each seat). 
· But if ABC Corp. provided for cumulative voting in its certificate, A: 250 x 4 = 1,000 votes to use anyway chooses; B: 300 x 4 = 1,200 votes to use anyway chooses; C: 650 x 4 = 2,600 votes to use anyway chooses.
· A & B nominate themselves and cast all of their votes on themselves, respectively. C nominates herself and 3 other friends, but C can’t cast her votes in a way so as to elect all 4 of her nominees. 
· C might, for example, cast 1,201 for herself and 1,001 for friend #1, but that would not leave C enough to elect friend #2 and 3.

· Notice that even if B and C cumulated votes together, they could not prevent A from electing at least one director.
· Reason why would want cumulative voting is that it can give more voice to minority shareholders.
· When Shareholders Vote:
· (1) Annual Shareholder Meeting (DGCL § 211): 
· (a) Can be held anywhere, as designated in the certificate or bylaws.
· (b) Unless directors are elected by written consent, an annual meeting shall be held for the election of directors on a date and at a time designated by or in the manner provided by the bylaws (i.e. must have annual shareholder meeting unless directors elected by written consent);

· Any other proper business may also be transacted at annual meetings.
· (c) Court can call a shareholder meeting if no meeting was called for 13 months;

· DGCL § 222: Advance notice of meetings required. 
· (2) Special meeting (if one is called) (DGCL § 211(d)): Special meetings may be called by board, or by shareholders if certificate or bylaws allow (if something that’s important that’s come up and don’t want to wait for annual meeting, can call a special meeting – board can always call one and shareholders can if COI or bylaws allow); and
· (3) Written consent (according to certain rules) (DGCL §§ 211(b), 228(a)):
· DGCL § 228(a): Provides shareholders may take action without a meeting, unless certificate provides otherwise (i.e. if have enough stockholders that they have enough votes that they would’ve been able to take action at a meeting, shareholders can take action by written consent). 
· Shall be signed by the holders of outstanding stock having not less than the minimum number of votes that would be necessary to authorize or take such action at a meeting at which all shares entitled to vote thereon were present and voted. 
· DGCL § 211(b): Provides that shareholders may act by written consent to elect directors in lieu of an annual meeting only if: 

· (i) The action is by unanimous written consent; or 
· (ii) The action by non-unanimous consent is exclusively to fill director vacancies.
· (ii) is specific as to shareholder action to elect directors or fill director vacancies.
· How Shareholders Vote:
· DGCL § 212(b): They vote either in person or by proxy.
· Proxy: Shareholder appoints a proxy (a.k.a. proxy agent) to vote his/her shares at the meeting.
· Appointment effected by means of a proxy (a.k.a. proxy card).
· Shareholder can specify how shares to be voted or give agent discretion.
· Revocable (default): If shareholder changes their mind, for ex, after getting new information, the later proxy would be the controlling proxy card. 
· Depending on what is being voting on, the proxy card or voting instruction form gives a choice of voting for, against, or abstain; or for or withhold.
· Shareholder Power to Initiate Action:

· Shareholders can always vote to change the bylaws, but if want to vote to change the COI, the directors are the ones who must initiate to change the COI; shareholders can vote on election of directors. 
· Note: Shareholders’ roles are largely reactive, they rarely have the role to initiate the action. 
· Do Shareholders Have Power to…

· Amend the Certificate? No, the board has to first make a resolution to amend the COI (DGCL § 242). 
· Amend Bylaws? Yes – one of the few areas where stockholders have the power to initiate action. 

· Nominate Directors? No, the power to nominate directors is vested in the board. 

· Remove Directors? Yes. 

· Auer v. Dressel: Shareholders have the inherent power to remove directors. Can remove directors for cause or no cause. 
· Campbell v. Loew’s: When trying to remove director for cause, there must be service of specific charges, given adequate notice and an opportunity to be heard. Don’t need to ensure this if removing without cause. 
· Removal of Directors – DGCL § 141(k): Can remove with or without cause. If going to do it for cause, required to give notice, notice of what charges are, and opportunity to be heard. 
· Basic Rule: Majority of shares then entitled can vote to remove directors. 
· Classified [or Staggered Board: If have a classified board, can only remove for cause (this is one of the reasons why to get rid of classified or staggered board). 
· Vacancies and Newly Created Directorships – DGCL § 223: (a) Vacancies can be filled by majority of remaining directors [then in office]. 
· Director could resign, die, or removed under 141(k). 
· Then have a vacancy in board, no statute that requires all seats on board to be filled but § 223 says how vacancies get filled. 
· Payer for Shareholder Voting and Proxy Contests:

· Board has power to nominate who is up for reelection on board. Shareholders by default do not have access to nominate. 
· Proxy Contest: Occurs when have a dissident shareholder or group of shareholders that are opposing some matter for which the management is soliciting proxies – i.e. the company management is sending out proxies for shareholders to vote on, but there are some shareholders that do not like that, so might launch a proxy contest.

· Could be over matters such as:

· Change in corporate control – want to get majority of their own board members on the board.
· Hedge fund shareholder who wants a couple seats on the board.
· Opposition to some kind of conduct that company is proposing. 
· Rosenfeld v. Fairchild Engine & Airplane: (classic case that goes over the basic rules in a proxy context)
· Uncontested Vote: Board says we are the incumbents, and we nominate ourselves for your vote and there’s no one else running against us. 
· Contested Vote: Someone challenges nomination of incumbent board members. 
· Payer for Incumbents: The corporation itself. The incumbents get reimbursed from the corporation for reasonable expenses incurred in good faith (must be reasonable and in good faith) and if it was contested, then it has to be a contest about policy and not purely personal.
· Payer for Insurgents: 
· Win: If the insurgents (or challengers) who are launching this proxy contest win (get more votes than incumbents), it’s the same rules we saw before (corporation pays) plus they need to get shareholder ratification. 
· Why Need Shareholder Ratification: They’re interested if they win (because now they’re asking the corporation to pay them back which is self-dealing) so they need ratification. 
· Lose: If insurgents lose, they don’t get reimbursed by the corporation and they must pay. 
· Proxy contests don’t happen often because you don’t win very often and if you lose you have to pay out of pocket. 
· See also DGCL §§ 112, 113 (providing for bylaws opt-in of proxy access and reimbursement) – allows a company to put into bylaws a provision that would allow certain shareholders to be able to nominate someone to proxy card. 
· If company doesn’t have this, shareholders’ only other option is a proxy contest. 
Shareholder Proposals:
· The SEC’s Statutory Authority:

· Securities Exchange Act of 1934 § 14(a): It shall be unlawful for any person to solicit a proxy in contravention of such rules and regulations as the SEC may prescribe as necessary or appropriate in the public interest or for the protection of investors.

· Government here was trying to prevent shareholders from being taken advantage of. 
· Exchange Act Rule 14a: The SEC promulgated proxy solicitation rules under this authority, applicable to registered securities (public companies): 

· Specifies required proxy disclosures and the manner in which the material must be presented. 
· Prohibits false or misleading statements as to any material fact or the misleading omission of a material fact.
· Requires a corporation to provide specified proxy assistance to requesting shareholders and allows shareholders to submit shareholder proposals. 
· Enforcement of § 14(a):

· Public Enforcement: SEC can sue for violations of § 14(a) – i.e. if company has something false or misleading or omits anything in proxy, SEC can sue. 
· Private Enforcement (J.I. Case Co. v. Borak (U.S. 1964)): Private parties have a cause of action for § 14(a) violations.
· Suit can be derivative (e.g., corporation harmed by misinformed vote) or direct (e.g., shareholder’s voting rights infringed by misrepresentation). 
· Elements of a § 14(a) Action: (1) Violation, (2) injury, (3) causation. 
· Shareholder Proposals – Rule 14a-8 (need to know this statute number): Statute only applies to public companies. 
· Typically non-binding proposals that shareholders can submit for vote, to be included in corporation’s proxy card; they state a course of action that shareholder proposes that corporation should follow.
· Understood as vehicles for political statements or recommendations that corporation should follow.
· Generally, non-binding, but can send a strong message to board regarding shareholder view.
· If proposal is to amend bylaws, then would be binding. 
· Shareholder may include a proposal on corporation’s proxy; expense thus borne by corporation.
· Qualifying Shareholders [what’s required for shareholder to submit proposal under 14a-8]:

· (1) Own at least $2K or 1% of shares; 
· (2) Owned shares for at least 1 year and hold the shares through the date of the meeting; and
· (3) Submitted no more than 1 proposal per meeting. 
· Shareholder or her agent must submit within timing constraints and appear at meeting to present the proposal.
· Proposal (including supporting statement) may not exceed 500 words.
· Corporation may write in proxy statement an objection to the SH proposal (not limited to 500 words).
· Who Submits Proposals:

· Hedge and private equity funds.
· Pension funds or other institutional investors (union (e.g., AFSCME) or state and local employees (e.g., CALPERs)).
· Individual activists.
· Charities.
· Topic Trends in Shareholder Proposals:

· 70s and 80s: Divestment from South Africa (apartheid), environment, equal employment and affirmative action plans.
· 90s and Current: Human rights, animal rights, climate change, renewable energy sources, global codes of conduct, sweatshop labor, unsafe products, sexual orientation non-discrimination. 
· Also Governance: Eliminating takeover defenses (e.g., de-classifying board), majority voting, proxy access, board diversity and independence, disclosure of political spending, separate CEO and chair. 
· Corporate Responses to Shareholder Proposals: 

· Shareholder makes proposal and sends it to company, company receives it and has a few options. They could:

· (1) Attempt to exclude on procedural or substantive grounds: Corporation is required to include the proposal unless can prove to the SEC that it may be excluded under Rule 14a-8. 
· (2) Include with opposing statement: Its own statement for why it opposes the proposal.
· (3) Negotiate with proponent.
· (4) Adopt proposal as submitted.
· Rule 14a-8(i) Exclusions:

· (1) Improper subject of action for shareholders under state corporate law (e.g., draft as a nonbinding recommendation usually proper under state law (precatory)) – i.e. it’s not a proper action for shareholders to take under state law. 
· (2) Violation of law.
· (3) Violation of proxy rules.
· (4) Personal grievance or special interest.
· (5) Relevance: Relates to operations accounting for less than 5% of assets or net earnings/gross sales, and is not otherwise significantly related to the company’s business (Lovenheim).
· (6) Company would lack power or authority to implement: i.e. if someone submitted proposal to Microsoft that said shareholders recommend that the board elect Clinton as president, that would not be allowed because board within its power cannot do that.
· (7) Relates to ordinary business operations (Walmart).
· (8) Relates to director elections (enumerated issues or related to upcoming election): Has to do with enumerated issues that are related to upcoming election (if proposal related to someone specific, then company can exclude).
· (9) Conflicts with company proposal: If company already has a proposal that directly conflicts with shareholder proposal, then company can exclude shareholder proposal.  

· (10) Company has already substantially implemented the proposal.
· (11) Duplication.
· (12) Resubmissions.
· (13) Relates to specific amounts of cash or stock dividends.
· Procedure for Exclusion: Shareholder submits a proposal and asks the corporation to send it out in the proxy. Rule 14a-8(i) allows the corporation to exclude certain proposals. 
· (1) If it intends to exclude, it must inform the shareholder of remediable deficiencies and give an opportunity for them to be cured.
· (2) It also must file a statement of reasons for exclusion with the SEC (plus an opinion of counsel if any of the stated reasons rely on legal issues).
· (3) When the company notifies the SEC, it usually requests a no action letter.
· (4) The SEC staff may issue the requested no-action letter or determine proposal should be included or take an intermediate position (not includible in present form, but can be cured).
· Shareholder can try to remedy the defect or could appeal to SEC commissioners or seek injunction in court.
· 14a-8(i)(5) Exclusion Based on Relevance – Lovenheim v. Iriquois Brands: Lovenheim submitted a proposal to have a study done on how the French produces fois gras. Iriquois refused to add it to the proxy statement on basis of 14a-8(i)(5) exception, and Lovenheim sued. Pate accounted for less than 5 percent of Iroquois’s business, but Lovenheim argued his proposal could not be excluded because of the second part of rule – i.e. 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. Issue: How to interpret not significantly related to company’s business (does that mean not economically significant)? Iriquois argued proposal not economically significant, Lovenheim argued it was socially and ethically significantly related to company’s business. 
· Held: Matters of ethical and social significance can be included, so company was forced to include the proposal here. Court was looked at history of SEC shareholder proposal rule and found that SEC historically included proposals on this kind of things. 
· Rule Re 14a-8(i)(5): This exclusion should be read as allowing a corporation to exclude proposal for relevance only if it doesn’t meet the economic test AND otherwise isn’t significantly related to the company’s business. 
· So even though shareholder proposal that board form committee to study production of fois gras didn’t make up 5% economic significance or relevance of that company, shareholder still won because the proposal was otherwise significantly related to that business because the shareholder could show that it was of social importance that was otherwise significantly related to the company. 
· Note: Company didn’t use (7) as a basis for excluding proxy statement, so court didn’t address (7), but might’ve applied.
· 14a-8(i) HYPOs: Two years ago, Leslie Knope bought $2,000 worth of stock in Crate & Box, a publicly traded company that sells home furnishings. Which of the following proposals from Knope would be excludable under the shareholder proposal rule (Rule 14a-8)?

· (a) A proposal that shareholders elect Knope? Excludable under (i)(8) – prohibits proposals for specific nominees.
· (b) A resolution stating that the shareholders desire that the board consider nominating women directors for the board? Includable, because phrased in non-binding (precatory) way, proper subject for shareholder action, not so specific that it be excluded under (i)(8) because not about any specific woman being elected, it’s just a recommendation that board consider electing women board members. 
· (c) A proposal to amend the bylaws to permit shareholders holding more than 5% of the company’s shares for two years to nominate up to 2 directors to the company’s 9-person board? Includable because shareholders can amend the bylaws (this is an example of a proxy access proposal).
· (d) A proposal that the board sell a particular division of Crate & Box and distribute the proceeds as a dividend? Excludable because of (i)(13) and maybe ordinary business provision because (i)(13) relates to specific dividends.
· (e) A proposal that the board form a committee to study whether the suppliers of kitchen linens sold by Crate & Box use child labor in their manufacturing processes? Likely includable (just like Lovenheim).
· 14a-8(i)(7) Exclusion Based on Ordinary Business Operations –Trinity Wall Street v. Wal-Mart Stores, Inc.: Trinity is a church and was alarmed by amount of mass shootings, and reviewed Walmart’s merchandising practices, and found a major inconsistency since Walmart sells guns but not (for ex) explicit music and NC-17 movies. It believed this to be a corporate oversight, so Trinity wrote to them saying this was a problem, and Walmart basically said wasn’t going to do anything about it, so Trinity submitted a shareholder proposal, asking for a non-binding proposal requesting the board provide oversight concerning implementation of a policy to decide whether company sell products that are harmful to safety, etc. (narrative part of proposal made clear proposal was intended to apply to guns). Issue: Whether the proposal was excludable under 14a-8(i)(7)?
· Held: Step 1: Proposal is about an ordinary business matter (decisions about which products Walmart decides to sell). Step 2: Court concludes it does relate to ordinary business operations because this is about merchandising decisions of a retailer (in retail, part of ordinary business operations is what business decides to sell). Transcends nuts and bolts of business: This is a retailer that sells many things, and so decisions on what a retailer decides to sell is too enmeshed with its day-to-day operations and how it runs its business. Said this is a decision for Walmart management to determine what products will be sold at which stores and which cities. 
· Walmart Test: 
· Step 1: What is proposal about? 

· Court says what looking at for subject matter is the ultimate consequence of the proposal. Courts says what really matter is whether talking about a subject matter that’s company oversight in governance and management, or whether about an ordinary business matter. 
· Step 2: Does this proposal relate to ordinary business operations? 
· Step 3: If yes to step 2, then Company must show that the shareholder’s proposal does not raise a significant policy issue that transcends the nuts and bolts of the retailer’s business. 
· Walmart Court’s Examples of What Transcends or is Within Zones of Day-to-Day Operations: 

· Excludable: Shareholder proposal about sugary sodas and social issue is childhood obesity, that wouldn’t be enough (i.e. will still be excluded as ordinary business), because it’s too enmeshed/doesn’t transcend business – it’s just about what a retailer sells. 
· Not Excludable: If proposal related to an impropriety about a supermarket’s discrimination practice = generally be not excludable. Same for proposals about environmental effects of constructing stores near environmentally sensitive areas = not excludable. 
· Also contrasts where company sells narrow things versus a company that sells broad array of products: ex – grocery store versus tobacco or gun manufacturer. A shareholder proposal on a gun manufacturer that asked about reducing gun violence cannot be excludable because this relates to the company’s very existence. 
Shareholder Information Rights:
· Shareholder Inspection Rights: 

· Insurgent shareholders must look to state corporate law for inspection rights. 
· DGCL § 219 Shareholders List: Shareholder list is available to shareholders for purposes germane to meeting.
· Company doesn’t have to provide list until 10 days before the meeting.
· DGCL § 220 Books and Records: Upon written demand by shareholder stating the purpose for why they’re asking to inspect books and records thereof, any stockholder may inspect for any proper purpose the corporation’s stock ledger, a list of its stockholders and its other books and records. A proper purpose shall mean a purpose reasonably related to such person’s interest as a stockholder. 

· Note: If what shareholder is seeking is asking to see the shareholder list, then burden is on the corporation to show the shareholder is doing so for an improper purpose. But if shareholder is seeking access to other corporate records, burden is on the shareholder themselves to prove a requisite proper purpose by preponderance of the evidence for each item that they are seeking. 
· Underlying Policy Rationales for Proper Purpose Requirement: 

· Shareholders have a legitimate interest in using the proxy system.
· Company can suffer some real losses if they’re required to turn over documents other than the shareholder list and it can disrupt company’s business operations (i.e. if don’t have rule about showing proper purpose, some competitor company could purchase stock in company and then get access to proprietary information).
· Proper Purpose Examples:

· Investigating alleged corporate mismanagement. 
· Seeking information relevant to valuing your shares (come up a lot in private company context).
· Communicating with fellow shareholders in connection with a planned proxy contest.
· Improper Purpose Examples:

· Trying to get proprietary business information for the benefit of a competitor.
· To secure prospects for your own personal business (i.e. if trying to get a client list or something).
· Trying to institute a strike suit (i.e. claim breach of fiduciary duty but there’s no basis for it).
· Pursuing your own personal political goals.
· Why Shareholder Would Want to Inspect:
· For Shareholder Litigation: A stockholder filing a derivative suit must allege either that the board rejected his pre‑suit demand that the board assert the corporation's claim or allege with particularity why the stockholder was justified in not having made the effort to obtain board action. If the stockholder cannot plead such assertions after using the “tools at hand” to obtain the necessary information before filing a derivative action, then the stockholder must make a pre‑suit demand on the board. (Grimes v. Donald)

· For a Proxy Contest: An insurgent has the tools of state inspection statutes, state voting list statutes, and Rule 14a-7 to help get voting lists or mailing done.
· Books and Records:
· Bare Minimum, Books and Records Are:

· Articles of incorporation;
· Bylaws;
· Minutes of board and shareholder meetings;
· Board or shareholder actions by written consent.
· Contracts, Correspondence, etc.: Delaware Supreme Court held a request to access such records must be very narrowly tailored: A Section 220 proceeding should result in an order circumscribed with rifled precision.

· Shareholder Inspection Rights – Illustrative Cases:

· State ex re. Pillsbury v. Honeywell: Shareholder wanted stock ledgers with the purpose of electing a director to the board that shared his viewpoint regarding stopping the fragmentation bombs that Honeywell was producing. 
· Held: Shareholders did not have a proper purpose in seeking shareholder leger because it was not germane to shareholder or company’s economic interests, just designed to further the shareholder’s political and social beliefs – must be related to your economic interest in holding that company’s stock. 
· Test: Shareholder must show a proper purpose (i.e. one reasonably related to one’s interest as a stockholder).
· Burden to show it’s an improper purpose is on the company to show the shareholder was seeking stockholder ledger for an improper purpose – because what they were seeking was a ledger is one of those docs covered under 220(c) which says burden is on the company. 
· Saito v. McKesson HBOC: McKesson merged with HBOC and combined company became McKesson-HBOC, and HBOC became wholly-owned sub of McKesson-HBOC. Few months later, McKesson-HBOC announced a series of financial restatements for revenues reported by about $ 320 mil (they reported financials that company is now admitting are wrong), this was attributed to HBOC’s accounting misstatement (HBOC had been over reporting revenue by about $300 mil). Saito (shareholder) filed a derivative action, alleging breach of fiduciary duty on the board who had overseen this action and the restatement. Shareholder’s purpose for books or records he was seeking: Wanted (1) documents from before time he held stock in that company, (2) documents that were in the company’s possession that it had obtained from third party accounting and financial advisers, and (3) seeking HBOC documents.
· (1) Proper purpose – B&R requests not limited to only discovering documents from before purchased stock – date of stock purchase is not an automatic cut-off date for a 220 action; 
· (2) Saito can get the documents. Saito had proper purpose because his purpose was to investigate if there was a breach of fiduciary duties and potential wrong-doing in connection with a merger, and court said documents that McKesson-HBOC had about the financial advisors was in their possession, and the company had relied on those advisors in evaluating HBOC, the company that they were acquiring and that would be crucial to Saito’s investigation because that goes to showing whether or not the acquiring board knew about these financial irregularities (because then that would be like gross negligence if they knew about these irregularities and didn’t do anything about it).
· Court said if you’re a shareholder in that company and they have the books and records, it doesn’t matter if they were produced by third party. 
· (3) Shareholder could go after docs. Saito wanted those docs because HBOC had given parent (McKesson) those docs before the merger, so he was trying to figure out what McKesson knew about HBOC reporting what info they had before the merger. 

· Court said there’s a settled principle that the shareholders of a parent company are not entitled to inspect the subsidiaries books absent a showing of fraud or that the sub is in fact the mere alter ego of the parent company and this test isn’t met here (so normally, shareholder wouldn’t be able to go after subs books and records here absent that kind of showing).
· Test: Whether shareholder had a proper purpose. 
· Who has burden: Shareholder bears burden to show they had a proper purpose. Once a shareholder establishes a proper purpose, the relief will not be defeated by the fact that they have a secondary purpose that is improper, but scope of document will be limited to those books and records that are necessary and essential to accomplish only the state proper purpose. 
· Shareholder Lists in Public Corporations: Levels of different detail regarding what shareholder lists you’re getting (probably won’t be tested on).
· Depository Trust (CEDE); Brokerage Firms (held in “street name”); Beneficial Owner. 
· Note: It’s a matter of state corporate as to what shareholder is entitled to 

· Types of shareholder lists: CEDE list: Stops at the street names; NOBO list: Specifies non-objecting beneficial owners – typically, rule is only entitled to NOBO list if company has it on-hand. 
· States vary on which type of list they require; Delaware law grants access to pre-existing lists of both types but doesn’t require the corporation to compile a NOBO list.

Shareholder Litigation:
· Direct vs. Derivative Actions:

· Direct: 
· Brought by the shareholder in his or her own name (can be brought as class action).
· Cause of action belongs to the shareholder in his or her individual capacity.
· Arises from an injury directly to the shareholder.
· Derivative: A suit in equity to compel company to sue someone (ex: directors or managers) to enforce the corporation’s rights. 
· Brought by a shareholder on corporation’s behalf.
· Cause of action belongs to the corporation as an entity.
· Arises out of an injury done to the corporation as an entity.
· Have to do legal research to determine whether direct or derivative suit is allowed based on the claim.
· Direct vs. Derivative Actions – Tooley v. DLJ Test: Test to determine whether a direct or derivative claim – looks at who suffered harm and who would receive benefit of any recovery. 
· (1) Who suffered the alleged harm, the corporation or the suing shareholders individually? 

· (2) Who would receive the benefit of any recovery or other remedy, the corporation or the shareholders individually? 

· Any recovery in derivative litigations goes back to the corporation’s coffers. 
· Tooley Holding: Not a derivative action (claim in this case was that the delay in closing the proposed merger harmed the shareholders because they lost the time value of the cash paid for their shares) because not claiming any injury to the corporation and there’s no relief that would go to the corporation, instead the claim purported to set forth a direct claim, but the court said didn’t succeed in stating a claim at all, because on these facts, the plaintiffs hadn’t been injured yet since the merger hadn’t been completed, i.e. claim wasn’t ripe.  

· Direct vs. Derivative Action Examples:

· Direct:

· Claims based on disclosure requirements of securities laws.
· Protecting voting rights for SHs.
· Seeking more money for a sale of the corporation.
· Derivative:

· Breach of duty of care.
· Breach of duty of loyalty.
· Direct v. Derivative HYPOs: 

· Example: ABC Corp entered into a contract with Jane Jones. Jones breached the contract, but ABC Corp has not sued her for that breach. May a shareholder of ABC Corp sue Jones directly?

· No, it’s a derivative claim because company got wronged here so company needs to sue – Jones’ breach didn’t injure shareholder directly. 

· Example: ABC Corp’s treasurer embezzles all its money and absconds. Shareholders’ stock is now worthless. May a shareholder of ABC Corp sue the treasurer directly?

· No, it’s a derivative claim – shareholder loss is derivative of the corporation’s loss; shareholders will still have their shares, and they will hold that stock whether it’s worth something or not. 
· Example: The board of XYZ Inc. agrees to sell 80 % of its assets to an unaffiliated purchaser. Although a vote is required by state law for the sale of substantially all of a corporation’s assets, no shareholder vote is scheduled, because the board disputes plaintiff’s claim that the sale amounts to a disposition of substantially all of XYZ’s assets. May a shareholder sue the board directly?

· Shareholder can sue board directly on the grounds that this involves shareholder’s personal voting rights.
· Derivative Suits:

· Policy Rationales for Derivative Suits:
· Enforce Management Accountability: Ideally promoting the ongoing monitoring of management (management = directors and officers) and deterring them from behaving badly because they know they can be sued for bad behavior, or being grossly negligent in making business decision.
· Response to Collective Action Problem that shareholders face in trying to hold directors and officers accountable because individually, shareholders don’t have adequate incentives to mount direct suits against management because the cost to mount a derivative suit might be more than the damages that they would receive if they were successful. 
· Logistical Difficulties in Coordinating Large Number of Shareholders: The derivative suit aggregates the interests of shareholders and pooling the cost of suits solves those problems with many people bringing separate suits. 
· Derivative suit belongs to the corporation. 
· Why didn’t the corporation sue in the first place? Might be a good business reason not to sue, board did the thing that was wrong in the first place (wouldn’t sue themselves) so possible conflicts of interests.
· Bonding Requirement: In some states (not Delaware), a derivative claimant with low stakes must post security for the corporation’s legal expenses.

· Demand Requirement: Most states require shareholders to first make demand that the board pursue legal action unless demand is excused as futile. The demand requirement is a recognition of the fundamental precept that directors manage the business and affairs of the corporation. 

· FRCP 23.1/Ct. of Chancery Rule 23.1 Procedural rule for derivative actions by shareholders:

· Requires that the shareholder:

· (1) Retain ownership of the shares throughout the litigation;

· (2) Make pre-suit demand on the board or allege with particularity the reasons why demand should be excused;

· (3) Obtain court approval of any settlement.

· Note that there are adequacy and standing rules for plaintiffs.
· Competing Policy Concerns:

· On the one hand, Derivative suits are a mechanism of managerial accountability.
· Potential for bias: Directors cannot be expected to sue themselves

· On the other hand, maybe board should control the suit/have some say in the litigation because: 

· Cause of action belongs to the corporation (litigation is under control of the board).
· Shareholder may have interests diverse from those of the corporation (shareholders lawyers are often the real party in interest).
· Therefore the board should have some say.
· Demand Requirement: The shareholder-plaintiff must either make demand or plead that it is excused.
· Demand: Typically a letter from shareholder to the board of directors.
· Note: A demand almost never happens. 

· Requirements: 
· Demand must request that the board bring suit on the alleged cause of action.
· Demand must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits.
· At a minimum, a demand must identify the alleged wrongdoers, describe the factual basis of the wrongful acts and the harm caused to the corporation, and request remedial relief.

· If Demand is Made: 
· The plaintiff-shareholder is deemed to have waived or conceded the right to contest board independence and can no longer argue demand is excused. 
· The board may accept or reject the demand—either way, the shareholder-plaintiff loses control of the dispute.
· BJR applies to the board’s decision about the demand/litigation (i.e. only recourse is to show the board was grossly negligent in deciding not to pursue the suit demanded in the letter).
· All that is left for the shareholder-plaintiff is a potential argument that demand was wrongfully refused (and they would have to rebut the BJR). 
· If Plead Demand is Excused:

· Standard: Demand is excused when futile.
· States have Different Standards: Delaware’s is stated in Aronson and Rales (and California has a similar demand futility standard as Delaware). 
· If standard is not met, failure to make demand is a procedural barrier and the suit will be dismissed or stayed.
· Demand – Aronson v. Lewis: P shareholder filed derivative action without first making a demand. Paragraph 13 of the complaint said demand was futile because: (a) All of the directors in office are named as defendants and they have participated in all of those decisions, expressly approved and/or acquiesced in the wrongs complained of; (b) Defendant Fink selected each of these directors and controls and dominated every member of the Board and every officer of Meyers; (c) Institution of this action by present directors would require the defendant directors to sue themselves, thereby placing the conduct of this action in hostile hands and preventing its effective prosecution. Ds argued Ps attempt to implicate rest of the board is just relying on conclusory self-manufactured claims without specific facts alleged (except that all board members were selected by Fink).
· Held: P failed to allege particularly particularized facts to satisfy either prong – just stated conclusory statements (i.e. Fink dominated and controlled the board, didn’t allege specific facts).
· Aronson v. Lewis Delaware Demand Futility Test: Demand is excused as futile if, with particularized allegations, the plaintiff creates reasonable doubt that:

· (1) A majority of the directors are disinterested and independent [getting at whether there’s a conflict of interest in the decision]; or
· Note: Not enough on the first prong to just say that a majority of the board approved or participated in the challenged action.
· If can show a majority of board has a material financial or familial interest at stake, that’s enough.
· Or if show the majority of the board lacks independence because they’re dominated or controlled by the wrongdoer or someone with the interest, that’s enough. 
· (2) The underlying transaction is the product of valid exercise of business judgment [gets at board’s competence in making decision].
· Trying to show facts that would suggest the board trying to require plaintiff to make demand on was the same board that was grossly negligent in making some other decision.
· Test Applies When: The board that would consider the demand made the business decision challenged in the derivative action (i.e. board made the decision being challenged in the suit). 
· Note: All you have to show these things are the tools at hand – books and records and public info, you cannot use interrogatories, depos, etc. 

· Rales Delaware Demand Futility Alternative Test:
· The Rales standard applies: 

· (1) In cases not involving a business decision (e.g., failure to exercise oversight claim); or

· (2) Where a majority of the board has been replaced since the challenged transaction with disinterested and independent members; or

· (3) Where the challenged decision was made by the board of a different corporation or a third party.

· Test: Whether the derivative stockholder complaint creates a reasonable doubt that, as of the time the complaint is filed, the board of directors could have properly exercised its independent and disinterested business judgment in responding to a demand.

· Notes:

· Demand is not excused simply because plaintiff has chosen to sue all directors.

· Discovery limited to tools at hand – DGCL § 220 inspection of books and records.
· Alternative Approach of ALI and RMBCA – Universal Demand:

· Adopted in some states.
· No demand futility test; Demand must be made in all cases. 

· No shareholder may commence a derivative suit until 90 days after the demand, unless (i) the shareholder has earlier been notified that the corporation has rejected the demand; or (ii) irreparable injury would result to the corporation by waiting.

· Somewhat strict judicial review of wrongful rejection.
· Functionally ends up being more or less the same as the demand futility approach – ideally filter bad cases out and good ones in.
· Special Litigation Committees (SLCs) & Independent Directors: 
· Screening Mechanisms: 

· Special Litigation Committees: Board can make SLCs. Board would appoint SLC committees from boards of whichever board members were disinterested and they would give committee full authority to make a decision for how to handle litigation – so would be on SLC to decide whether derivative should go for – then that SLC will hire outside counsel, conduct an investigation, then make a decision. 
· 2 main standards for how should courts respond to SLCs (Auerbach).
· NY Standard for SLCs – Auerbach v. Bennett: Company GTE encountered bad publicity over allegations that company executives had been involved in bribes with foreign officials, company launched an investigation and discovered that bribes had taken place and some of the executives and directors had personally been involved; shareholders found out and filed breach of fiduciary duty claim demand – board created SLC to determine board’s position on P’s derivative action; SLC made decision not to take action against the bribing directors. 
· Held: Court applied BJR to the SLC motion to dismiss and asked whether or not the SLC, in making the decision that litigation should not be pursued, informed themselves and acted in good faith in making that decision [i.e. independent in making that decision]. 
· The court in making this inquiry, can look into the disinterested independence of the members of the SLC in its process for investigation, but it doesn’t look at SLC’s substantive decision about whether/not litigation should be pursued, that’s shielded by BJR. Court put burden on P to show directors on the SLC were grossly negligent in informing themselves before making that decision or did not act in good faith in making that decision. 

· Delaware Standard for SLCs – Zapata Corp. v. Maldonoado: Shareholder brought derivative suit alleging breach of fiduciary duties and excessive compensation. Maldonoado claimed demand was excused as futile; Board appoints an SLC with 2 new board members. SLC took 4 years to investigate the demand, then recommends dismissal; corporation moved to dismiss based on SLC’s recommendation. 
· Held: Court does not adopt BJR as a standard (unlike NY), because it was too lax – applying BJR makes it too easy for a board to get rid of these suits. 
· Zapata “Two Step” Test in Demand-Excused Cases: Applies when dealing with derivative litigation where demand has been excused but there’s special litigation committee that’s trying to move to dismiss the suit. 
· Step 1 – Procedural Inquiry (look at what has happened): Inquiry into the independence and good faith of the committee and the bases supporting its conclusions. 
· In re Oracle Corp. Deriv. Litigation.
· Limited discovery may be ordered to facilitate such inquiries.
· Corporation has burden of proving independence, good faith, and reasonable investigation.
· Step 2 – Substantive Inquiry (look at what SLC members considering in deciding to dismiss the suit): If the court is satisfied with the above, the court may go on to apply its own business judgment as to whether the motion to dismiss should be granted (i.e. court is reserving right to say if they don’t like the substantive decision made, they can still have the power to say the suit should go through and deny the motion for dismiss).
· What SLCs Consider in Deciding Whether Suit Should Continue:

· Merit of the suit;
· Cost (how much it will cost to continue the litigation);
· Reputation (how bad this suit will be for PR);
· Ethical;
· Commercial;
· Employee relations.
· Court looks at these factors as well to determine whether to grant motion to dismiss under this prong.
· Summary of the Two Approaches to SLCs: 

· Auerbach (NY): Procedural not substantive scrutiny of SLC. 
· SLC decision covered by BJR

· But judicial inquiry permitted with respect to:

· Disinterested independence of SLC members;
· Adequacy of SLC’s investigation.
· Burden of proof on plaintiff.
· Zapata (DE): In demand-excused cases, 2-step judicial inquiry into (1) independence, good faith, and a reasonable investigation, with corporation bearing burden, as well as (2) substance, with the court using its own independent business judgment.
· States differ in which they follow 

· California has adopted an approach to SLCs similar to NY.
· Independence – Longtime Delaware Standard: Aronson v. Lewis: One of the defendant directors and alleged wrongdoers owned 47% of corporation’s stock and had personally selected each board member. DE Supreme Court held that this did not render the board [and not just Fink] per se incapable of exercising independent judgment. Instead, plaintiff must demonstrate that through personal or other relationships the directors are beholden to the controlling person.
· Zapata Step 1 – In re Oracle Corp. Deriv. Litig. (DE): P shareholders in Oracle claimed 4 members of Oracle board were engaged in improper insider trading in Oracle stock and other members of Oracle board were guilty of bad faith duty to monitor that. Oracle made SLC with 2 new directors (who were Stanford professors). SLC recommended dismissal of derivative suit, but P argued against dismissal alleging the members of the SLC weren’t truly independent. 
· Facts in favor of independence: SLC new board members (Stanford professors) were new directors; they were tenured directors at Stanford, not inside officers at Oracle; 2 new board members only get compensation from Oracle for being directors, but agreed to return their compensation if court found it was excessive. 
· Fact against independence: One of the defendants was a donor to Stanford where board members were faculty; Ellison had talked about endowing a scholarship which would’ve been a huge financial contribution to the school; Made big donation to law school (one of those directors was a law professor); One of the other Ds was a Stanford professors and was a senior fellow in Stanford program with another board member, and the board member was D professor’s professor when he was at Stanford. 
· Held: Members cannot be considered independent. There were too many collegial and other connections between the Ds and 2 SLC members, so the SLC members did not carry burden of showing the absence of a material factual question about its independence. 
· Oracle all goes to first step of the Zapata 2-step [independence]. 
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· Indemnification and Insurance: 
· Indemnification: Indemnification is making, or agreeing to make, a person whole in light of possible or anticipated losses and expenses. Depending on the circumstances, a corporation may indemnify directors and officers against judgments, amounts paid in settlement, and attorney's fees. 
· Policy Rationales for Indemnification:

· Might want to indemnify directors when they get sued for something that they were doing in carrying out their work for the corporation. If directors worried that they’ll get sued for some decision they make or something they do while they’re on the board, they might not want to serve on the board or be very risk adverse in making decisions for the corporation. 
· Directors should be encouraged to defend themselves against groundless claims. 
· But worry is that even if there’s good reasons for indemnifying directors, if indemnification is over-inclusive, then that might run counterproductive for reasons why we have indemnification.
· Indemnification Statutes: Generally contain provisions for mandatory and permissive indemnification. And they specify payments that corporations must not indemnify (prohibited).

· Mandatory Statutory Indemnification Provisions: Corporations must indemnify those individuals who satisfy certain statutory prerequisites.

· DGCL 145(c): Where a Director or Officer has been successful on the merits or otherwise in defense of any action, such person shall be indemnified against expenses (including attorneys’ fees) actually and reasonably incurred – i.e. a corporation MUST indemnify a director or officer that was successful on the merits (means victory or dismissal without paying damages). 
· Permissive Statutory Indemnification Provisions: Grant corporate boards some discretion in determining whom to indemnify, and typically require that a specified standard of conduct be met (ex: DGCL § 145(a) and (b)).
· DGCL § 145(a): 
· Types of Actions: Pending or completed action, suit or proceeding, whether civil, criminal, administrative, or investigative (but not derivative) – i.e. only for a direct claim.
· Who is Covered: Director, officer, employee or agent of corporation. 
· What is Indemnified: Expenses (including attorney’s fees), judgments, fines, and amounts paid in settlements (within board’s discretion to indemnify for pretty much anything). 
· Standard: So long as person acted in good faith and reasonably believed to be in or not opposed to the best interests of the corporation. 
· DGCL § 145(b):
· Types of Actions: Derivative suits. 
· Who is Covered: Director, officer, employee or agent of corporation.
· What is Indemnified: Attorney’s fees actually and reasonably incurred.
· Much less expansive categories than in (a). This is because in derivative suits, there’s a concern about funds received by the corporation simply being returned to the person who paid them (director paying settlement to the corporation and now corporation paying it back to them – does not make sense to do that).
· Standard: Person acted in good faith and in a manner the person reasonably believed to not be opposed to best interests of the corporation.
· Also adds that if there’s a derivative suit in which there’s indemnification for it, there must be court approval for it.
· CA statute is similar.
· DGCL § 145(d) – How to Make the Permissive Indemnification: Four Different Ways Permissive Indemnification can be made (Any of these is sufficient to get indemnification approval under (a) and (b)):
· (1) Approval for that indemnification from majority of disinterested directors (who wasn’t sued in that suit); or

· (2) Approval from independent or special legal counsel; or
· (3) Approval from majority of shareholder; or 

· (4) Approval of court. 

· Why Directors and Officers Care About this Provision: Provides for advancement of expenses. 
· DGCL § 145(f): Statute is not exclusive and does not bar other rights to indemnification through bylaws, agreement, vote of stockholders or disinterested directors or otherwise (courts have use public policy considerations to set outer bounds though) – i.e. if company wants to provide for in bylaws, or director vote, to provide for broader indemnification, they can. 
· DGCL § 145(g): A corporation may buy insurance with coverage broader than permissible indemnification, i.e. settlements in derivative suits not covered by § 145(b), so corporation could by way of insurance provide for indemnification in settlements.
· D&O Insurance:

· All, or nearly all, public corporations carry D & O insurance, and a large % of private companies do.

· But it is often expensive and sometimes difficult or impossible to obtain.

· Policies may have high deductibles, maximum coverages, and/or exclusions (e.g., for reckless conduct, intentional torts, violation of certain types of laws, etc.).

· Some corporations have established trust funds to pay damages or expenses.

· Commonly has different parts: 

· (1) An executive liability part (Side A), which pays directors and officers directly for loss (including defense costs) when corporate indemnification is unavailable.
· (2) A corporate reimbursement part (Side B), which pays the corporation for any money it has paid as indemnification to the insured directors and officers.

· (3) Corporate entity coverage for securities claims (Side C).
· To extent insurance covers a director’s payment to corporation, funds make a round trip from the corporation (in the aggregate over time) to the insurance company, and from insurance company back to the corporation.
· Attorneys’ Fees in Derivative Actions:

· Plaintiffs’ attorneys in derivative actions seek payment of their fees from the corporation using 1 of 2 rationales:

· (1) Common Fund Theory: Where the action produces monetary recovery – says it benefitted all of the shareholders that corporation got back that money, so all shareholders should pay the attorney’s fees and not just the shareholders names in a suit. 
· (2) Substantial Benefit/Common Benefit: A case outcome that confers a substantial benefit on the corporation – this is standard to show entitled to attorney’s fees in a suit (e.g., injunction resulting in improved disclosure, amendment to bylaws, adoption of a code of conduct or of a policy statement governing management, etc.).
· Courts liberally construe

· Computation based on either lodestar or percentage of recovery methods.
· Incentives to Settle:

· Mutually agreeable settlement territory:

· I’ll be good from now on.
· Governance changes (cosmetic?).
· Perhaps a payment (from whom?).
· Recitation that suit conferred substantial benefit.
· Recitation that directors acted in good faith.
· Plaintiffs’ lawyer gets paid, directors covered by indemnification and insurance.
· Judicial Approval of Settlements: Courts purportedly consider a wide range of factors in deciding whether to approve a settlement, including:
· (1) The maximum and likely recovery; 

· (2) The complexity, expense, and duration of continued litigation; 

· (3) The probability of success; 

· (4) The stage of the proceedings; 

· (5) The ability of the defendants to pay a larger judgment; 

· (6) The adequacy of the settlement terms; 

· (7) Whether the settlement vindicates important public policies; 

· (8) Whether the settlement was approved by disinterested directors; and 

· (9) Whether other shareholders have objected.

Fundamental Changes:
· Fundamental Changes: When there’s a fundamental change such as sale of company, or a sale of substantially all of assets of company (more than 70% of assets), then typically have to follow some type of procedure to account for that. 

· Procedure Typically Looks Like: Board decides to adopt resolution, written notice given to shareholders, who need to approve it, and typically that requires some type of change to COI, and that’s filed with the state). 
· May or not may need shareholder approval depending on how you structure the M&A deal. 
· (1) Appraisal Right: When there’s an M&A deal, and shareholder vote is required, this is a mechanism to protect dissenting shareholders. 
· Appraisal: Requires shareholder to dissent before vote it taken, and then you demand fair value of their shares. 
· (2) Fiduciary Duties: Whether/not there’s a breach of fiduciary duties by directors either by not agreeing to a merger, by not trying to get best price for the shareholders – these cases all about how a board can respond to takeover efforts.
· (3) Tender Offers: If an acquirer is trying to accomplish the takeover of another company by doing a tender offer, federal law Williams Act regulates tender offers where bidder is getting more than 5% of the shares of the target public company – people were doing really coercive things to be able to acquire a company and do a hostile takeover. 
· Once where getting 5% of shares of the target company, they have to disclose their identity and financials and have to state what their plan is concerning the target company.
· Williams Act says that if an entity or person is doing a tender offer (making an offer to buy shares of a company for a certain price within a certain amount of time).
· And must do tender offer in a way that leaves it open for at least 20 days. 

· Issue spot here is just if there’s a coercive tender offer.
**Corporations Review HYPOs Class 21 & first half of class 22 notes. 
IV. Securities Fraud and Insider Trading
A. Securities Fraud and Rule 10b-5:
· Federal Securities Statutes:

· Securities Act of 1933:
· Regulates the sale of new securities;
· Disclosure at the time of the public offering;
· Definition of “security” (for class, will only use corporate stock as a security).
· Securities Exchange Act of 1934:
· Regulates secondary trading activity.
· Requires periodic disclosures by public companies;
· Created the SEC.
· Notable sections: §10(b) Anti-fraud; §14(a) Proxy solicitations and shareholder proposals; §14(e) Tender offers; §16 Short-swing trading by insiders. 
· Exchange Act 10(b): It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange:
· (b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

· Note: This provision applies to private and public company stock 

· Rule 10b-5: 
· It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange:

· (a) To employ any device, scheme, or artifice to defraud;
· (b) To make any untrue statement of a material fact or to omit to 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
· Can be oral or written statement/omission.
· (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person,

· (In connection with the purchase or sale of any security).

· It shall be unlawful for any person:

· DOJ: Can bring a criminal action where there is a willful violation (see Securities Exchange Act § 32(a)).
· I.e DOJ can bring an action when there’s a willful violation. 
· SEC: Can bring a civil action and can recommend that the DOJ bring a criminal action.

· Private parties:

· No express cause of action, but the Supreme Court implied a private right of action in Superintendent of Insurance v. Bankers Life & Casualty Co. (1971), and it has been upheld since.

· Conduct that violates Rule 10b-5:

· (1) Securities Fraud or Deception (See, e.g., Basic v. Levinson; Tellabs v. Makor Issues & Rights (claim that there’s been a material misrepresentation)). 
· (2) Insider Trading:
· (1) Classic Insider Trading.
· (2) Tipper-tippee liability.
· (3) Misappropriation theory.
· Note:

· Actions claiming 10b-5 violations must be brought in federal district court.

· State claims can be added under pendent jurisdiction.

· Exception (Delaware Carveout): Class actions that also allege state corporate law breach of fiduciary duty breaches under state corporate law can be brought in state court.

· The Private Securities Litigation Reform Act of 1995 (PSLRA) requires that in a 10b-5 class action the lead plaintiff be the most adequate plaintiff (presumably the one with the largest $ stake), and imposes heightened pleading requirements and other burdens.

· Rule 10b-5 Prerequisites:

· (1) Jurisdiction;
· (2) Standing and transactional nexus (“in connection with the purchase or sale of any security”).
· (1) Jurisdiction Prerequisite: 

· 10(b) and Rule 10b-5: By the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange.

· Must do something in this for there to be a federal securities fraud issue. 

· Usually this is easily met as mail, phones, or a national securities exchange are used for trading.

· The Exchange Act treats intrastate phone calls as using an instrumentality of interstate commerce (mail, telephone, or trading on public stock exchange satisfies requirement).
· (2) Standing and Transactional Nexus Prerequisite:

· Transactional Nexus: Rule 10b-5: In connection with the purchase or sale of any security.

· The deception/fraud must be “in connection with” a securities transaction. 

· The Court has explained that it [in connection with language] need only touch and concern the purchase or sale.  

· Ex: Has to be some type of transactional nexus (someone bought stock in company before this claimed misrepresentation, or a long time after the claimed misrepresentation, then the fraud or deception claiming was probably not in connection with purchase or sale of security).
· There is no requirement of privity; it applies even if not a party to the transaction so long as the behavior affects transactions.

· So can see fraud suits against corporations who didn’t buy or sell their own stock (this is allowed because no requirement of privity).
· Standing: Only purchasers or sellers have standing to sue. 

· This is known as the Birnbaum doctrine after a 2d Cir. case.  

· The Supreme Court affirmed the purchaser-seller requirement in Blue Chip Stamps v. Manor Drug Stores. The Blue Chip plaintiffs decided not to buy due to a corporation’s fraudulent overly pessimistic statements. They had no standing to sue for securities fraud under Rule 10b-5, because to have standing, need to have bought or sold, if the fraudulent acts just caused the Ps not to buy, then don’t have standing to sue.

· This bright-line rule avoids vexatious litigation of people who would come forward at a time when it’s convenient for them.
· Rule 10b-5 Defendants: 

· Rule 10b-5 has no privity requirement.

· Corporate officers or directors who make materially false or misleading statements about the corporation or its stock expose the corporation to 10b-5 liability, even though the corporation does not trade. 

· Aiding and abetting liability for giving substantial assistance to the primary violator is only available in SEC enforcement actions [i.e. SEC only one who can enforce that], not private actions (Exchange Act § 20(e)). In private actions, the defendant must be a primary violator whose statements or omissions induced investors to trade.

· Rule 10b-5 Elements: In a private securities fraud action the plaintiff must prove the defendant: 
· (1) Made materially false or misleading statements; 
· (2) With an intent to deceive (scienter); 
· (3) Upon which the plaintiff relied (reliance); 
· (4) Causing losses to the plaintiff (causation & damages).

· (1) Material Misrepresentation or Omission:

· Basic v. Levinson (U.S. 1988) – Materiality Standard When Uncertain Whether a Certain Event (Merger, Acquisition) Will Occur: Basic was a publicly traded corporation. Combustion Engineering had discussions with directors of Basic about a possible merger between the corporations. Over the next two years, Basic made three public statements denying that it was engaged in any merger negotiations (denials: 10/21/77, 09/25/78, 11/06/78). Allegedly in reliance on those statements, the Ps sold their stock in Basic at artificially low prices. Ps then brought a class action suit against Basic and its directors after they announced the Combustion merger (on 12/19/78), alleging that the false public statements violated Rule 10b-5.
· Plaintiff Class: Investors who sold stock between Oct. 21, 1977, and Dec. 19, 1978 before announcement.
· Issues: (1) Were Basic’s statements materially false? (2) Is this a proper class action, when proof of reliance is an issue?
· Held: (1) Probability: Underlying uncertain/contingent fact here was probability of merger going through. (2) Magnitude: This was a merger (essentially the death of a company), so the magnitude was extremely high.
· Materiality Element: General standard of materiality [to meet requirement under 10b-5]: Whether there is a substantial likelihood that a reasonable shareholder would consider the fact important (TSC Indus., Inc. v. Northway Inc. (1976)). Information about future [speculative] events is material by balancing the probability the event will occur and the anticipated magnitude of the event to the affected company (Basic v. Levinson).
· Note: Basic was dealing with what counts as being material when don’t actually know for sure that it’s going to happen (like merger and acquisition deal). 
· But how do we apply this standard when faced with uncertain and contingent facts (like in Basic): A highly fact-dependent probability/magnitude balancing approach. 

· (1) Probability that the underlying information goes to, will occur. 
· (2) Magnitude: Importance of the event. 
· Something would be material, even if there was a low probability, if it of was a high magnitude – i.e. a reasonable shareholder would consider it important that there was a really big even that might happen.
· If it’s a high probability, but a lower magnitude event, don’t care as much (i.e. 90% chance CEO has turkey sandwich for lunch tomorrow) –  must have at least some magnitude to end up being material at all. 
· Footnote 17 – Silence, Duty to Speak, Duty to Update:

· Silence: Silence, absent a duty to disclose, is not misleading under Rule 10b-5.

· Fn 17: No comment statements are generally the functional equivalent of silence.
· Had Basic said “no comment”, there likely wouldn’t have been a securities fraud case. 
· Duty to Speak/Update: There is no duty of continuous disclosure under federal securities law. A failure to disclose material information is not a violation of Rule 10b-5. 

· When a Duty to Speak Arises: 
· (1) When D has a relationship of trust and confidence with the plaintiff (like in insider trading material).
· (2) Silence also actionable when the company itself is trading in its own securities. 
· (3) When company fails to correct misinformation that it has put out there that’s circulating in the market. 
· Note: Unless company has a duty to speak, they can stay silent and that will not be a materially misleading (ex: don’t have to comment on an analyst forecast, unless company has already become entangled with the analysts and has said something that it left uncorrected). 
· Basic probably didn’t have any duty to disclose when they were in merger talks (there was no obligation to discuss merger with public) if they had just stayed silent, but they couldn’t say they weren’t in merger talks when they in fact were.
· When a Duty to Update Arises: There’s a duty to update when forward-looking statements are still “alive” in the market and have become inaccurate. 
· (2) Scienter: Rule 10b-5 requires P show D’s state of mind. 
· PSLRA requires pleading with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind. 

· State of Mind Required: Intent to deceive, manipulate, or defraud (i.e. P must show D had intent to do these things).
· This means the defendant was aware of the true state of affairs and appreciated the propensity of her misstatement or omission to mislead [people as to that].

· Supreme Court left open whether recklessness suffices for scienter. Circuit courts have recognized that reckless disregard of the falsity of a statement suffices for scienter. Circuits define recklessness differently; e.g., where the misrepresentations were so obvious that the defendant must have been aware of them.

· Tellabs, Inc. v. Makor Issues & Rights, Ltd. (2007): 

· Issue Re Material Misrepresentation: CEO president made a statement about strong demand, when in reality there was not strong demand and it seemed to be on the decline; allegation that one of the misrepresentations had to do with channel stuffing (this is done to inflate what the financials look like in the current moment).
· Issue Re Pleading Requirements for Scienter: PSLRA (to increase scienter pleading requirements) was designed to curb frivolous, lawyer-driven litigation, while preserving investors’ ability to recover on meritorious claims. (Note: On remand, court determined the defendant had scienter)
· PSLRA heightened pleading instructions, requiring that the complaint state with particularity facts giving rise to a strong inference that the defendant acted with the required state of mind in making a false or misleading statement.

· So even if you can show that CEO’s statements were materially misleading, also still have to show scienter – that it was done with an intent to deceive, manipulate or defraud. 

· Key Issue: 

· What counts as a “strong inference”? 

· First Step: When faced with 12(b)(6) motion in a securities fraud case, the court has to accept all factual allegations in the complaint as true.
· Second Step: Court has to consider all facts alleged complaint [plus any other sources for which the court can take judicial notice of] in its entirety. 
· Question is whether all the facts alleged, taken collectively, give rise to a strong inference of scienter (not whether any particular individual allegation meets that standard). 
· Third Step: Court must take into account plausible opposing inferences – i.e. in deciding what’s strong, must consider whether there’s something that suggests otherwise to know whether this is actually a strong inference. 
· The complaint will survive only if a reasonable person would deem the scienter cogent and at least as compelling as any opposing inference one could draw from the facts alleged. 
· (3) Reliance:

· Reliance must be reasonable (P can’t point to some representation of some ludicrous, preposterous fact).
· Omission Cases: Reliance is presumed in omission cases [i.e. something that was not said] so long as the undisclosed facts were material – this is because it would be almost impossible to show reliance in an omission case.
· Misrepresentation Cases: Court said would accept the fraud on the market theory, which is a rebuttable presumption that the Ps get when they relied on the integrity of the publicly trading market price when they made their decision to buy/sell (So investor doesn’t actually have to show that they saw the misrepresentation).
· Fraud on the Market Theory: Rebuttable presumption that investor relied on the integrity of public trading market price when making their investment decision (i.e. so investor need not have seen misrepresentation).
· Fraud on the market theory is a way plaintiffs can have a rebuttable presumption for the reliance element in a securities fraud action – i.e. it allows plaintiffs in securities fraud cases to say reliance is shown by the rebuttable presumption when I show that I bought stock in an open and developed securities market and don’t have to show I saw the material misrepresentation.
· Rationale/Basis: The fraud on the market theory is based on the hypothesis that, in an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company and its business.

· Semi-Strong Version of the Efficient-Market Hypothesis: Information that is publicly available about companies, both historical information and currently available public information, get priced in/incorporated into trading price that’s going on in a market.
· Semi-Efficient Version: a market will incorporate all publicly available information very quickly if it’s an efficient market [i.e. markets with a lot of trading]

· Fraud on the Market Theory Invoked When:
· (1) Material and public misrepresentation;
· (2) The stock traded in an efficient market [efficient market = publicly trading marking];
· Just have to think of fraud on the market theory as something can only use when trading in publicly traded stock or stock on an efficient market.
· (3) Plaintiff traded the stock between when the misrepresentations were made and when the truth was revealed.
· How a Defendant Can Rebut the Fraud on the Market Presumption: 
· (1) Can show information was already available to the market (for ex: that the challenged misrepresentation didn’t affect the stock price); 
· (2) Specific plaintiffs would’ve bought or sold stock anyways; OR
· (3) Stock wasn’t actually trading on an efficient market.
· (4) Causation: 
· Two Types of Causation:

· (1) Transaction Causation: Involves showing plaintiff would not have bought or sold the stock but-for the false or misleading statement. 

· Closely Related to Reliance: Because this element is closely related to reliance, courts will typically presume transaction causation (based on showing in omission cases where there was reliance – if not an omission, have to show causation; also when there is a presumption of fraud on the market). 
· But for the fraud, plaintiff would not have entered the transaction or would have entered under different terms.
· (2) Loss Causation: Involves showing that stock declined in value from what was paid or what was sold at a loss, and that decline or loss was in some way reasonably related to the falsity of the statement that induced the purchaser sale. 
· Ps do have to show (i.e. loss causation not presumed).
· Akin to proximate cause.
· The fraud caused the plaintiff’s loss – Plaintiff must show suffered losses as a result of reliance.
· E.g., show a change in stock prices when the misrepresentations were made and then an opposite change when corrective disclosures were made (typical way of showing it). If the stock price did not change with the corrective disclosure or the shareholder sold before the corrective disclosure, the plaintiff might be out of luck for showing loss causation.
· (5) Economic Loss/Damages: 
· Possible Remedies and Damages:
· Rescission: In face-to-face transactions with identifiable parties [i.e. suit with person versus person – not like class action suit]. 
· Disgorgement of defendant’s profits.
· Out-of-Pocket Damages: Difference between the purchase price and what the true value of the stock at time of purchase should have been (courts often look to price at time of corrective disclosure to measure the but for price).
· PSLRA caps damage at difference between the transacted price and the average of the daily prices during the 90-day period after corrective disclosure – i.e. just takes an average of the 90 days after the corrective disclosure to use the difference. 
· HYPOs: 
· (1) On behalf of Mining Co., a public corporation, the CEO issued a statement that the corporation was experiencing average or below average productivity levels. The CEO knew that the situation was in fact significantly better because of a recent major mineral discovery on the edge of its land. The CEO had a legitimate desire, however, to acquire additional nearby leases for Mining Co. before it revealed its mineral discovery. Assuming the plaintiffs can show the above, is there sufficient scienter to support a Rule 10b-5 claim?

· Yes: Ds knew of the true state of affairs (i.e. productivity level significantly better) – you prove scienter if can prove person’s statements had a propensity to mislead (he knew his statement was going to mislead). Proof of legitimate motive doesn’t mitigate a culpable mind. 
· (2) Relying on the Mining Co. statement, Ivana Enveste decides not to buy Mining Co. stock. Mining Co. stock increases from $20 to $30/share after the CEO discloses its major mineral discovery. How likely is it that Ivana will succeed with a Rule 10b-5 claim for securities fraud against Mining Co.?

· She has no claim against Mining Co., because she neither sold nor bought stock in between the 2 statements. 
B. Insider Trading:
· Securities Fraud and Insider Trading: Only bases for finding someone is guilty of insider trading. 
· (1) Securities Fraud and Rule 10b-5;
· (2) Insider Trading:

· Rule 10b-5 and Classical Insider Trading – Chiarella (S. Ct.);
· Tipper/Tippee Liability – Dirks (S. Ct.); Salman (currently pending in S. Ct.);
· Misappropriation Theory – O’Hagan (S. Ct.).
· (3) Section 16(b) Liability for Short Swing Trading

· For determining which, if any of the insider trading theories applies, must be careful to look at which company’s stock the person is trading in. 
Rule 10b-5 and Classic Insider Trading:
· The federal insider trading prohibition: Insider trading is an area of law that was interpreted from 10b-5. 

· Insider trading can occur by silence.
· Chiarella v. United States (S. Ct. 1980): Chiarella was an employee for a printing company that handled documents concerning corporate takeovers. The companies to be acquired were redacted until the final draft of such takeover agreements. Chiarella was able to discover the companies involved in a takeover bid through the information provided in the draft takeover agreement. He traded on this information, which was not public, once the takeover information went public, and enjoyed earnings of $30,000. Issue: Did Chiarella violate 10b-5 by trading on the basis of material non-public information in these circumstances? 

· Held: One who fails to disclose material information prior to the consummation of a transaction commits fraud only when he is under a duty to do so. And the duty to disclose arises when one party has information that the other party is entitled to know because of a fiduciary or other similar relation of trust and confidence between them. Chiarella was not liable under 10b-5 for classical theory of insider trading because he owed no duty – he was not in a relationship of trust and confidence with the shareholder of the target firm with whom he traded
· There must be a fiduciary relationship, i.e., insider trading is not merely trading on the basis of material non-public information. 
· Chiarella was not liable under classical insider trading (because can only be classical insider trading if you’re trading in your own company’s stock with whom you have a fiduciary relationship with), but had it been argued in this case, Chiarella might’ve been liable under misappropriation theory. 
· Who May be Liable for Classical Insider Trading: 
· Insiders:

· Directors; 
· Officers; 
· Agents; 

· Plus Temporary Insiders: Lawyers; Accountants; Consultants; Etc.

Tipper/Tippee Liability:
· Dirks v. SEC (S. Ct. 1983): Secrist, a former officer of Equity Funding, told Dirks 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 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. 
· Held: A tippee can be held liable only when the tipper can be held liable [because they’re inheriting the breach]. The mere fact of the tip is not sufficient for a breach of fiduciary duty. The tip must be in exchange for personal benefit – the fact of a disclosure of information alone was insufficient to be breaching a duty that court was referring with regard to Secrist [because he was whistleblowing]. Based on the facts, Secreist did not breach a fiduciary duty because reason why Secrist disclosed that information to alleged tippee (Dirks) was because he was trying to alert Dirks to fraud and to whistleblow and to get him to get that information out there, not for his own personal benefit. So Dirks not liable. 
· Personal Benefit Requirement:  

· Requires courts to focus on objective criteria, i.e., whether the insider receives a direct or indirect personal benefit from the disclosure such as a pecuniary gain or a reputational benefit that will translate into future earnings. The theory is that the insider, by giving the information out selectively, is in effect selling the information to its recipient for cash, reciprocal information, or other things of value for himself. A quid pro quo. An intention to benefit the particular recipient also when an insider makes a gift of confidential information to a trading relative or friend.
· Personal Benefit HYPOs: 
· (1) If you tip your boss, that’s probably tipping for a reputation benefit that would turn into future earnings. 
· (2) Say Secrist did not tip for personal benefit so he’s not liable for insider trading, but Dirks was in a relationship of trust and confidence in which he owed Secrist a fiduciary duty, then he misappropriated and he tipped someone else and then that tippee could get tippee liability. 
· Tipper-Tippee Liability Rule:

· (1) Tipper discloses info in breach of a duty;
· If there is no improper benefit, there can be no tipper liability and thus no derivative tippee liability.
· Improper Benefit: Disclosing for (for ex) pecuniary gain or a reputational benefit that will translate into future earnings; a quid pro quo; insider makes a gift of confidential information to a trading relative or friend.
· (2) Tippee knows or had reason to know that there has been a breach;
· If so, then tippee inherits the tipper’s duty.
· (3) Tippee trades or causes others to trade.
· This is why Dirks could potentially be liable even though he did not trade himself.
· Note there can be a chain of sub-tippees (“remote tippees”), following the same rules.
· Who Can be a Defendant:

· Dirks established a category of “constructive insiders”: Attorneys, accountants, consultants, bankers.
· When someone becomes a constructive insider: 

· (1) When someone obtains material non-public information from the corporation;

· (2) With the expectation on the part of the corporation that that person will keep the disclosed information confidential; and 

· (3) The relationship at least implies such a duty.
· Considering examples that court gives that would fall under this category, court is implying that their relationship by nature by the status of that implies a duty to keep that information confidential.
· HYPOs:

· (1) What if Secrist had routinely exchanged stock tips with Dirks? Idea is tipper would be receiving benefit of future information presumably, because they are routinely exchanging it. 
· If routinely exchanging information, then if know tipper disclosed material non-public information to him today, then know they had a pattern of a quid pro quo, even if didn’t get that “quo” that day, there’s the expectation there’s a pattern of doing it for a personal benefit because he had been getting personal information.
· (2) What if Secrist had disclosed the Equity Funding fraud in part because he had been fired over an unrelated matter? Issue of whether tipping out of revenge qualifies as a personal benefit is unclear. 
· (3) What if Dirks merely overheard Secrist describing the fraud in a public elevator? This is not enough to show he was doing it for a personal benefit – he might not have even known that Dirks was overhearing him.
· Overhearing on elevator, the alleged tipper wasn’t tipping at all, so Dirks cannot inherit tippee liability.
· Not classical insider trading because Dirks wasn’t trading in own company’s stocks.
· Not misappropriation because Dirks would need to owe a fiduciary duty to person disclosing information. 
· (4) Suppose Secrist had disclosed inside info to Dirks because of a bribe from Dirks. Dirks then advised his clients to sell their Equity Funding stock. Dirks would have violated Rule 10b-5. Would his clients also have violated the rule? Why Dirks violated 10b-5: Secrist had breached fiduciary duty to company because disclosed material non-public info for bribe. Whether clients violated 10b-5 would depend on whether they knew or had reason to know that Dirks received his information through a fiduciary duty breach.
· Example – SEC v. Switzer, 590 F. Supp. 756 (W.D. Okla. 1984): Barry Switzer claimed that when he was sitting in the bleachers at his daughter’s track meet, he overheard a CEO telling his wife that he would be out of town the following week because his company might be liquidated. Switzer and his pals traded on the information. Insider trading liability?

· No – he was an eavesdropper; he wasn’t tipping for a personal benefit. 
· Note – Role of Financial Analysts: 
· Regulation FD, adopted by the SEC in 2000: SEC concluded that selective disclosure to analysts undermined public confidence in the integrity of the stock markets. SEC concluded the Dirks tipping regime inadequately constrained tipping because of difficulty proving the tipper received a personal benefit from the disclosure.
· Reg FD restricts selective disclosure of MNPI (material non-public info) by someone acting on behalf of a public corporation. If a corporation discloses MNPI to securities market pros or shareholders who may trade on that info, the corporation must disclose the information to the public, to widely disseminate the news. Intentional disclosures must be disseminated simultaneously; unintentional disclosures within 24 hours or start of next trading day on NYSE.
Misappropriation Theory:
· Rule 14e-3: Prohibits insider trading during a tender offer and thus supplements Rule 10b-5. 

· Once substantial steps towards a tender offer (an offer to buy a shareholder’s stock for a certain price) have been taken, Rule 14e-3(a) prohibits anyone, except the bidder, who possesses material, nonpublic information about the offer from trading in the target’s securities.

· Rule 14e-3(d) prohibits anyone connected with the tender offer from tipping material, nonpublic information about it.
· Rule 14e-3 is not premised on breach of a fiduciary duty, but O’Hagan upholds it anyway.

· United States v. O’Hagan: O’Hagen was a partner at a law firm that was representing company Grand Met in connection with GM’s planned tender offer and takeover of Pillsbury. O’Hagen wasn’t working on planned tender offer deal, found out about GM’s tender offer plan, and without telling anybody, he bought Pillsbury stock; when bought stock it was at $39, and when GM got around to announcing to the public that it was doing this tender offer the stock price increased to $60/share – O’Hagen profited $4 million. Issue: Did O’hagen violate 10b-5 by insider trading?

· Note: This case does not fall under classical insider trading theory because it needs to be traders own company that they’re trading insider information on – he was trading target company’s stock, he wasn’t trading his own company’s stock. No tipper/tippee liability because no one had tipped O’Hagen.
· Held: The court said misappropriation theory is a valid basis on which to impose insider trading liability under 10b-5. While O’Hagen didn’t owe a duty to Pillsbury, he did owe a duty to his own law firm and the client (GM). When O’Hagen took that information for his personal use and didn’t tell them about it, that was deceptive or fraudulent device and when he did it in connection with purchase or sale of security, he violated 10b-5. 
· How O’Hagen Could Avoid Liability: 

· (1) Abstain from trading;
· (2) Disclosure to the source of the information [because if disclose to the source of information, then would no longer be a deceptive device since the deception is in taking the information for your own personal use without telling that source to whom you owe a fiduciary duty – but if tell them, no longer a deceptive device]. Public disclosure not required.
· That disclosure must be to all sources to whom you owe a duty – so to avoid liability, O’Hagen would’ve had to tell both client and his law firm.
· Court said where duty of loyalty and confidentiality is owed to multiple parties, the trader must to disclose it to all of the parties in order to avoid 10b-5 liability. 
· Misappropriation Theory 10b-5: Defendant misappropriates confidential info in breach of a duty owed to the source of the information.

· How to Determine Whether the Defendant Had a Fiduciary Duty: 
· Does the corporation expect the outsider to keep the information confidential?

· O’Hagan: Lawyer’s ethical codes, Lawyer’s position/role

· Other guidance: Rule 10b5-2

· Disclosure vs. Consent; Federal vs. State Law:
· Person can avoid insider trading liability if they disclose to all of the sources to whom they owe a duty about their misappropriation of confidential information. 
· Where duty of loyalty and confidentiality is owed to multiple parties, the trader must to disclose it to all of the parties in order to avoid 10b-5 liability.

· Federal/State Law: If disclose to all sources to whom you owe a duty, no longer misappropriation theory, but there might still be liability under state law for breach of fiduciary duty.
· Rule 14e-3 is a separate rule, so you could still be violating 14e-3 for trading on the basis of material nonpublic information of the tender offer once substantial steps have been taken despite disclosure. 
· Court also said if O’Hagen had told his firm he came across the information of the planned tender offer of Pillsbury, and if firm gave him consent, then firm itself could’ve violated 14e-3. 
· Rule 10b5-2: Provides a non-exclusive list [i.e. there could be more situations beyond this] of three situations in which a person has a duty of trust or confidence for the purpose of the misappropriation theory (this is guidance on who will be held liable for misappropriation if relationship not as clear at attorney-client):

· (1) Whenever a person agrees to maintain info in confidence;

· (2) Whenever the person communicating info and the person to whom it is communicated have a history, pattern or practice of sharing confidences, such that the recipient of the info knows or reasonably should know that the person communicating the info expects the recipient to maintain confidentiality; or

· If have pattern or practice of sharing confidence such that they know or reasonably should know they need to keep that info confidential. 
· (3) Whenever the info is obtained from a spouse, parent, child or sibling, unless recipient shows that history, pattern or practice indicates no expectation of confidentiality.
SEC Created Affirmative Defense to Insider Trading: 

· Rule 10b5-1: [**look this up in a supplement and figure out where in outline it goes] Specifies that a purchase or sale constitutes trading “on the basis of” MNPI where the person making the purchase or sale was aware of MNPI at the time the purchase or sale was made, i.e. just have to show were aware of the material non-public information to be showing that this was “on the basis of”.
· SEC said also going to establish a way that provides an affirmative defense, i.e. for example, CFO of publicly traded company and gets stock as part of compensation, how can they ever sell that stock without insider trading (since they’re constantly exposed to MNPI and trading in their own stock)

· So SEC gave guidance and said when we say someone trading on the basis of, we mean awareness, but also going to provide for an affirmative defense if somebody had a “10b5-1 plan” – i.e. has a written plan for trading securities that they do in accordance with one of the subsections of that section, and what they have to do is before they make the trades, there needs to be a plan with the pre-planned transactions and it needs to be in good faith at a time when they were unaware of MNPI – so typically would set one of these plans up after a big public disclosure and annual reporting, etc. 

· And if they do that, they have to adopt it at a time when they were unaware of the MNPI and the plan needs to say exactly the amount and the price and the date of the transactions or at least include a written formula or algorithm that will determine the amount, price, and date at which they trade, and the person trading under the plan cannot exercise any subsequent influence (i.e. cannot say oh didn’t actually want to trade on that date).
· So what this does is it allows them to set up an affirmative defense by setting up a plan to say they will be selling this much on this specific date and so then not trading on basis of MNPI.
C. Section 16(b) Liability for Short Swing Trading:
· Short Swing Profits:

· Exchange Act § 16:
· (a): Reporting obligations.
· (b): Bright-line short-swing trading rule (over- and under- inclusive for insider trading).
· Section 16 applies only to publicly traded corporations.
· Exchange Act § 16(a): Every person who is directly or indirectly the beneficial owner of more than 10% of any class of any equity security or who is a director or an officer of the issuer of such security shall file with the Commission a statement disclosing trades within a certain period of time following the transaction.

· Talking about 3 types of people:

· (1) Owner of more than 10% of any class of any equity security (hold more than 10% of any class of any stock);
· (2) Director;
· (3) Officer.
· Any of these 3 have to file with the SEC a statement disclosing their trades within a certain period of time following the transaction

· SOX Accelerated Deadlines for Reporting Insider Transactions:
· If you fall into one of above 3 categories, and this is with a public corporation, then have to file something within 2 business days with SEC and report trade.
· Specific form you file.
· Matchable = It has to be theoretically possible that by matching the 2 transactions, she made a profit.
· Exchange Act § 16(b): Basic bright-line rule against short-swing trading. 
· Any profit realized by such beneficial owner, director, or officer from any purchase and sale, or any sale and purchase, of any equity security of such issuer [the company] within any period of less than six months shall inure to and be recoverable by the issuer – i.e. any profit realized by a director, officer, or beneficial owner, within 6 months of any public company’s stock, has to pay that profit back to the company. 
· Note: Congress being over and under-inclusive with this rule, because not looking at whether you had MNPI and traded on that basis, it’s acting like a robot – looking to see if there’s any profit realized from any purchase and sale or sale and purchase for one of the 3 people within 6 months, then it’s due back to the company.
· Policy Behind § 16(b): Congress was imagining directors and officers have access to MNPI in the company, and people who hold more than 10% of company’s stock has access to inside information, so assume if these people make any profits on trading stock within 6 months, then they’re trading on the basis of insider information. 
· Exchange Act Rule § 16 Highlights:

· Strict liability that requires disgorgement to public corporation of profits made:

· (1) Within a 6-month period (This is the short-swing trading);
· (2) By certain insiders [directors and officers] & beneficial owners. 
· Intent is irrelevant – it’s strict liability. 
· § 16 applies only to officers, directors, or shareholders with more than 10% of the stock. 
· Officer: SEC definition includes president, CFO, CEO, CFO, COO, chief accounting officers, VPs of principal business units (ex: VP of products) and any person with significant policymaking function.

· Stock Classes Considered Separately: It’s short-swing trading only if it’s trading within that class of stock (i.e. buy common stock and sell common stock, buy preferred, sell preferred).
· Deputization: If Corp X authorizes one of its employees to serve on the board of Corp Y, and Corp X profits on Y stock within a 6-month period, Corp X may be liable under § 16(b) for short-swing trading and would have to pay that money over to Company Y.

· Profits Determined Under § 16: Need to have a purchase and sale, or sale and purchase, within 6-months, by a director, officer or beneficial owner 

· Note: When looking at these problems when have a trade, need to see if can match a sale and a purchase or purchase and sale in a way that would give rise to profits that would have to be disgorged to the company. 
· Directors and Officers:

· Cannot match a transaction made prior to appointment to one made after appointment (law assumes that before holding that office, they don’t have access to that information – any trades before they did as director or officer are not subject to this short swing trading rule). 
· Can match transactions that occur after he or she ceases to be an officer or director with those made while still in office (because for a period of time after they leave, the law assumes they might still have that information as long as still within that 6-month period). 
· Beneficial Owner: § 16(b) liability only if owned more than 10% both at the time of the purchase and of the sale.

· Example – Foremost-McKesson v. Provident Securities:
· Oct 20: Provident acquires debentures convertible into more than 10% of Foremost stock.
· Oct 24: Provident distributes some debentures to shareholders, reducing convertible debt holdings to less than 10%.
· Oct 28: Provident sells remaining debentures, then distributed cash proceeds to shareholders and dissolved.

· Issue: Can we match the Oct. 20 acquisition with the Oct. 24 disposition?

· Held: No. This subsection shall not be construed to cover any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved. For beneficial owner to be subject to 16b liability, must be beneficial owner at both time of sale and purchase. So, October 20th transaction isn’t matchable because wasn’t a beneficial owner at time of October 20 acquisition. In a purchase-sale sequence, the transaction by which the shareholder crosses the 10%+ threshold is not a matchable purchase. Regarding beneficial owners, only transactions effected when one is a more than 10% shareholder are matchable.
· Exchange Act Rule § 16 Highlights: 

· § 16 applies only to companies that must register under the Exchange Act = public companies.
· (1) Companies with shares traded on a national exchange (e.g., on NASDAQ or NYSE); OR 

· (2) Companies that are forced to go public under the § 12(g) threshold.
· § 12(g) threshold (post-JOBS Act): Companies with $10 million in assets and more than 2,000 shareholders (excluding people who became holders via stock options, and only up to 499 can be unaccredited investors). 
· If exam says company’s stock is registered under the 1934 Act = stock is publicly traded stock.
· Compare Rule 10b-5, which applies to all issuers (regardless whether public or private).
· Rule 10b-5 is not specific to public companies, it applies regardless of whether public or private company.
· Rule 16(b) liability for short-swing trading must be trades in public company’s stock. 
· Equity Securities: § 16 applies to stocks, convertible debt, and options to buy or sell (a call option or put option).
· Compare Rule 10b-5, which applies to all securities (which is a very broad meaning) [which could mean investment securities in an orange grove or worm farm, etc. – a lot of different things can be ruled to be securities), but § 16 applies very clearly only to those things (Pollman would usually just refer to stocks). 

· Sale and Purchase: § 16(b) applies whether the sale follows the purchase or vice versa. 
· Courts interpret the statute in order to maximize the gains the company recovers. Hence, shares are fungible for purposes of § 16(b). 
· If the trader [director, officer or beneficial owner] sells 10 shares of stock and then within six months buys 10 different shares of stock in the same company at a cheaper price, he or she is still liable. 
· If beneficial owner buys and then sells 10% of common stock, and then buys 10% of preferred stock (i.e. different type of stock), then not liable because wouldn’t be matchable – only looking at buying and selling of same type of stock within 6-months.
· The sale and purchase must occur within six months of each other.
· Recovery: 
· Any recovery goes to the company. 
· § 16(b) profits can be discovered through SEC filings. 
· Shareholders can sue derivatively, and a shareholder’s lawyer can get a contingent fee out of any recovery or settlement. 
· Statute of limitations = 2 years. 
V. Limited Liability Companies (LLCs)
· Limited Liability Companies (LLCs):

· LLCs are their own unique form of business organization. They are not partnerships nor corporations.

· LLCs are not subject to the restrictions applicable to S corporations (e.g., 100 shareholders, U.S. citizens or residents).

· Nomenclatures: LLCs have members, members have membership interests.
· LLCs tend to be smaller privately held companies.
· When people start an LLC, typically choosing to file in the state where LLC located or Delaware.
· LLCs typically have characteristics of both partnerships and corporations.

· Tax advantages (can choose to be taxed like a partnership or a corporation; partnership = pass-through tax).
· Limited liability like corporations.
· A hallmark characteristic of LLCs is flexibility.  

· They are premised on a notion of private ordering (i.e. contracting, ordering their private affairs by contract). A LLC is as much a creature of contract as of statute.

· Except as expressly limited by statute, the operating agreement sets the rules for the LLC.

· California Adopted the Modified Revised Uniform LLC Act (RULLCA) in 2012, effective 2014. 
· Notes on California LLCs:

· Licensed professionals [lawyers] cannot operate through LLCs in California (so, many law firms are LLPs).
· In choosing between form of business, consider tax and fee issues.  

· E.g., California has a gross receipts fee that apply to LLCs (but not corporations); depreciation deductions; etc.

· LLC Basics:

· State LLC laws vary widely.

· Each state has its own LLC statute.

· There is a uniform statute, RULLCA, adopted by over a dozen states (including California).  

· LLC case law is developing, but is generally much less extensive than partnership and corporate case law because LLCs are relatively new.

· The operating agreement is the key document for an LLC; courts have drawn on contract principles as well as partnership and corporate law principles in resolving disputes.

· If looking at a legal issue, looking at the statute and any relevant case law (i.e. what’s the answer to some issue under RULLCA), but if dealing with an issue concerning an LLC, want to look at the LLC operating agreement to understand the issue and what the rules are for the LLC. 
· Formation:

· ( Choose state of organization and reserve the LLC name.
· ( Draft articles/certificate of organization consistent with statutory requirements and file with the Secretary of State, paying filing fees and the franchise tax.  

· ( Tax arrangements (state and federal).

· ( Designate office and agent for service of process.

· ( Draft and enter into an operating agreement.

· ( In California, file a “Statement of Information” with the Secretary of State, within 90 days after filing the articles of organization (and update as required).

· Articles of Organization: Check the statutory requirements of what is required and file with Secretary of State’s Office. 
· E.g.:

· The LLC’s name;

· The LLC’s purpose;

· The agent for service of process;

· A description of the type of business that constitutes the principal business activity of the LLC;

· If the LLC is to be managed by 1 or more managers and not by all its members, the articles shall contain a statement to that effect.

· Operating Agreement: The basic contract governing affairs of a LLC and stating the various rights and duties of the members.
· E.g.: 

· Each member’s units/interests in the company;
· Rights and duties of the members (including management structure and rights, voting rights and requirements);
· The manner in which profits and losses are divided, and distributions are made;
· Amendment of operating agreement (default is unanimous consent);
· Remedies in the event that the members disagree on the direction of the company;
· Exit provisions (e.g., withdrawal, dissociation, admission) and dissolution.
· In California all LLCs are required to have a LLC Operating Agreement.
· Limited Liability and Veil Piercing Exception:

· General Rule: No member or manager of a limited liability company is obligated personally for any debt, obligation, or liability of the LLC solely by reason of being a member or acting as a manager of the limited liability company. 

· Exception: Courts have imported veil piercing concepts into LLC law.

· Courts have pierced the LLC veil of limited liability to reach the personal assets of members under circumstances similar to those under which courts would pierce the veil of a corporation. 

· Proponents of PCV: Import as an exception but wouldn’t be same test as veil piercing for corporations because some of factors for the corporations PCV test wouldn’t make sense for LLCs. 
· Opponents of PCV: Corporation veil piercing already big enough mess, should not be doing the same for LLCs. 
· Management Rights: 

· Variable Management Structure: Can choose member-managed [kind of like partnership – decentralized management] or manager-managed and can customize governance.
· Members: Investors in the LLC. 
· Default is Member-Managed (e.g., RULLCA§407):

· Most matters (ordinary course of business) are decided by majority vote.
· States vary regarding whether the default allocation is one-person/one-vote or by ownership interests in the company (percentage or units).
· Significant matters require unanimous consent.
· E.g., merger, admission of new member, amending the operating agreement, etc.

· Manager-Managed LLC Option Available:
· Can be structured as a committee, “board of managers,” a CEO, etc.

· Some statutes require that the choice be specified in the articles/certificate of organization (California requires both the articles and operating agreement explicitly state manager-managed if want to establish that structure).
· Finance:

· Contributions:

· LLC statutes do not require any minimum amount of capital to be contributed to an LLC, nor do all members need to make capital contributions.  

· Members are free to decide among themselves how much cash, property, or services, if any, each member will contribute.

· Allocation of Profits and Losses:

· Typically provided in the operating agreement.

· Profits and losses may be allocated differently.

· Delaware Default: Allocate profits and losses on a pro rata basis per the ownership interests in the company (percentage or units) (DLLCA § 18-503).
· RULLCA does not provide a default (it does for contributions).
· Distributions:

· Refers to the transfer of LLC property (e.g., cash) to members.

· Members have no statutory right to compel a distribution – go by rules in the operating agreement.

· When there is a distribution declared, statutes usually have 1 of 2 default rules:

· (1) Distributions on a pro rata basis per the ownership interests in the company (percentage or units) (e.g., CA § 18-504); or 
· (2) Equal share rules (per capita) like partnership (e.g., RULLCA § 404). 
· Transferability: 

· Unless otherwise provided in the LLC’s operating agreement, a member may assign her financial interest in the LLC. 
· Such a transfer typically transfers only the member’s right to receive distributions and does not confer governance rights or rights to participate in management.

· So can only get the management and governance rights if you are actually admitted as a member, which by default would require unanimous consent.
· An assignee of a financial interest in an LLC may acquire other rights only by being admitted as a member of the company if all the remaining members consent or the operating agreement so provides.  

· Analogous to partnership rules.

· Fiduciary Duties: 

· Manager-Managed LLCs: The managers of a manager-managed LLC have a default duty of care and loyalty.
· This is the general rule under most states’ LLC laws (including California which has adopted RULLCA, and Delaware), but possibly not the rule under all states’ laws. 

· Usually, members of a manager-managed LLC have no duties to the LLC or its members by reason of being members. 
· Member-Managed LLCs: All members of a member-managed LLC have a default duty of care and loyalty.
· Standard of Care Varies by Statute: Some state ordinary care standard, some state gross negligence (e.g., RULLCA).
· Derivative Actions: Member may bring an action on behalf of the LLC to recover a judgment in its favor if the members with authority to bring the action refuse to do so. 
· Freedom of Contract:

· RULLCA permits modification, but not elimination, of fiduciary duties (manifestly unreasonable standard).

· Some states (like Delaware) have allowed for elimination of fiduciary duties if clearly and expressly provided in the operating agreement.

· The implied contractual covenant of good faith and fair dealing is non-waivable (RULLCA allows the operating agreement to prescribe standards, if not manifestly unreasonable, by which the performance of the obligation is to be measured).

· Dissociation and Dissolution (RULLCA):

· RULLCA provides for dissociation and dissolution default rules generally similar to RUPA with some big differences:

· (1) The unilateral withdrawal of a member by express will does not result in a dissolution;

· (2) There is no default provision for a buyout upon dissociation (instead the dissociated member holds interest as a transferee);
· (3) Provides different events by which a member can dissociate and also means of expelling a member (including where a member transfers all her interest).
· RULLCA thus creates more stability (like a corporation) by making it far harder for a member to force a dissolution and winding up than in a partnership.

· Remember: Importance of customized rules in an operating agreement.

· Dissociation and Dissolution (Delaware):

· Provides default rules for dissolution upon any of the following:

· (1) At the time, or upon the happening of events, specified in the operating agreement; 

· (2) Unless otherwise provided in the operating agreement, upon the vote or consent of members who own more than 2/3 of the then-current percentage interests in the LLC;

· (3) Within 90 days of an event that terminated the membership of the last remaining member (with limited exceptions); or 

· (4) Upon the entry of a decree of judicial dissolution.

· Unless otherwise provided in the operating agreement, a member cannot unilaterally resign or withdraw until the LLC has been dissolved and wound up. 

· Legal Characteristics:

· Partnership: 
· Informal: Advisable to have partnership agreement though.

· Decentralized: Owner-managed (can alter by contract (e.g., law firms)). 
· Unlimited liability: Partnership agreement can have indemnity provisions (get insurance).
· Full partnership interest not freely transferable (can alter by contract). 
· No continuity (at will) (can alter by creating a term). 
· Cost: Low (deceptive).
· Client Perception: Low prestige. Can be conceptually challenging. 
· Default Rules: Extensive.
· Flexibility: Great.

· Tax: Pass-through: Avoid double-tax on profits. Use losses to offset other tax liability.
· Corporation:

· State filing and corporate formalities required.
· Centralized: Manager-managed. 
· Separation of ownership and control.
· Can alter by contract/statute (closely held corporations).
· Limited Liability: 
· Creditors seek guarantees (closely held).
· May not be an option for certain professions

· Free Transferability of Interest:
· Not realistic option in closely held.
· Can restrict transfers.
· Continuity/Perpetual: Can limit to a definite term. 
· Cost: Filing fees; lawyers are critical. 
· Client Perception: High prestige; seems easier to understand. 
· Default Rules: Much more extensive. 
· Flexibility: Not as great; may require special skill to do correctly. 
· Tax: Double-taxation: Tax on corporation profits and on distributions to SHs; losses usable only by corporation.
· Issues to Consider in Choosing a Business Form: 

· Formality:

· How formal do the parties want the relationship to be?

· Ability to Raise Capital:

· Will the business want to raise capital by selling securities in the near future?

· What business forms are investors comfortable with?

· Which Default Rules do the Parties Prefer?

· Which “off the rack” form would require the least customization for the governance the parties want?  Can the parties achieve the rules they want with that form?

· Is limited liability important?

· How will the business be managed?  How will control be allocated?

· How long do the parties expect to stay in business together?

· Do the parties want their interests to be freely transferable?

· Taxation and Fees:

· Which form of taxation do each of the parties prefer (based on their own income, goals, expectations about future revenue/assets)?

· Filing fees, franchise fees, gross receipt fees?
VI. Social Enterprise (e.g., Benefit Corporations)
· Social Enterprise:

· As a topic, asking the question: Should the law encourage corporations or other business entities to act in a socially responsible way?   

· New for-profit business entity forms have emerged in the last several years that clearly enable and mandate the pursuit of social and environmental goals: L3Cs, flexible purpose corporations, benefit corporations. 
· Social mission is central; pursuing social and financial returns (this is what has motivated this development). 
· Many states (not Delaware or CA) have constituency statutes that allow directors to take into consideration various stakeholders/interests other than that of shareholders.
· L3Cs: 

· New form of for-profit business entity (low profit LLCs with a charitable or educational purpose) – this is a variance of the LLC form.
· In 2008, Vermont was the first state to allow a company to register as a L3C, built on the LLC framework with the aim of giving for-profit companies with social missions the ability to raise philanthropic funds.

· L3C form was passed by 9 states (i.e. only 9 states offer this business form), but has slowed and even regressed.

· Benefit Corporations: 

· New form of for-profit business entity (note: these are not non-profit).
· Legislation varies by jurisdiction; is available in California, Delaware, and some other states; is on the rise.
· Most statutes are based on a model statute proposed by B Lab, a nonprofit corporation that awards certification.
· Benefit Corporation vs. B Corp:

· Benefit Corporation: Specific legal corporate structure (referring to the form of business entity).
· B Corp: A certification by a third-party certifying company (it’s not the form of the business entity itself).
· In making business judgments [in a benefit corporation], the directors must consider the impact of their decisions on non-shareholder interests (e.g., the environment, society). 
· Ex: Under benefic corporation law, the directors are instructed that in making decisions, they need to consider non-shareholder interests such as the environment and the corporation’s impact on society. 
· Benefit Purpose: 

· A benefit corporation must:

· (1) Have a corporate purpose that involves creating or pursuing a general public benefit (B Lab model statute defines general public benefit as a material positive impact on society and the environment); can also have a specific benefit purpose.
· (2) Produce, file with the state, and make publicly available an annual benefit report that describes how it pursued the general public benefit and the success of that pursuit [this is an attempt to make benefit corporations accountable].

· Assessment must be done by reference to a comprehensive, credible, and transparent third-party standard – trying to get at idea of accountability and transparency in the corporation’s effort to pursue a general public benefit and what it has actually achieved in that regard. 
· (3) Must have a benefit director, independent of the corporation, who prepares an opinion to be included in annual benefit report about whether corporation acted in accordance with its public benefit purpose and if not how it failed to comply. 
· Idea is that baked into the structure of the benefit corporation is a person then who wears the hat of benefit director who’s supposed to be independent person monitoring and preparing an opinion to explain whether/not this independent benefit director thinks that the corporation was acting in accordance with this public benefit purpose.
· (4) Mechanism built into benefit corporate law called benefit enforcement proceeding that’s an attempt to add an accountability mechanism. 
· Rule: The benefit enforcement proceeding may be brought by the corporation or derivatively by a shareholder, director or others specified for failing to pursue or create a general public benefit.

· No case law on how courts should analyze these proceedings or how the fiduciary obligations should be assessed [because this is a new development in the law]. 
· B Lab:

· A non-profit that tries to promotes and push states to adopt benefit corporation statutes. 
· Promotes model legislation for benefit corporation statutes to be adopted by state legislatures. 
· Certifies a qualifying corporation as a “Certified B Corporation”: Meaning company has met B Lab’s standards as a socially responsible corporation; this is a private standard (similar to idea fair trade coffee certification).  

· Example B Corps: Ben & Jerry’s, Honest Company, Etsy, Patagonia, Warby Parker. 
· Some Critiques:

· Benefit corporations are unnecessary or will have unintended consequences:

· Can already customize a regular “C” corporation’s charter – don’t need benefit corporations because someone who wants to can already customize a C corporation’s charter by putting provisions into that certification or articles that specify how those people want company to be run. 
· Directors already have leeway under traditional corporate law to consider non-shareholder stakeholders and the environment (e.g., BJR, constituency statutes in some states). 
· Benefit corporation status will only matter (in terms of the law) in very limited circumstances when there is clear tension between shareholder value maximization and social performance. 
· The development of benefit corporations might unfortunately make “C” corporation managers think they should not consider the impact of the corporation on non-shareholder stakeholders (viewpoint: Idea that all corporations should already understand the imperative to act in socially responsible manner and there’s a concern that if make a new category of corporations and suggest that category that it’s supposed to consider acting in socially responsible manner, that by contra-distinctions it would suggest that other corporations don’t have to and that this really shouldn’t be the case).
· Benefit corporations will be ineffectual or won’t work as intended: 

· [These tend to be criticisms that go to the various terms of benefit corporation’s statutes].
· If a benefit corporation were to go public, stock price and the threat of corporate takeover could put pressure on directors and managers to increase profits (in other words, there are forces outside of law that push companies to try to maximize profits). 
· Accountability:

· Social performance is difficult to measure and evaluate.
· Difficulties implementing assessments, benefit director opinion, etc.

· Directors and managers have wide discretion – personal choices. 
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