Business Associations, Spring 2018, Professor Pollman


I. Agency Law

A. Definition and Creation of Agency Relationship



1. Definition of Agency Relationship

a. Agency is the fiduciary relationship that arises when one person (a principal) manifests assent to another person (an agent) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assets or otherwise consents so to act

2. Creation of Agency Relationship

a. Created between TWO PARTIES

b. Three Elements


i. Mutual Assent



- Consensual relationship

- Objective standard used to determine assent: outward manifestations of parties from the perspective of RP

ii. Control

- Principal has the power and right to direct and instruct the agent as to the goal of the relationship
- No consideration/compensation needed
iii. Acting on Behalf of Principal 

- From principal’s perspective, this creates the agency relationship

- Agent acts in a representative capacity

- Agent furthers interests of the principal
- Hypo#1: 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 and Chad has veto rights over the type of store that Dan is permitted to run in the space.  Is Dan the agent of Chad? No, while there is some sense of control via the veto aspect, that is typical to commercial settings. Dan does not act on behalf of Chad.

- Hypo#2: Same facts, except that Dan additionally agrees to collect the rent from the mall’s other tenants, per Chad’s instructions, and remit it to Chad in exchange for a monthly service fee.  Is Dan the agent of Chad?  (And if so, for what purpose or scope?) Yes, Dan does something on Chad’s behalf and under his instructions. It’s within the scope of rent collection for Chad. 



c. Express Agency
i. Either oral or written express agreement between principal and agent to enter into an agency agreement 



d. Implied Agency





i. Implied from the conduct of the parties





ii. Determined from particular facts and circumstances





iii. Parties do not have to know about it



e. Characterization of relationship by parties not dipositive 





i. Case Gorton v. Doty
- Doty explicitly told Garst that he could use her car on the condition that Garst drive it, and Garst expressed his agreement by driving players to the game in Doty’s car.




ii. Case Gay Jenson v. Cargill
- When creditor Cargill exerts control over the operations of debtor Warren, a principal-agent relationship is created: 

- Cargill’s constant recommendations to Warren 

- Cargill’s right of first refusal on grain

- Warren’s inability to enter into mortgages 

- Cargill’s criticism on Warren’s finances

- Provisions of drafts and form to Warren upon which Cargill’s name was imprinted

- Financing of all Warren’s operation

- Although not all restatement factors were present, the control element was predominately present and sufficient to prove an agency relationship 

B. Right and Duties Between Principal and Agent



1. Principal’s Obligation to Agent



a. Duty to reimburse or indemnify agent for




i. terms of any K between them (e.g. promise payments)

ii. when agent makes payment within scope of actual authority or that is beneficial to principal unless agent acts officiously

iii. when agent suffers loss that should be borne by the principal 




b. Agent is entitled to reasonable compensation




c. Deal w/ agent fairly & in good faith




d. Not unreasonably interfere w/ agent’s duties




e. Remedies: Contractual ones



2. Agent’s Fiduciary Duties to Principal

a. Duty of Care, Competence & Diligence 

i. Level of care, competence, and diligence to principal

ii. Standard of care is ordinary care, unless otherwise agreed or unless agent has special skills or knowledge which then becomes the standard




b. Duty of Loyalty

i. Not put own interests ahead of those of principal when acting within agency relationship


- not compete


- not act adversely to the principal
ii. e. Case General Automotive v. Singer
- Singer breached the fiduciary duty of loyalty with his employer Automotive:

-  by secretly filling orders

- surreptitiously forming his own venture that conducted the same type of business in which Automotive engaged 

- collecting a broker’s fee and earning commission, - not getting consent from Automotive by disclosing 
- Damages: Disgorgement (i.e. aversion of giving back any ill-received profits, favorable to principal)
- Note: If Singers engaged in another business outside the scope to Automotive’s business, there would be no breach



c. Duty to Provide Information

i. Provide information that there is reason for the principal to have or facts that are material to the agent’s duties




d. Duty of Confidentiality





i. Cannot misuse or disclose confidential information





ii. Remains even after agency relationship has terminated 
- NOTE: CONDUCT BY AGENT THAT WOULD OTHERWISE BREACH ANY OF THE DUTIES DOES NOT CONSTITUTE A BREACH IF PRINCIPAL CONSENTS

C. Consequences of Creating an Agency Relationship: Contract Liability



1. Actual Authority

a. Definition

i. Authority that the agent reasonably believes she has based on principal’s manifestation

b. Principal consents to the agent taking action on the principal’s behalf within the scope of the agency

c. If principal communicates with agent in word or conduct 

d. Consider agent’s reasonable belief or understanding, incl. custom or past dealings
e. Can be express


i. Principal explicitly instructs

f. Can be implied

i. what RP in agent’s position would understand to be reasonably included in instructions in order to accomplish objective 

ii. Can be inferred from words or custom 

iii. Notion of INCIDENTAL AUTHORITY, i.e. necessary steps to accomplish big end goal

iv. Principal may not often specify small steps to objective


- Case Mill St. Church of Christ v. Hogan: 

- The evidence shows that the Church’s actions led Bill Hogan to reasonably believe that he had authority to hire Sam Hogan

- Church told Bill (1) to paint it and incidental to that is that it takes two people to do it and (2) in the past he had hired a second person to do it (i.e. past conduct)
- Church paid Bill Hogan for the time Sam Hogan worked on the project
- Hypo: Peter owns an apartment building and has hired Alice to manage it.  Peter gave Alice the title of General Manager.
- #1: Peter tells Alice to hire a company to take care of the swimming pool maintenance.  Alice does it.  Is Peter bound by the contract?

Yes, because there is actual authority and he told so expressly and she reasonably understood that she had authority to do it.

- #2: Without express instructions, Alice hires a janitor to clean the building’s common areas.  Is Peter bound by the employment contract with the janitor? 

Yes, because hiring a manager is incidental to keeping the area clean. She reasonably understood it. There is actual authority.



2. Apparent Authority

a. Definition

i. (1) Manifestation of principal or apparent principal that gives 3RD PARTY the (2) reasonable belief that agent has authority to act on behalf of the principal or apparent principal 

- Must be traceable to principal or intermediary

- Example: Principal produces list of representatives that contains agent’s name

ii.  Can be based on course of conduct or custom, i.e. permit agent to do certain things in the past
- Hypo #1:  Suppose Peter, owner of apartments specifically instructed his manager 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?  

- Yes, hiring janitors is customary and thus the janitor as the 3rd party can hold Peter liable. Alice could have not reasonably believed this.
b. Typical Scenario – Contractual Liability
i. 3rd party tries to bind principal who created the impression that an agent had authority for a particular action when in fact agent did not, i.e. contract



c. Agent breaches duty to principal





i. Principal has claim against agent 




d. Case Opthalmic Surgeons, Ltd. v. Paychex, Inc.
i. Plaintiff OS put Connor in a position where it appeared that she was authorized to get additional checks, thereby having Paychex reasonably rely on this, i.e. she was the designated payroll contact

ii. Once put into that position, OS did not limit her power and failed to object her action 

iii. Against Connor, OS could raise a fiduciary duty claim
e. Case 50 Cent v. Mondesir
i. Issue of whether 50 Cent (Jackson) as the principal was in an agency relationship with DJ Mondesir, who through conversations with Odenat gave impression of apparent authority to Odenat that Odenat was permitted to launch a website that featured images of 50 Cent 
ii. Prong #1: Was 50 Cent responsible for the appearance of authority by words or conduct communicated to Odenat? 
- No, the distribution of mixtapes  by Mondesir to Odenat was done by Mondesir and not 50 Cent and thus not traceable to 50 Cent and thereby no appearance of authority to bind 50 Cent

- Just b/c 50 Cent was silent when learning about the use of his images and did not tell Odenat to remove them, there is still no evidence that 50 Cent knew of Mondesir’s authorization ( it’s not about the learning about the use of images, but more about the authorization 
iii. Prong #2: Did Odenat reasonably rely on Mondesir’s representation? 

- Mondesir was merely 50 Cent’s sometime DJ and there was not enough of a relationship that would give Mondesir indication to license away 50 Cent’s images 

- The alleged authorization was nothing more than a conversation between two friends, Mondesor and Odenat & could not be a reasonable basis to conclude that there was an implied license  


3. Undisclosed Principal Liability

a. Concept

i. A principal exists that a third party does not know exists at the time the third party interacts with the agent, i.e. third party does not know that they are dealing w/ an agent 
b. Consequences
i. If agent acts WITHIN the scope of authority when dealing w/ the 3rd party, the undisclosed principal and agent can be held liable

ii. If agent acts OUTSIDE the scope of authority, undisclosed principal can be held liable, if:
- There will be liability if 3rd party relies detrimentally on agent and the principal knew of that and did not do anything to notify 3rd party
-  You cannot go out liability by narrowing the agent’s position down to only specific tasks whereas normally that agent would have the power to do more and thus it’s on you principal to notify 3rd party 



c. Case Watteau v. Fenwick
i. Issue is whether a third party can hold liable an undisclosed principal where the agent acted outside the scope of authority but the third party would reasonably believe the agent had authority to do what it did (e.g., buy cigars for a beerhouse) if the principal had been disclosed.
ii. Most managers allow agents to buy cigars and thus it’s on the principal to take diligence and let suppliers know of that rather than have suppliers always double-check whether there is a principal


4. Ratification




a. Definition

i. Affirmance of a prior act by another, whereby the act is given effect as if done by an agent acting with actual authority

- allows agent to retroactively bind himself to a K, although purported agent was not acting w/ authority at the time he entered into K 




b. Types

i. Express

- When a person objectively manifests acceptance of the transaction, such as via oral or written statements

ii. Implied

- When person engages in conduct that justifies a reasonable assumption that the person consents to the transaction (e.g. principal accepts the benefit of the transaction) 




c. Rules





i. Capacity

- Person ratifying must have existed at the time act was carried out and must have legal capacity 





ii. Knowledge

- Principal must know all material facts at time of ratification





iii. Scope






- All or nothing ( no partial ratification






iv. Legality






- Performance of K cannot be an illegal act





v. Timing

- Must occur before the 3rd part has manifested intention to withdraw from the transaction




d. Case Zions Gate v. Oliphant
i. Issue #1: Whether Sorpold, a manager of Zions Gate, had apparent authority to enter w/ 3rd party Oliphant into a lease on behalf of Zions Gate

- Zions Gate’s articles expressly require the consent of both manager in order to bind the company

- 3rd party Oliphant had notice of the limitations of on Sorpold’s authority based on Utah Code that always two managers’ consent needs & it’s readily available, i.e. responsibility to ascertain that agent’s authority despite the agent’s representation 
ii. Issue #2: If no apparent authority, whether Jones, Zions Gate other manager ratified the Lease

- An intention to ratify may be implied from the principal’s failure to disaffirm the agent’s acts 

- Here argument that Zions Gate ratified the lease by failing to timely object to Sorpold’s unauthorized act 

- Issue of when Zions Gate had knowledge 

- The record is not clear as to when they found out and whether reasonable time had passed by for them to be able to object, thereby having a ratification

- You need fact that prinicipal knew or accepted a benefit and then did not object it. Just simply not objecting is not enough. P needs to have some form of knowledge.


5. Estoppel




a. Concept
i. Principal is estopped from disclaiming contractual liability/avoiding an obligation
ii. Does not give any rights to principal against 3rd party 




b. Requirements

i. A person is liable to 3rd Party who was justifiably induced to detrimentally rely on an actor if (1) the alleged P intentionally or carelessly caused such belief, or (2) alleged P was on notice and didn’t take reasonable steps to notify them of the facts.  
c. Case Hoddeson v. Koos Bros
i. When a proprietor allows a non-agent to swindle a customer under circumstances in which an average person would believe that the non-agent was acting on the proprietor’s behalf, the proprietor is estopped from denying liability for the non-agent’s actions
ii. An agency by estoppel was created by breaching the duty of care to the customer

iii. Client has to show that Store/Prinicpal was careless in not checking whether that salesperson was authentic 


6. Agent’s Liability to 3rd Party 




a. Issue

i. Did agent enter into a contractual obligation with the 3rd party?

- If DISCLOSED Principal
- When agent acting w/ actual or apparent authority on behalf of a disclosed principal, then agent is not liable unless otherwise agreed 




 

- If UNIDENTIFIED Principal

- When agent acting w/ actual or apparent authority on behalf of a disclosed principal, then agent, 3rd party & principal are parties unless otherwise agreed

- Unidentified = 3rd party knows that agent is acting for principal but does not have notice of principal’s identity






- If UNDISCLOSED Principal

- When agent w/ actual authority makes K on behalf of undisclosed principal, agent and 3rd party are parties and unless excluded principal is also a party to K
b. Summary

i. If agent does want to be liable on K, she must disclose that she is acting on behalf of the principal




c. Implied Warranty of Authority

i. If agent lacks power to bind 3rd party, then agent gives an implied warranty of authority to the 3rd party and is subject to liability 

- Exceptions



- Ratification by principal

- Agent gives notice to 3rd party that there is no warranty of authority

- 3rd party knows that agent acts w/o actual authority




7. 3rd Party Liability to Agent or Principal




a. In all situations where 3rd party can hold Agent/Principal liable




b. Exceptions 

i. Estoppel Doctrine, i.e. one-way street

ii. If agent falsely represented that it does not act on behalf of the principal or misrepresents principal’s identity

iii. Principal/Agent had notice that 3rd party would not have dealt w/ principal, if principal had been disclosed 
D. Consequences of Creating an Agency Relationship: Tort Liability - Vicarious Liability for Principal

1. Respondent Superior

a. When an agent is an employee who commits a tort while acting within the scope of employment

i. Is the agent an employee or independent contractor? Factors to consider: 
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· Extent of control which P may exercise over details of the work

· Is A engaged in a distinct occupation/business?

· The kind of occupation and whether the work is usually done in that locality under P’s direction, or by a specialist w/o supervision?

· Skill required in the particular occupation

· Who supplies the instrumentalities, tools, and place of work for A? If they are supplying their own, then IC.

· Length of time for which A is employed. If short term, then IC.

· Method of payment, whether by the time or by the job. If salary probably E.

· Is the work a part of the regular business of P? If yes, then E.

· Do the parties believe they are creating an employment relationship?

· Whether the P is in business
- Case O’Connor v. Uber
- Issue: Are Uber drivers employees or independent contractors?
- Most significant consideration is whether the person to whom service is rendered has the right to control the manner and means of accomplishing the result desired, e.g. whether to be able to fire drivers at will for any reason at and at any time 
ii. Was the employee acting “within the scope of employment” when the tort occurred?

- Test #1: 

(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 the authorized time and space limits of employment? (“detour” vs. “frolic”?)
- Frolic: When an employee substantially deviates from or abandons the scope of employment

- Detour: If an employee is still engaged in the scope of employment but strays slightly from the assignment
(3) Was the conduct motivated at least in part by a purpose to serve the principal?

- Case Clover v. Snowbird Ski Resort
- Issue of whether Zulliger’s detour was a substantial diversion from the employment duties that it constituted an abandonment of employment
- Here, not substantial enough b/c when beginning his return to the base of the mountain, he resumed employment and accident occurred afterwards & act of skiing was method use to travel on resort 
- Test #2: Foreseeability 
- whether the employee’s conduct should fairly have been foreseen from the nature of the employment or whether the risk of such conduct was typical or incidental to the employer’s enterprise







- Case Patterson v. Blair
- In confronting Patterson and shooting out the truck’s tires, Blair Jr was acting to further business interests of Courtesy

- No evidence that he sought to serve any personal purpose by his actions

- The act was incidentally to the conduct authorized by Courtesy, i.e. repossess vehicles “purpose of his confrontation w/ Patterson was to retrieve our property”  
2. Apparent Agency

a. When an agent commits a tort when acting with apparent authority in dealing with a 3rd party on or purportedly on behalf of the principal

i. At issue when:

- injured third party reasonably believed that an agency or employment relationship existed between the alleged principal and the alleged agent tortfeasor,
AND
- those circumstances existed because of some action or inaction on the part of the principal in creating or failing to dispel that belief
- Some courts require that the injury arose out of the 3rd party’s justifiable reliance that an agency or employee relationship existed





ii. Case Butler v. McDonald’s: 

- Facts: Plaintiff through his parents has filed action against McDonald’s alleging that injury was caused by the negligence of the franchise restaurant (spider crack in glass portion of door)
- Three-part test
- (1) Franchisor acted in a manner that would lead a reasonable person to conclude that the operator and/or employee of the franchise restaurant were employees/agents of D Franchisor (objective standard) ( Uniformity, i.e. same advertisements, uniforms by employees, common menus, common appearance

- (2) that P actually believed they were employees of franchisor (subjective standard)

- (3) P relied to his detriment on the care and skill of the allegedly negligent operator/employee of the franchise restaurant 
 
E. Termination of the Agency Relationship



1. Termination of Agency

a. Agreement of parties:

i. The contract between principal and agent states when it will end or upon the happening of a specified event.

b. By lapse of time:

i. At end of specified time, or if none, then within a reasonable time period

c. Any time by either party after notice:

i. 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 the party exercising the power may be in breach of the agency contract, if one.

- Exception where “power given as security”


2. Termination of Actual Authority

a. By change of circumstances that should cause A to realize P would want to terminate authority:

i. E.g., destruction of subject matter of the authority, drastic change in business conditions, change in relevant laws.

b. Fulfillment of the purpose of the agency relationship:

i. i.e., completion of task 

c. By operation of law:

i. Termination occurs automatically; e.g., upon death or loss of capacity of either A or P, such as dissolution of a corporation or insanity of a person



3. Termination of Apparent Authority

a. Termination of actual authority does not end any apparent authority held by A.

b. Apparent authority ends when it is no longer reasonable for T to believe that A continues to act with actual authority

i. The test is whether T knows or reasonably should have known of the termination of A’s authority



4. Hypo
a. Supermarket fires a manager responsible for purchasing fish for the supermarket’s fish department. 

i. Is actual authority terminated?



- Yes, based on notice

ii. If the manager subsequently orders another shipment of fish on the supermarket’s behalf, must the supermarket pay?

- Yes, unless the 3rd party knew or had reason to know of the termination. 

iii. How can it terminate the apparent authority?

- Send notice to the vendors to inform that agent is no longer employed

- Another way of doing so is do an exit interview and thereby take away any access to the agency away from the agent such as disable their e-mail

II.  General Partnerships

A. Partnership Formation 


1. Definitions

a. General

i. An association of two or more persons to carry as co-owners a business for profit, whether or not the persons intend to form a partnership 
b. Characteristics


i. No written agreement needed


ii. Can be between human individuals and business entities 


iii. Joint & Serval Liability, i.e. personal liability


iv. Profits are shared equally


2. Formation



a. General

i. Intentions do not matter, but rather shared venture to share profits


- Profits = Net-Return, i.e. share in expenses


- Co-Ownership based on share of profits

- Payments for debt or rent does not constitute formation of partnership

- Share in gross returns does not constitute formation of partnership

ii. 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? Yes. 
- Variation: What if Beverly had originally loaned money to Alex for him to use in starting his business, and Beverly argues that the sharing of profits was Alex’s way of repaying her? No partnership. Repayment of debt.
iii. Case: Fenwick v. Unemployment Comp.
- Issue of whether Chesire is a partner or an employee of Fenwick, which matter because if an employee then Fenwick would be responsible for paying into the state unemployment compensation funds
- Burden of establishing partnership is on party that alleges it exists

- Court considers following factors & holds no partnership:
· Intention of Parties: Express/Writing
· Right to share in profits: Yes, but may be wages
· Sharing in Losses: Fenwick has all the risk
· Ownership & Control of the Partnership Property and Business: Only Fenwisk
· Right of parties at dissolution: Looked like simple employment terminations w/ 10 days’ notice 

· Conduct of parties toward third persons: Did not hold themselves out as partner to anyone
iv. Case: Martin v. Peyton
- Issue: Agreements intended to protect the financial interests of creditors do not make lenders partners of a debtor firm
- Court considers following factors and finds consistent with formation of lender - borrower
· Intention of Parties: Express/Writing to be lender
· Right to share in profits: Yes, but might be interest on loan
· Sharing in Losses: No, fixed amount to be returned by deadline
· Management: Some evidence of control, but consistent w/ ordinary caution of worried lender
· Ownership & Control of the Partnership Property and Business: No only collateral for loan 
· Right of parties at dissolution: Loan due after 2 years 

· Conduct of parties toward third persons: No

3. Partnership by Estoppel

a. General Idea: How 3rd parties can sometime hold non-partners liable under the concept of partnership by estoppel
b. Requirements

i. 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
ii. 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 occurred by 3rd party
- Hypo: 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 (up to here not enough for estoppel). 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.



c. Case: Young v. Jones
i. Investors argue that Price Waterhouse held itself out as a partnership with offices around the world, and PW-US made no distinction between itself and other PW entities around the world
- they use evidence of a brochure stating that Price Waterhouse is a large and respected global entity

 with 400 offices throughout the world

ii. Court held that no partnership by estoppel b/c investors did not rely the brochure when deciding to put their money in the bank
iii. Elements of Estoppel Doctrine not met

- (1) Price Waterstone never made any form of representation, i.e. just by having a brochure does not mean you are partners


- (2) No reliance on brochure when changing position


d. Case: Chavers v. Epsco
i. Various pieces of evidence confirm that Reggie and Mark were partners of CWS & can be held jointly and severally liable by virtue of partnership by estoppel

ii. Key Evidence




- Faxed Credit Reference

· Last two lines said Gary is Owner and Reggie and Mark are Partners



- Fax Cover Sheet

· Under company’s info, Reggie and Mark were listed

- Credit Application
· Type to business checked was partnership

- Checks to Epsco

· CWS account was in the name of Gary and Reggie

· One check was signed by Reggie

- Business Card

· Listed Gary and Reggie as owners ( thus Reggie was holding himself out as an owner

- Dealership Application

· Lists Gary & Reggie as owners

· Held out to the public as partnership 
 
B. The Fiduciary Duties of Partners



1. General Idea

a. Partners are fiduciaries of each other and the partnership

b. Each partner owes the other partner and the partnership itself a duty of care and loyalty
2. Case Meinhard v. Salmon
a. Essential Facts
i. P Meinhard formed a joint venture with D Salmon, bearing losses equally, yet with Salmon having more managerial power

ii. Common venture resulted from execution of a 20 years leasehold

iii. As leasehold was coming to an end, Salmon entered into another lease agreement w/o informing Meinhard, who after finding out demanded for the lease to held in a trust as joint venture, which Salmon refused

b. Salmon breached his fiduciary duty of disclosure, by not informing Meinhard as his co-adventurer the business opportunity that occurred as result of participating in a joint venture 


i. Two reasons why opportunity belongs to partnership

-  #1: Salmon as manager had more power and thereby even a greater duty (special duty) w/ heightened obligation. Someone would go to Salmon and not to Meinhard for business matters so that Salmon had a duty to inform Meinhard

- #2: Second lease arose out of the first lease, i.e. it was an extension and enlargement of the subject-matter of the old one. Thus, the opportunity belonged to the initial lease and agreement and so that Meinhard had to learn about it
c. Dissent

i. Salmon’s fiduciary duty to Meinhard was restricted to matters pertaining to the original Bristol Lease, and ended when the Bristol Lease expired

3. Duty of Loyalty

a. Account to the partnership and hold as trustees for any property, profit or benefit derived by the partner through any source relating to the partnership

b. Refrain from dealing in some way adverse to the partnership

c. Refrain from competing w/ the partnership

4. Duty of Care

a. Refrain from engaging in:
i. grossly negligent or reckless conduct

ii. willful or intentional misconduct

iii. knowing violation of law

b. Good Faith

i. not a fiduciary duty, but a contractual obligation under the duty of good faith and fair dealing
c. Merely b/c a partner’s conduct furthers his own interest, a duty is not breached

d. Partnership can authorize, agree, or ratify after full disclosure of all material facts any transaction by a partner that otherwise would violate the duty of loyalty

e. If a deal is fair to the partnership, then it’s not a breach of duty   

5. Information Disclosure


a. Without Demand

- Partners need to have access to any information concerning the partnership’s business, financial condition, and other circumstances



b. With Demand

- Partners need to have access to any information concerning the partnership’s business, financial condition, and other circumstances as long as not unreasonable or improper
6. Non-waivable Provisions

a. The following provisions may not be waived/carved out in a partnership agreement

i. Restriction of partner’s right to books and records


ii. Alter or eliminate the duty of loyalty

- certain provisions may be carved out that are not unreasonable





iii. Alter or eliminate the duty of care
- certain provisions may be carved out that are not unreasonable
- you cannot authorize bad faith, willful or intentional misconduct or knowing violation of the law





iv. Eliminate duty of good faith and fair dealing






- you can include provisions that measure performance





v. Restrict the right of third parties





- cannot waive J&S liability 


b. Case Meehan v. Shaughnessy
i. Two actions in breach of fiduciary duty of loyalty: competition with the firm while at the firm/part of the partnership 
- (1) When asked by other partners if they were leaving, Meehan and Boyle denied their intentions to leave

- (2) They prepared form letters on Parker Coulter letterhead addressed to a number of clients, inviting them to become their clients of their new firm, i.e. secretly luring firm clients without given them a choice is not consistent w/ fiduciary duties 

- Looking at new office space & furniture or preparing a business plan is not in breach 



7. Effects of Partnership Agreements




a. Can 





i. Change governance rules, i.e. voting & management rights

ii. Define scope of fiduciary duties, so long as “not manifestly unreasonable”
iii. Establish financial rights between partners (during, at dissolution, or upon termination)

- E.g., can address a “buy-out,” valuation, continuation



b. Cannot 





i. Completely eliminate fiduciary duties/right to accounting

ii. Alter third parties’ rights


C. Rights of Partners in Management; Partnership Liability



1. Management Rights: Default Rules

a. Each partner has equal rights in the management and conduct of the partnership’s business, regardless of the contributions made
i. 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?  (What are their voting rights?)
- Each have equal management rights, based on there being 3 partners, each have 1/3 of a right. It has nothing to do with the amount of the contribution made, unless there is an agreement stating otherwise. 

2. Differences Arising Within Partnership
a. Arising as a matter of ORDINARY course can be decided by a majority

b. Acts OUTSIDE THE ORDINARY course need consent by all partners
c. Two-Person Partnership & Deadlock Issues

i. General Rule: In a deadlock issue, the partner who is “against” the status quo loses (e.g. hiring a new employee)

- When you have a status quo the question is always who is trying to change it, i.e. is against it, that individual loses. That person needs a majority vote to win, which here would mean 2 people, but then there is a deadlock issue.
ii. Case National Biscuit v. Stroud
- Several months before the partnership was dissolved, Partner A Stroud told a National Biscuit Company (NBC) (plaintiff) official that he would not be personally liable for any bread sold to the partnership. Subsequently, Partner B ordered more biscuit

- On the basis of actual authority, there was a two-person partnership and thereby a deadlock issue, meaning that to change a matter as a matter of ordinary course, both are needed

- Partner A Stroud could not unilaterally limit the power of the partnership b/c he by himself is not the majority. Thus, Freeman still had actual authority
- Aversion or mitigation of problem possible if in advance non-equal share (e.g. 49% & 51%) or carve outs in agreement





iii. Case Summers v. Dooley
- Held: Summers hired the additional worker after Dooley clearly expressed his objection. Under these circumstances, it would be unfair for Dooley to be forced to pay an expense that Summers incurred for his own benefit, rather than for the benefit of the partnership
-  Rule: A majority of the partnership is always needed to make changes to the ordinary course of business 



3. Partnership’s Liability in Contract




a. By default each partner has actual authority to contract
i. If you want to limit the actual authority, you need a majority agreement by the partners

b. Per apparent authority, a partner can bind the partnership to liability unless that partner did not have authority or third party had notice that the partner did not have apparent authority
i. Hypo: A, B, and C form a partnership to run a pet hospital.  All agree between themselves 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 for the partnership. Could the partnership be liable on an advertising contract that A entered into on behalf of the partnership?

- Yes, unless the 3rd party knew of A’s limited authority



c. Tortious Conduct to 3rd Party




i. No need to do a vicarious liability analysis here

ii. Automatic J&S liability, as long as act occurred while partner was acting in the ordinary course of business of the partnership or with authority of the partnerships

d. New Partners

i. 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
e. Exhaustion Rule
i. Once found j&s liable, first exhaust all of the partnership’s assets, before going after each partner’s personal asset




f. Agreement w/ indemnification provisions possible

h. LLP & Debt Obligations





i. Solely the debt, obligation, or other liability of the partnership


4. Statement of Partnership Authority 

a. Purpose: To file an agreement that actually states the authority limitations of each partner

i. 3rd parties are only deemed to know of these limitations if it concerns a transfer of real property

ii. 3rd parties are not deemed to know of these limitations for all other types of transactions, unless on notice

D. Financial Aspects of a Partnership (Sharing of Profits and Losses; Partnership Property; Related Topics)


1. Partnership Property



a. What Counts as Partnership Property?

i. Property acquired by partnership is property of partnership and not of partners
ii. Classifications

- Acquired in the name of partnership 

- Acquired by one partner w/ a document transferring title indicating that partner was acting in capacity as a partner

- Purchased w/ partnership funds = Presumed to be partnership property


b. Rules on Partnership Property



i. No Co-Ownership as partner of partnership property




ii. Transferable Interest

- limited economic rights

- can have a judgement lien attached to 

- right to receive distributions from a partnership
- a ‘transferable interest’ is the only interest in a partnership that can be transferred to a person not already a partner
- Consequences of Transferable Interest

- (1) Does not cause person’s dissociation or dissolution of partnership

- (2) Transferee is not entitled to participate in the management/conduct of partnership

c. Hypo: Lawyer Jean-Paul is a partner in XYZ Partnership which has multiple other partners.  

i. If Jean-Paul enters into an agreement in which he purports to sell membership in the firm to third party Maria, does Maria thereby become a partner in the firm?

- No. To make someone a partner, you need votes of all partners. This is not a matter of ordinary course where majority voting is only required. Also, by just transferring interest to Maria, Maria does not automatically become a partner. 
ii. 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. Title belongs to the partnership and thus he cannot transfer or sell his shares. 
iii. Does Jean-Paul have any right he can assign to Maria?


- Merely the transferable right.
iv. New scenario: What if a personal creditor of Jean-Paul’s wants to go after his interest?
- They can attach a judgment lien to Jean-Paul’s transferable interest


d. Case Wyatt v. Byrd
i. Essential Facts: Unmarried coupled opened up joint account, 
later found a business “R&J Remodeling,” business ceized and Byrd used funds from the account to purchase a property

ii. Held: Property belongs to partnership. Since funds were used from the joint account that contained profits from the partnership, it can be found that the partnership has an equitable share to the property



e. Partnership Reimbursement and Indemnification

i. If a partner makes any payment on behalf of the partnership, the partnership must reimburse the partner
ii. Partnership must indemnify partner for any claim, obligation, or liability that arose for that partner in his former or present capacity as a partner IF THAT CLAIM DID NOT ARISE FROM THAT PERSON’S BREACH

iii. Partner can loan money to partnership with interest accruing 

2. Sharing of Profits and Losses

a. Partnership Capital Account: Consists of initial contribution made by partner (if property then also its existing value) plus share of profits less any distribution taken or any share of losses



i. Capital Contributions





- Initial capital contributions are not required





- some partners may contribute capital and other services





- Capital contributions belong to partnership





- Can be any property (real, intangible, etc.)

- If partnership dissolves, partnership has right to return of original contribution made




ii. Illustrastion
- Hiro agrees to contribute to the Dos Commas Partnership a parcel of land valued at $500k, in return for a 20% share of the partnership profits.  During the next few years, rental from the land accounts for 25% of the partnership’s profits, and the land increases in value to $1.5M.  The benefits from the land, and increase in value, belong to the partnership, not Hiro, whose remuneration as partner is the 20% share of profits.  

- In addition to his respective right to share in distributions, if the partnership were to dissolve, Hiro would have a right to a return of the $500k (if it had not previously been returned), no matter how valuable or worthless the land had become.



b. Compensation for Services

i. Unless otherwise agreed, a partner is not entitled to compensation for services



c. Profit and Losses

i. Unless otherwise agreed, a partner shares in losses proportionate to his or her profit sharing

- Example: If A and B agree to split profits 60/40 but say nothing about losses, how would losses be split? Losses will be split also 60/40.
ii. It does NOT make a difference if the partners contributed unequal amounts of capital or labor

iii. A general partnership can be formed, if there is no agreement about how losses will be sagred



d. Distributions 

i. Profit distributions are often based on the partnership agreement

- if no agreement, then it is a matter arising in the ordinary course of business to be decided by majority vote of the partners

e. Hypo: Under their partnership agreement X, Y, and Z agree to share losses 60/20/20.  

i. Creditor has a $100k claim against the partnership, and sues only X, seeking to recover the entire amount. Can X defend to the creditor by saying, “At most, my liability is $60k”?
- No, Profit and Loss Share Agreements have nothing to do with liability issues to third parties. There is J&S liability, which means the creditor can collect the $100k from any of the partners, which here would be X. X can then seek indemnification for the $40k from Y and Z. 



3. Settlement of Accounts and Contributions in Winding Up

a. First, partnership must apply its assets to its obligations to creditors (incl. partners that were creditors)
b. Second, any surplus left is divided amongst partners equal to their rights to distribution

i. Partners who made contributions, but have not received these back are first in line




c. If partnership assets are insufficient to meet obligations

i. Each partner that was a partner WHEN THE OBLIGATION was incurred shall contribute from his person assets

ii. If a partner does not contribute, all other partners shall contribute the amount necessary to discharge the obligation

- Can recover then from the person who failed to contribute 
d. Hypo #1: Carlos and Lily form a partnership to operate a goat cheese business, agreeing to share profits equally.  Carlos contributes a small farm worth $50k.  Three years later the partnership comes to an end.  Lily’s capital contribution had already been returned by the partnership.  By selling all of its assets other than the farm, the partnership has enough cash to pay off its debts to creditors—exactly to the dollar.  During the partnership land values increased and so the partnership is now able to sell the farm for $100k.  

i. How will the proceeds of the sale of the farm be handled?  Do they go entirely to Carlos or are they divided in some other way?
- First, Carlos is entitled to the return of his initial contribution of $50k, if not already returned.

- The remainder is divided equally between Carlos and Lily. Thus, Carlos will get another $25k and Lily $25k. 

e. Hypo #2: A, B, and C are in a partnership and it goes out of business.  They have not contracted around the default RUPA rules. 

i. A creditor of the partnership subsequently collects $21k from C on a debt owed by the partnership (while each A, B, and C were a part of it).  The partnership has no funds to reimburse C.  Can C collect money from A and B, and if so, how much?
- Since losses are shared equally, C can collect $7k from A and B, since C is also responsible for his share of $7k which cannot be collected back. 

f. Illustrastion: Celia and Larry form a partnership to run a catering service.  They do not make any agreements changing the default RUPA rules.  Celia provides $250k in start-up money and does not work in the business.  Larry works full-time in the business, but contributes no capital.  The partnership ends after a year, paying off all creditors but with nothing left over.  The partnership has suffered at $250k loss (per Celia’s $250k capital contribution).

i. For his year of work, Larry received nothing.  Per the RUPA rules, Larry must pay $125k to the partnership, which will then distribute that amount to Celia.  Both Larry and Celia will then have each lost $125k



4. K&L Partnership



a. Definition: One partner provides capital and the other labor




b. Profits are shared equally




c. Two views on sharing losses





i. RUPA

- Rule: Even if one partner only contributes losses, he or she needs to share losses proportional to his/her profit sharing

- Rationale: Partners should foresee that application of the default rule might bring about unusual results/unfairness and take advantage of their power to vary by agreement the allocation of capital losses




ii. Case Kovacik v. Reed
- Held: In cases where one party contributed only labor and the other only capital, the partner contributing labor takes a loss in the form of his lost labor and does not have to share losses in capital (Capital Loss: Loss that affects capital contributions vs. Operational Loss: Where you lose money because of paying creditors)
 
E. Partnership Dissociation and Dissolution



1. Dissociation

a. Definition: Change in the relationship of the partners, caused by any partner ceasing to be associated w/ partnership
i. Does not cause always dissolution and winding up of partnership

b. Qualifying Events

i. Notice of their express will to withdraw

ii. Partner causes something and thus the partner is dissociated

iii. Expulsion

iv. Legal issues that cause person to be dissociated

v. Judicial order to dissociate the partner for the following reasons 
- wrongful conduct, willful breach of K in material way or you have someone that you cannot deal with them anymore

vi. Debtor in bankruptcy

vii. Death of Partner



c. Wrongful Dissociation if…





i. Dissociation is in breach of an express term of the partnership

ii. 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
- Effect of Wrongful Dissociation: A partner is liable to the partnership for any damages caused by the dissociation & is not entitled to payment of the buyout price until the expiration of the term unless the person establishes to a court that earlier payment will not cause undue hardship to the business of the partnership
d. Effects of Dissociation 





i. If the event is listed in RUPA § 801, then dissolution is triggered.
ii. If the event is not listed in RUPA § 801, then a buyout will occur pursuant to RUPA § 701 and the partnership business continues



e. Consequences of Dissociation





i. Right to management ceases

- duties of care and loyalty terminated, except for matters arising before dissociation, i.e. confidentiality of information





ii. Purchase of dissociated partner’s interest

- Dissolution hypothetical is used to determine how much the dissociated partner would get (i.e. as if the business would cease) 





iii. Indemnification of dissociated partner





iv. Dissociated partner’s power to bind partnership ceases





v. Dissociated partner’s liability to other parties 






- Is liable for debts created during his time

- Not liable for any obligation after dissociation 

- EXCEPTION: less than two years has passed since dissociation AND 3rd party does not have knowledge or notice of the dissociation & reasonably believes that the person is a partner


2.  Dissolution, Winding Up & Termination



a. Three-Step Process

i. Dissolution

- Dissolution causes the partnership to “wind up,’ absent an agreement to continue (e.g., buy-out and continuation agreements), or by unanimous vote or consent (including any dissociating partner other than a wrongfully dissolving partner) 

ii. Winding Up

- Shutting down the 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.

iii. Termination






- Partnership is finished



b. Dissociation Leading & Not Leading to Dissolution
i. If dissociation is NOT listed under RUPA §801, then, there will be a buyout and no dissolution
- Partnership continues as the same entity 

- Dissociated partner receives a buyout price
ii. If dissociation is listed under RUPA §801, then there is a dissolution
- (1) In at-will partnerships, any partner that dissociates may use his express will to force dissolution and winding up

- Note: At-Will Partnership

- Partners have no K of time to remain partner

- Unrestricted right to withdraw

- Default Rule

- No Period of time specified 

- They are just in business together

- (2) In a term partnership after a person leaves before term is up or there is death and if within 90 days the at least half of the remaining partners decide not to carry on with the partnership, then we have also a dissolution

- Illustration: 3-person partnership with a term of two years. After one year, Partner#1 withdraws and thereby wrongfully withdraws. Now, if at least half of the remaining partners, which here would mean just 1 partner votes to withdraw within 90 days, there would be dissolution
- (3) If there is something in the agreement saying if X occurs then there is a dissolution

- (4) Per Judicial Order

- Examples: 

#1 usually arises with issues where it is very hard to deal with one of the partners and you go to court to resolve it

#2 if the economic purpose of the partnership is unreasonably frustrated
- (5) Transferee Issues: arises in situation where one partner leaves and now there is one actual partner left and just another transferee thereby not having a full partnership because one person is a partner and the other a transferee who does not have any powers



c. Power to Bind Partnership After Dissolution

i. Partnership can be bound by a partner’s act after dissolution if appropriate with winding up the partnership business

ii. By virtue of apparently authority theory which would last for two years
- Illustration:  3rd party has no notice. Partnership could still be bound through principals of apparent authority. 
d. Case McCormick v. Brevig
i. Issue #1: Case illustrates that a partnership is subject to dissolution and consequently winding up if ordered so judicially, here, being the frustration of the economic purpose of the business

- both partners were not working together towards the objective of the partnership) 

ii. Issue #2: Liquidation of partnership assets cannot mean granting one partner the right to purchase the other partner’s interests (unless in death situation)  


- Liquidation means reducing assets to cash 

iii. Issue #3: Accouting 

- Partner has right to question initial accounting done by one partner can ask for a new one

F. Other Partnership Forms (LPs, LLPs, LLLPs)

1. Limited Partnership (LP)



a. Requires a Partnership w/ Two Types of Partners




i. General Partners





- manage the business





- have power to bind the partnership





- J&S liability




ii. Limited Partners





- Silent & passive partners





- Have no management rights





- Old Rule: No personal liability unless active managerial role





- New Rule: No personal liability unless extraordinary cases

b. Default rule is that partners in a LP share profits and losses in proportion to their respective capital contributions

c. Requires formal filing to create a LP

d. Requires acronym of LP next to business name


2. Limited Liability Partnership (LLP)



a. Model of partnership similar to LP

b. Exception to LP: All partners have limited liability, i.e. not J&S liability, unless for own personal wrongful conducts

c. Requires filing with state 

d. Must have acronym LLP next to business name


3. Limited Liability Form of a Limited Partnership (LLLP)


a. Requires filing with state



b. CA does not allow this



c. Similar to LLP
III. Corporations

A. General Background

1. Vocabulary

a. Definition: A corporation is a legal person, legally constructed to pool money and labor w/ the following attributes 
- Separate entity

- Perpetual existence

- Limited liability

- Centralized management

- Divisible ownership (shares of stock)

- Transferable shares and debt obligations (unless limitations imposed)



b. Focus of Corporate Law
i. Stockholders (aka “shareholders”): 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
ii. Board of Directors: direct the affairs of the corporation 

- Collective body and individuals within the board are called members

- 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
- Individual members are NOT agents of the corporation
- Key Functions

- Strategy of Company

- Oversight

- Provision of resources & connections to help growth of business

- The board takes action on behalf of the corporation either at a meeting at which a “quorum” (minimum number of people needed to have a valid action) is present or by written consent

- Action at Board Meetings

- 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
- Example: There are 10 members on the board which means a quorum of 6 is needed to be present at the meeting, and 4 of those present have to vote for or against to have a valid decision. 






- Action by Written Consent

- Authorizes a board to act without a meeting by means of written consent, but it requires unanimity.
ii.  Officers (aka “managers” or “executives”): handle day-to-date management of the corporation are under the direction of the board


- The officers are appointed by the board, E.g., CEO, CFO
- They are agents of the corporation 
- The scope of their power often comes down to agency principles.
2. Organizational Choices/Characteristics of the Corporation




a. Applicable Law





i. Sources of Law: State Law






- Sets out how to incorporate






- Laws governing corporations 





ii. Choice of Law






- Incorporation of state cause application of the state law






- Also called Internal Affairs Doctrine 

b. Public vs. Private Corporations

i. Public Corporations



- large firms w/ stock traded on public stock markets

- shareholders are typically passive investors, not participating in the operation of the business

- large amount of federal law applies





ii. Private Corporations






- also called close or closely held






- not subject to public reporting requirement

- small numbers of shareholders that hold stock that is not publicly traded

- often top shareholders also have top managerial positions 




c. Foreign Corporations

i.  A business incorporated in one state may conduct business in another if “qualified” to do business in that state.
3. Internal Affairs Doctrine

a. the act of incorporation also selects the law that will apply to the 

corporation’s internal affairs
b. Note: California Exception

i. With the exception of publicly traded corporations, it makes “foreign” corporations with more than half of their taxable income, property, payroll, and outstanding voting shares within California subject to certain provisions of the California Corporations Code
4. Delaware Corporate Law

a. Nearly 60% of publicly traded U.S. corporations are incorporated in Delaware

b. Nearly 90% of public corporations that re-incorporate do so in Delaware

c. Largest body of precedent interpreting its corporation code
d. Relatively stable and moderns corporate law

e. Special court for business matters, i.e. the Chancery Court
5. Incorporation Process


a. Select state of incorporation.

b. Reserve the desired corporate name by application to the secretary of state or other designated state office.

c. Arrange for a registered office and registered agent.

d. Draft, execute, and file the certificate of incorporation with the relevant state agency, according to the requirements of state law 
i. The role of incorporators can be purely mechanical.  They sign the certificate and arrange for the filing
e. Properly filing the certificate brings the corporation into existence.  
f. Have an organizational meeting of the incorporators or of the subscribers for shares to elect the directors, if not named in the certificate. Also, 
i. Appoint officers

ii. Adopt bylaws 

iii. Adopt pre-incorporation promoters’ contracts

iv. Authorize issuance of shares, stock certificates, corporate seal, corporate account, etc. (use a checklist to be meticulous)

g. 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.

h. Plan for shareholder meeting as required.
6. Ultra Vires Doctrine

a. Before

i. At Common Law, a corporation was limited to the powers enumerated in the purpose clause of its charter
ii. The term “corporate powers” refers to methods the corporation may use to achieve its purpose
iii. If a corporation engaged in conduct that was not authorized by its express or implied powers, the conduct was deemed “ultra vires” and void ( action called ultra vires doctrine 



b. Today

i. corporations can specify in their charter that they are formed to engage in “any lawful purpose”
ii. corporations need not specify a single purpose, nor do they need to list their specific powers

iii. most modern corporation statutes expressly grant incidental/implied powers



c. Modern Ultra Vires Doctrine

i. ultra vires act will be enjoined only if equitable to do so
- often only if innocent 3rd party involved

- very rare usage today

ii. applies only where the certificate of incorporation states a limitation and there are 3 exclusive means of enforcement

- (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
7.Corporate Documents

a. Certificate/ Articles of Incorporation

i. Terminology:

- Delaware uses the term “certificate of incorporation”

- California uses the term “articles of incorporation”

- Colloquial term is the “charter”

ii.  Filed with the state in order to incorporate, must meet statutory requirements

iii. Content:

- Typically includes basic provisions required by the state, such as the corporate name, agent address for service of process, number of authorized shares, etc.



b. Bylaws 





i Not filed with the state

ii. Set out the governing details of the corporation

- Typically, longer than the 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.



c. Subscription Agreements

i. An offer to purchase shares from a corporation

ii. Subscriptions can be made to existing corporations or corporations to be formed.
8. Promoter Liability


a. Definition

i. A “promoter” is a “person, who acting alone or [with others], directly or indirectly takes initiative in finding and organizing the business or enterprise of an issuer.”

- identify and solicit investors

- arrange for space/facilities

- hire employees for the entity

- enter into contracts

b. Pre-Incorporation

i. Promoters are liable for Ks entered into on behalf of a future corporation, absent a contractual intent

- Contrary Intent

- More evidence needed than just signing documents 

- Evidence of the parties’ intention must be found in the K or in surrounding circumstance




c. Post-Incorporation





i. Corporation’s Liability






- Only liable if corporation adopted contract






- Can be express via formal board meeting

- Can be implied if directors or officers knew of and acquiesced in the K





ii. Promoter remains liable unless the following 3 happen:

- (1) Corporation is formed
- (2) Corporation adopted the pre-incorporation contract; 

- (3) The parties agreed to release the promoter from liability 
- either in the initial contract or through subsequent novation

- Novation: 3rd party agreement in which a new party replaces an existing party to a K, and assumes all the rights and liabilities of the promoters

- It’s possible for both corporation and promoter to be found liable

- usually in instances where the corporation is first liable, but then shifts liability to promoter w/o novation 




d. Case Moneywatch v. Wilbers:




i. Essential Facts

- Wilbers in his individual capacity signed a lease agreement w/ Moneywatch, and later incorporated it
- Wilbers never sought release of personal liability

- After corporation defaulted, Moneywatch brought claim for breach of K





ii. Held: Wilbers can be held personally liable 





iii. Rationale

- Original lease agreement does not provide that the corporation will be exclusively liable 

- No evidence that corporation once formed formally adopted the lease agreement 

- To have a valid novation, all parties to the original K must intend the second agreement to be a novation and intend to completely disregard the original contractual obligations

- Lease was not re-executed 

- There must be consideration to have an enforceable novation, i.e. there has to be actual substitution & re-execution of the original agreement 




e. Promoter Fiduciary Duties





i. Must deal with the entity in good faith

- Promoters must act fairly in transaction they enter in w/ corporations

ii. Must disclose relevant information, like opportunities and conflicts
9. Defective Formation

a. Concept

i. Limits liability to party purporting to act for the non-existing corporation

b. De Facto Corporation: Promoter was unware that incorporation had not happened yet



i. Requirements




- (1) Promoter made a good faith attempt to incorporate

- e.g. thought that articles had been filed or there was a delay in processing the articles and a transaction w/ a 3rd party had already occurred 
- (2) Promoter made good faith use of corporate form in a transaction with a 3rd party

c. Corporation by Estoppel





i. Concept

- 3rd party who deals with the corporation as though it were a corporation is estopped later from denying the corporation’s existence 

- While dealing with purported corporation, 3rd party assumed that the only recourse would be against the business assets 





ii. Case Southern Gulf Marine v. Camcraft
- Issue: Camcraft tried to escape liability for a breach of K action brought by P Southern Gulf Marine b/c at the time the parties entered into K, P was not incorporated, yet

- Held: Camcraft is estopped from denying the existence of the corporation 

- D later accepted and signed an agreement that P was incorporated

- D made aware in the beginning that P was about to incorporate 

- Even if P incorporated in a different state than originally represented, the K states that an assignment or transfer shall not violate the Shipping Act of 1916 

- Side Issue: D.W. Barrett, President of P, could enforce the contract individually by virtue of agency theory
10. Capital Structure (Basic Information on Stock and Dividends)


a. Raising Capital: By issuing debt & equity securities 



i. Debt




- Bonds, debentures, and notes

- Holders of debt securities are creditors of the corporation

- Debt represents a fixed claim on the 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 the stockholders
- Contractual relationship between the corporation and its debt holders 




ii. Equity






- Corporations issue equity in the form of shares of stock
- Equity security holders have the “residual claim,” so that at liquidation they are entitled to whatever funds are left after all other claims on the corporation have been satisfied
- Common Stock

- Have power to vote to elect board members or on other matters such as amending COI, mergers, etc. 
- Can exit by selling their stock




- Preferred Stock

- Contractual preferences such as senior economic rights, dividend preference, liquidation rights
- Considered hybrid between common stock & debt

- Contractual rights are put in COI





iii. Options 

- Right to buy securities, usually common stock, at a specified time and price
- Contingent claims, i.e. their outcome depends on some uncertain contingent event 

- Holder has contractual right but not a contractual obligation

- Example: tenet w/ right to renew lease but not obligated to renew






- Often subject to a vesting period
- 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




iv. Leverage

- Concept: when you use borrowed money and make more earnings on it than what you paid in interest back to the bond holders


- benefits shareholders

- increases also risk if less is earned from borrowed money and more is paid back to bondholder





v. Issuing Stock

- Board must authorize the issuance of shares and the corporation must receive appropriate consideration
- Appropriate number of shares must be authorized in the certificate of incorporation
- If there are not enough authorized shares to do the issuance, the COI must be amended
- The directors determine the price or consideration for newly issued shares

- Their judgment that it is adequate is considered conclusive, in the absence of fraud




vi. Par Value






- Minimum floor of a stock price

- Sometimes higher than actual value due to inflation purposes





vii. Authorized Stock
- The maximum number of shares that a corporation is legally permitted to issue, as specified in the certificate of incorporation

- Can be adjusted over time per amendments





viii. Outstanding Stock






- also, called issued stocks

- when they have been validly authorized, issued, and are held by someone or some entity other than the corporation itself
- entitled to vote and receive dividends




ix. Dividends

- The board of directors “may” authorize the corporation to pay dividends
- Constraints: Surplus, i.e. taking account of assets and liabilities when deciding to authorize or not

- Corporation cannot be forced to declare a dividend, it’s the board’s decision 

- Case Litle v. Waters
- Held: In a closely held private corporation w/ an interested director who decides not to pay dividends out, the entire fairness standard, rather than BJR should be used to review that action

- Application: Burden shifts to D to show that decision not to pay dividends and to repay debt was fair 


- Case Kamin v. American Express
- Held: BJR is the standard used here for a public corporation and its board decision to give away stock via dividends and not have the overall stock price suffer  





x. Stock Repurchases/Stock Buyback






- Reasons

- To suggest that may be stock price should go up and the shares out there are undervalued

- Some companies just don’t have any growth strategies while sitting on cash

- Buy back will be tax advantageous

- To change the structure of the company

- Manage your shareholder’s base





- Case Klang v. Smith’s Food & Drug Center (SFD)
- Essential Facts 

- D SFD was trying to be acquired by Yucaipa. As part of the deal, SFD agreed to repurchase 50% of the outstanding SFD stock, i.e. self-tender offer
- After repurchasing all of its stock back, the equity of the company was less than the total par value

- Plaintiffs suing argues that SFD through its self-tender violated §160, i.e. impairment of capital = the amount spent on repurchase exceeds the corporation’s surplus 

- Plaintiffs used balance sheets to prove that SFD was in the negative vs. SFD argued not conclusive 

- Held: No violation of §160. Balance sheets do not accurately reflect the current assets and liabilities because of a number of accounting issues such as appreciation

- Side Issue: Corporation based on BJR can ask for 3rd party evaluation



b. Tensions in Capital Structure





i. Case Equity-Linked Investors v. Adams
- Issue: Conflict between preferred stockholders and common stock holder as to whether corporation should take more risk to potentially increase its assets when company is doing well

- Reason for Conflict: Preferred stockholders have priority in claims for liquidation matters and are concerned that value of company may decrease due to risky action taken

- Held: Company taking a $3,000,000 loan did not violate a duty to preferred stockholders (only contractual duty) as the board should favor the common shareholders
11. Limited Liability and Piercing the Corporate Veil

a. General Rule: Limited Liability
i. Shareholders are not personally liable for corporate debt or torts

- Shareholder losses are limited to the amount invested in the firm

- Shareholders can assume liability through personal guaranty 




b. Equitable Remedy: Piercing the Corporate Veil (PCV)

i. Concept: Force shareholders to internalize the harm committed by the corporation
- Claim where 3rd parties can reach the personal assets of shareholders





ii. Nature of Claims






- Often K and torts cases





iii. Two Prong Test

- (1) Unity of interest between and ownership between corporation & shareholders/Control or domination (aka “alter ego”)


- Factors (generally 2 needed)



- Control (often implicit)

- Failure to observe corporate formalities

- Comingling business and personal funds or assets 

- Undercapitalization of the business
- (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

- An unsatisfied justice is not enough (very important)
- You need to show unfairness beyond that: there was an attempt to use corporation as a shield for fraud, for unjust enrichment or violation of statute

- There was some way of wrong

- Shadiness




iv. California Test

- (1) there must be such a unity of interest and ownership between the corporation and its equitable owner that the separate personalities of the 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





v. Common Fact Patterns






- Closely-Held Corporation
- Insiders deceive creditors

- Commingling of business and personal assets

- Undercapitalization of business
- When an individual only puts the minimum amount required to purchase the business and only purchase the minimum level of insurance needed + shareholder drains all income out of the corporation

- Thus, corporation lacks assets to meet their potential liability arising from a tort case

- Shareholders actively participate in business decisions

- Same office held between shareholder and corporation
- No annual meetings or no bylaws
vi. Case Walkovsky v. Carlton
- Essential Facts

- P was struck by a NY cab operated by Seon Cab Corporation
- Seon was one of ten corporations controlled by D Carlton 

- Each corporation only carried minimum liability insurance  ( not sufficient to cover damages requested by P






- Held: D Carlton cannot be held personally liable through 






PCV 






- Two Different Tests

- Vertical Piercing: Where a plaintiff succeeds with a vertical PCV theory, they can reach the shareholders’ personal assets

- 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, the plaintiff could recover from the other corporation(s)
- typically, when a single business enterprise is split into multiple corporations so as to limit the liability exposure of each part of the business




vii. Case Radaszeski v. Telecom Corp.





- Case illustrates parent-subsidiary PCV

- Essential Fact: Contrux, subsidiary of D, Contrux had purchased liability insurance from a carrier that became two years insolvent after the accident

- Held:  Telecom Corp. cannot be held liable for the damages of the conduct of its subsidiary Contrux by virtue of the piercing theory
- Rationale: 

- Although insurance purchased was from a cheap carrier that later became insolvent, D could not foresee that

- not enough facts to prove undercapitalization as insurance it counts towards capitalization





viii. Case Theberge v. Darbro





- Case illustrates K disputes

- Held: In a loan dispute, the veil of corporation may not be pierced to reach its dominant shareholder where the shareholder has not acted illegally or fraudulently and had not formally guaranteed the loan, even though the corporation has no separate offices, maintains no corporate records or books, commingles its business with that of the shareholder and the shareholder’s other businesses, and fails to conduct formal corporate meetings

- Rationale

- Where the parties were sophisticated in a contract claim case and there isn't evidence of deceptive conduct by the defendant then a court might be less likely to pierce because the plaintiffs could have protected themselves
- Plaintiffs did not obtain any personal guarantees

- They knowingly and voluntarily entered into K with D

- Albert saying he will “stand behind” was merely shrewd and sharp business practice 
 



ix. Case Gardemal v. Westin Hotel Co.
- Essential Fact: Gardemal sues Westin Hotel Company by virtue of alter-ego-theory, i.e. that Westin Mexico is merely operated as a business conduit 

- Held: Corporate form was not used to reach an unjust issue





- On Alter-Ego Theory


- Westin Mexico banks in Mexico

- Westin is incorporated in Delaware while W. Mexico is incorporated in Mexico

- Westin Mexico has its own staff

- No evidence of undercapitalization as Westin Mexico would be able for the damages through adequate insurance which contradicts the undercapitalization argument 
- On Single Business Enterprise Doctrine

- Just a working relationship between the two

- Just using the trademark not enough

- There is no clear blending of the two corporations




x. Case OTR Associates v. IBC Services, Inc. 
- Held: Blimpie as IBC’s parent company can be held liable for the unpaid rent by virtue of the Piercing the Corporate Veil doctrine, as IBC was merely supposed to shield the parent Blimpie from its own responsibility
- Rationale

- #1: IBC had no separate existence based on Blimpie’s control 

- was created for the sole purpose of holding the lease for the space occupied 
- had no assets except the lease and no income except the rent payments by the franchisee

- did not have its own business place and employees

- Blimpie retained the right to approve and manage the lease
- #2: Blimpie abused the privilege of incorporation by using the subsidiary to perpetrate a fraud or injustice

- OTR believed that it was dealing w/ IBC and did not discovery corporate entities until after eviction

- IBC failed to explain its relationship with Blimpie and intentionally misled OTR to believe that it was Blimpie
- the letters sent to OTR were headed by the Blimpie logo
B. The Role of Directors and Officers 

1. Fiduciary Duties: The Duty of Care and the Business Judgment Rule


a. Duty of Care

i. Definition: In general, the duty of care 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

- act honestly, w/ good faith and in an informed manner


- don’t act unreasonably or grossly negligent


- act in the best interest to the corporation 

ii. Standard of Conduct

- When becoming informed w/ their decision-making function or devoting attention to their oversight function, directors fulfill their duties with the care that a person in a like position would reasonably believe appropriate under the circumstances
iii. Standard of Liability: A director will be liable to the corporation or its shareholders if the challenging party establishes






- corporate charter does not preclude liability AND





- director’s conduct was the result of lack of good faith 






- lack of acting in the best interest of corporation






- not being informed






- lack of independence 






- failure to devote ongoing attention to oversight






- devote timely attention when particular facts arise 




b. Business Judgement Rule




i. Nature of the Rule

-  Presumption that the director’s decisions were made on informed basis, in good faith and on an honest belief that the action is in the best interest of the corporation
- Courts will abstain from reviewing board decisions unless those decisions are tainted by fraud, illegality or self-dealing




ii. Preconditions for BJR to Apply

- (1) An Exercise of Judgment: BJR is relevant only where directors have actually exercised business judgment. There is no protection for nonfeasance.

- (2) Disinterested and Independent Decisionmakers: Presupposes that the directors have no conflict of interests and are independent

- (3) Absence of Fraud or Illegality: BJR will not insulate from judicial review decisions tainted by fraud or illegality, i.e. the decision to cause an illegal act was so grossly negligent as to violate the director’s duty of care
- (4) Absence of Waste: BJR will not protect board of director actions amounting to waste

- (5) Rationality: So long as the board’s decision could be attributed to any rational business purpose, there is protection under BJR
- (6) An Informed Decision: Rational and good faith decisionmaking process (see Van Gorkam) is a precondition for BJR’s application
iii. Standard: Procedural Inquiry, not Substantive Inquiry
- Whether the process that generated the relevant business decision was unsound, i.e. grossly negligent

iii. Plaintiff has burden to rebut the presumption & establish that losses were proximately cause b/c of the breach
 




c. Waste Claim

i. claim in which a court will examine the substance of a decision or transaction that allegedly resulted in a waste or spoliation of corporate assets
ii. Standard

- “a transaction so one-sided that no reasonable business person would enter into it.”
- Example: Issuing stock w/o consideration




d. Case Shlensky v. Wrigley




i. Essential Facts

- P filed a suit claiming that the owners of the Cubs acted out of personal opinion and w/o consideration for the success of the club by not installing lights and playing at night, although every other team was doing so

- Claims Wrigley was negligent in his exercise of reasonable care, thereby mismanaging and wasting corporate assets 

ii. Held






- P does not advance sufficient evidence to rebut BJR





iii. Rationale

- Court is not reviewing decision substantively, but rather considers whether there was fraud, illegality or conflict of interest involved in the process of making the decision

- Directors not following what other entities do, does not constitute gross negligence 

- No actual proof that night games would be beneficial to Cubs’ shareholders



e. Case Smith v. Van Gorkam:  





i. Essential Facts
- Trans Union’s CEO Van Gorkam negotiated a merger between Trans Union and an entity controlled by financier Pritzker
- Trans Union’s board and shareholders approved the deal

- Plaintiff shareholder Smith sued, alleging that the board’s approval of the deal merger violated the Trans Union’s director’s duty of care

- Defendant contended that their decision to sell the company should be protected by BJR

- When court reviewed decision, none of the usual triad of exceptions to the rule (see above) were present

- Court noted that directors failed to inform themselves of all material information reasonably available to them, i.e. issues of board process

ii. Main Issue: Failure to Reach an Informed Decision 






- Consultations

- Problem: Van Gorkam consulted only w/ Trans Union’s controller, Peterson
- Initial reaction by other senior managers was negative, e.g. Roman, the CFO, objected that price was too low, would have adverse tax consequences for some shareholders, and lock-up option would inhibit competing offers

- Lock-Up Option: option granted by a seller to a buyer to purchase a target company's stock as a prelude to a takeover, which here was Pritzker has right to buy up to 1 million Trans Union shares @ $38/share regardless of whether acquisition goes through
- Van Gorkam should have consulted w/ senior management, get them on board, and keep them informed to the progress of negotiations






- Setting the Price

- Price of $55 per share was based on an evaluation of the feasibility with which a leveraged deal could be financed, rather than Trans Union’s value, i.e. CFO Romans believed it would be easy to sell at $50 per share and difficult at $60 per share, so VG split in the middle
- Trans Union’s board made no efforts to order a valuation study to determine if price was fair one, i.e. did the board capture the value on behalf of their shareholders 

- They did not obtain a fairness opinion to give them some basis for evaluating what the prospective buyer could afford and be willing to pay






- Negotiations 

- Not a lot of negotiations and Pritzker’s agreement to the price may suggest that he understood that he was getting a bargain
- Limits on Trans Union’s ability to shop around
- Trans Union not allowed to actively solicit other offers

- Unable to share proprietary information





- Time Pressure

- Many decisions were made under significant time constraints b/c Pritzker imposed a tight time deadline






- Information and Process

- Directors must inform themselves of all material information reasonably available to them
- The directors had a duty of inquiry, i.e. pressed Van Gorkom to the details of the deal 

- Board relied on Van Gorkom’s assertion that the price was fair

- Mere 2-hour meeting w/o prior notice and opportunity to read agreement

- At the board meeting, Van Gorkom made a 20-minute oral presentation

- D’s argument that protection under §141(e) fails b/c reliance is only a defense if there was an expert report presented, which here Van Gorkham merely made an estimation of the share price w/o expertise

- Market Test, after fall-out and amendments submitted to agreement, should not have been conclusive as to value of Trans Union, i.e. other tests should have been conducted
- Experience of board members does not matter b/c the board was still not informed, a quick decision was forced, short notice was given






iii. Conclusion

- Magnitude of decision relatively compared to the quick and uninformed process involved was great





c. Aftermath: DGCL §102(b)(7)

i. A corporation may include in its charter 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
ii. Exception: If there is injunction relief sought in a law suit, then this provision would not help
d. Oversight Cases & Duty of Care
i. Rule: DOC requires directors to pay on-going attention to the business and affairs of the corporation

ii. Case Francis v. United Jersey Bank
- Case illustrates non-application of BJR b/c it’s a nonfeasance issue
- Essential Facts

- D was the widow of the company’s former’s former president and largest shareholder and a director

- Her sons were also directors and shareholders of the company and her husband warned her that son would ruin company

- Sons robbed company by loaning to themselves money from company funds

- Held: While D was old, consumed sometimes a lot of alcohol, and was psychologically overborne by her sons, this does not excuse her failure to pay attention to the business

- Rationale: She should have had an understanding of the business and how it works, keep informed about the firm’s activities, engage in general monitoring of corporate affairs, attend board meetings and review financial statements ( she failed over an extended period of time to pay attention to misconduct occurring right under her nose 

- Conclusion: Once duty of care breach, did breach proximately cause the damage ( here, nonfeasance caused damage
2. Corporate Purpose, Corporate Social Responsibility, Charitable Giving, and Corporate Political Activity


a. Corporate Purpose vs. Corporate Social Responsibility


i. Property Model vs. Entity Model

- Property Model: Run for the benefit of only 
shareholders, while interests of employees are served by 
gov’t and employment law, and not corporate law
- Entity Model: Favors the corporate objective of maximizing firm value, which does not only include common shareholders, but also good public relations





ii. Dodge v. Ford Motor Co.
- Essential Fact: In 1916, Ford’s president and majority shareholder Henry Ford announced that there would be no more special dividend payout to shareholders, future profits would be invested in lowering the price of the product, growing the company & build a smelting plant
- Issue #1: Did the board breach its fiduciary duty by not paying out the special dividend?
- Held: Yes, the special dividend must be paid out. While courts leave this discretion to board, courts will interfere if there is a great deviation or fraud. Here, the court thought that Ford was running the corporation as a charity not primarily for the profit of shareholders, and thus there was a great deviation.
- Issue #2: Should the injunction relief be granted on not constructing the smelting plant? 
- Held: No. This was a business decision made and plaintiff/shareholder did not show us anything that was grossly negligent about this decision made, i.e. BJR applied.
iii. Majority of states, but not CA and DE, have “constituency” statutes that expressly allow (but do not require) a corporation to consider stakeholders’ and other constituencies’ interests alongside shareholders’ interests
b. Charitable Giving

i. All 50 states have statutes providing for corporate authority to make charitable contributions
- 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”
- Empowers charitable giving, but does not require it
- Cal. Corp. Code: 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”




ii. Case Theodora Holding Corp. v. Henderson
- Essential Fact: 

- Henderson, controlling shareholder and director of Alexander Dawson, proposed that the board approve a $528,000 gift of company stock to the Alexander Dawson Foundation to finance a camp for underprivileged boys
- To approve the transaction, Henderson caused a reduction in the board of directors from 8 to 3 and the proposal was approved






- Test of Reasonableness 

- Considering the after-tax implications of the gift and relative to the company’s total income of $19 million, it really cost the corporation $80,000, increased its balance-sheet net worth
- Indirect Benefit: By serving to be benefit those in need, the corporation justifies large private holdings and the privilege to hold stock, i.e. justified in the existence as a corporation by making charitable contributions 






- Reference to A.P. Smith v. Barlow






- As long as not an unusual gift, its reasonable/fine




c. Corporate Political Activity 



i. Case Citizens United v. FEC
- Essential Fact: Citizens United produced a movie about Hillary Clinton, claiming that under the 1st amendment it has rights to make independent political expenditures 

- Held: A corporation may not make direct contributions to a political candidate, but to the organization that supports a political party





ii. Rule






- BJR will be applied 






- If conflict of interest issue, then breach of duty of loyalty




d. Hypos
i. Can a corporation choose to offer only daytime baseball games? 

- Sure, per BJR

ii. Can a corporation give to charity?

- Sure, empowered under corporate statutes and a court in Delaware would apply a reasonableness test. Also, you can claim a very indirect benefit to corporation

iii. Can a corporation retain earnings despite shareholder wishes otherwise? 
- Yes, per BJR
iv. Can a corporation choose to make an independent political expenditure? 
- Yes. Under current supreme court law and under state corporate law just apply BJR. 
3. Fiduciary Duties:  The Duty of Loyalty

a. Conflicts and Self-Dealing


i. General Rule

- Directors and officers are required to act in a manner the director reasonably believes to be in the best interests of the corporation



ii. Interested Director Transactions 

- (1) Direct Transaction: Director is dealing directly w/ the firm, such as the director selling property to the firm 

- Director is on both sides of the transaction, one in his individual capacity and one as a director

- (2) Indirect Transaction: A person or entity in which the director has an interest is dealing w/ the firm
- Issue of material interest that would reasonably impair the director’s objectivity

- Example #1: Director is not fiduciary to both corporation, but is related to one of the directors such as spouse
- Example #2: If an individual is a director to on corporation and an officer to another corporation and those two businesses deal with each other



iii. Case Bayer v. Beran
- Essential Facts

- Directors of CCA decided to start a radio advertising campaign for their corporation 

- In deciding to start advertising on the radio, the directors reviewed studies given to them by CCA’s advertising department, brought in a radio consultant to help them determine the station and time to advertise, and hired an advertising agency to produce the ad
- One of the singers on the program on which CCA decided to advertise was the wife of Camille Dreyfus, CCA’s president, which given reason for Plaintiff shareholders to sue




- Court’s Analysis

- Had Ms. Tennyson not been involved, there would just have been a duty of care breach w/ BJR applied
- (1) Due to conflict of interest, there is a duty of loyalty issue and BJR cannot be applied 
- (2) Once P shows that as a factual matter there is conflict of interest, burden shifts to D and the court will not apply BJR

- (3) Fairness standard will be applied, showing whether the transaction was substantively fair (i.e. was the price fair) and was the process fair (i.e. the way the K was negotiated)
- Held: Even though one of the singers of the program was the president’s/director’s wife, the advertising served a legitimate and useful corporate purpose and the company received the full benefit thereof


- Cost charged by singer was not disproportionate 

- Her contract w/ advertising agency was on standard form (Shows the process)
- She received less than any of the other singers

- Side Issue: Director acting separately and not collectively as a board cannot bind the corporation

- Here, exception, as directors were also executive officers and had involved w/ each other on day-to-day business decisions



iv. DGCL §144: Interested Director Statutes
- (a):  an interested transaction shall not be “void or voidable solely” because of (1) the conflict or (2) “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  (3) solely because any such director’s or officer’s votes are counted for such purpose,” provided at least 1 of 3 conditions are satisfied
- (a)(1) approval by “a majority of the 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
- Either via a board meeting (needs majority/quorum) or written consent (needs unanimity)
- Case BOT v. Benihana

- Essential Facts
- BOT owned 50.8% of common stock of Benihana, which decided to issue convertible preferred stock to fund its renovation of restaurants

- Abdo, a Benihana board member and director of BFC, proposed buying the stock

- Benihana’s board once aware of all the material information, incl. Abdo’s role, voted in favor of the transaction 

- BOT asked Benihana to abandon transaction b/c of the dilutive effect of the transaction, i.e. being diluted below the 50.9% share and losing control
- Held: There was no breach of the fiduciary duty of loyalty








- Court’s Analysis

(1) Apply §144(a): board knew about Abdo’s role in BFC, had all material facts, Abdo did not use any confidential information against Benihana & it served the purpose of financing renovation
- (2): BJR applied: once transaction deemed not void/voidable, BJR is applied w/ no further analysis







- Side Issue: Dilution

- This was not the purpose of the transaction and just a side effect which court didn’t address
- (a)(2) approval “in good faith by vote of the shareholders,” with full disclosure of the material facts relating to both the transaction and to the director’s conflict of interest
- while statute does not mention “disinterested,” per Fliegler v. Lawrence, the shareholders must be disinterested to have a cleansing effect

- Case Lewis v. Vogelstein
- Essential Fact: Board directors, who also were employees of Mattel adopted a compensation plan incl. an option to receive 15,000 shares, after shareholders approved the plan
- Issue: Did the directors breach the duty of loyalty b/c the option grant represented self-dealing
- Held: While an interested transaction, it is not void or voidable per shareholder ratification (§144(a)(2)), which acts as a complete defense to a breach of duty claim


- Once ratified, BJR applied 

- P would have to advance a waste claim to prevail







- Case Harbor Finance v. Huizenga
- Essential Facts: 

- The directors of Republic solicited a proxy statement to shareholders in order to get approval to acquire a corporation called AutoNation
- Directors owned a substantial amount of stock in AutoNation and made a lot of money from the acquisition
- Shareholders approved 








- Court’s Analysis

- Defendant has burden to show that §144(a)(2) has been met, which here happened

- Court then applies BJR

- For P to still prevail, a waste claim has to be brought, but here the complaint the complaint "at best" alleges that the merger was unfair; it fails to plead that "no reasonable person of ordinary business judgment" could view the transaction as fair
- it is "logically difficult" for a plaintiff to ultimately prove waste if a transaction is approved by fully informed, uncoerced, and disinterested shareholders
- (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”

- Illustrated by Bayer v. Beran 
- (b) Common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction
- Ambiguity of whether of majority for purposes of quorum includes or excludes the interested director
- To be safe, exclude, e.g. board has only 10 members and one of them is the interested one and the remaining 9 are the disinterested ones, then you want a majority of the disinterested, which means 5

b. Corporate Opportunities

i. General

- Objective: To deter appropriations of new business prospects “belonging to” the corporation


- Targets




- Directors and officers of corporation

- Dominant shareholders who take active role in managing firm

ii. Flowchart
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- Does the fiduciary appropriate = Does the fiduciary take the opportunity 

iii. Case Broz v. CIS
- Essential Fact: CIS sued Broz, alleging that Broz breached his fiduciary duties to CIS by purchasing the license for RFBC when the newly formed PriCellular/CIS corporation had the option open to make the same purchase. 
- Held: Broz did not breach his fiduciary duty

- Rule & Rationale per Corp. Opportunity Factors
- Director may not take a business opportunity for his own if

- Corporation is financially able to exploit the opportunity: here, they were not financially capable as they had just gone through reorganization 
- Opportunity is within the corporation’s line of business: here, yes because it is about cell services (i.e. line of business) but with the re-organization that the corporation was going through they did not have cognizable interest in the license b/c that license was not in line of business as it was described post chapter 11 bankruptcy, i.e. what kind of business CIS was trying to be post the re-organizing did not include going into that route
- Corporation has an interest in the opportunity: here, no b/c they were going out of business
- Through his action, director harmed his duties: here, CIS already knew that Broz owned RFBC. The merger w/ PriCellular did not matter for this because the merger happened afterwards which is not relevant to the corporate opportunity doctrine because that focuses only on an opportunity to the corporation the fiduciary is part of, not to an outside entity (merger deals fail all the time so you cannot expect fiduciary to owe a duty to a potential new owner) ( MEASURE IT AT THE TIME OF THE OPPORTUNITY
- Director may take opportunity if

- Opportunity is presented to director in his individual and not corporate capacity

- Opportunity is not essential to the corporation

- Corporation holds no interest in the opportunity

- Director has not used resources of corporation in pursuing the opportunity


iv. Hypos Based on Broz v. CIS
- 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?

- Broz is dealing with a corporate opportunity for both RFBC (b/c they have now shareholders other than it) and CIS. How do you serve the best interest for both of them? You get an informed disinterested rejection of that opportunity, so you come out with clean hands. Even better and decide not to serve on both boards

- Suppose Broz had been an officer of CIS, in addition to a director and his RFBC positions.  Assuming all other facts remain the same, might that change the analysis or result? 

- Yes, because he is an insider director now and thereby change the result possibly. 

- Suppose we change the fact that Rhodes, in bringing the opportunity to Broz, didn’t distinguish between Broz’s role in CIS and his role in RFBC? Might that affect the analysis or result? 

- Yes, because they went to him wearing his RFBC hat rather than his CIS hat. Approaching him with his RFBC hat on helped him.
v. Delaware’s Factors/Balancing Test to Determine if Corporate Opportunity



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

- (2) Is the opportunity in the corporation’s line of business? 

- Is opportunity related to or in the company’s line of activities or one that the company would be reasonably expected to enter. Take a broad construction. 

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

- Interests refers to whether the corporation already has a right such as if land is already bought and the director takes that 

- Expectancy refers to whether fiduciary took something which is in the ordinary course of things belonging to the corporation (i.e. renewal rights of lease & opportunity to renew would be expected to come their way; or you have a K with a client and the fiduciary took business with that client while corporation had expectancy to 
have deals with client)

- (4) Would taking the opportunity result in a conflict between the director’s self-
interest and that of the corporation? 
- Question of whether when the fiduciary takes the opportunity, isn’t then the fiduciary competing through its self-interest with corporation


vi. Inside Directors v. Outside Directors

- Inside Director: someone who sits on the corporation’s board and they are also inside the corporation with a full-time job like a CEO and work for that company

- Outside Director: sits on the board of directors and are not employees of the corporation such as Broz w/ CIS

- With corporate opportunities, outside directors can create more distance between themselves and the corporation as insiders are analyzed under more court scrutiny


vii. Case In re eBay, Inc. Shareholders Litigation
- Held: Directors of a corporation are not permitted to personally accept private stock allocations in an initial public offering of the corporation’s stock when the corporation itself could have purchased said stock
- Analysis

- (1) eBay was financially able to take the opportunity

- (2) this was an eBay line of business and it pointed to its annual report showing that $550 million investment in other company stocks and thus part of their line of business 
- (3) no clear articulation here and that investing was part of its business and thus there was an expectation that it would come to eBay and eBay was never given an opportunity to say if it’s risky or not 
- (4) rebates to insider directors puts that at risk and puts the officer clearly in a position where they naturally do not want to do the best for eBay and be moved by the idea of getting a good self- interested deal





- Alternative Rationale: Agency Theory
- We are talking about corporation and the inside directors and hence agents who owe fiduciary duties to the corporation

- Agents are not free to accept consideration as an intended inducement that rightfully belongs to principal
vii. DGCL §122 (17)

- Carving out corporate opportunities and giving thereby leeway to directors

c. Good Faith and Oversight

i. Good Faith

- Concept: Plaintiff can claim a defendant has breached the duty of good faith, which is a type of a duty loyalty claim: breach of duty of good faith = breach of duty of loyalty 


- Analysis: Spectrum of 3 Degrees






I: Gross Negligence
II: Conscious Disregard
III: Subjective Bad Faith




- Gross Negligence ≠ Bad Faith





- Leads to a breach of duty of care analysis




- Conscious Disregard = Bad Faith

- Intentional dereliction of duty

- conscious disregard for one’s responsibilities
- Caremark claim (see below)




- Subjective Bad Faith = Bad Faith

- intentionally acting with a purpose other than advancing the best interests of the corporation, 

- intent to violate the law, 

ii. Case Disney
- Issue: Action filed by Disney shareholders, as to whether Ovitz’ employment plan and non-fault termination provision (due to its size) constituted a breach claim?

- Unless there was a termination for misfeasance or gross negligence and if terminated w/o cause, Ovitz would get about $140 million 


- Held on Breach of Due Care

- What did plaintiff need to prove to show breach of the duty of care? 

P need to show D (directors) were grossly negligent in informing themselves about the material information reasonably available when making a decision: way of doing this is contrasting best practices vs. what actually happened
- What did the court suggest would be “best practice”? 

All members of the committee should have received a spreadsheet that would show all the costs for Disney NFT and what would happen if terminated in one year or two year and content should have been explained by a consultant and it should be been attached as exhibits to the minutes.

- What actually happened? 

Committee met twice and approved a draft and they knew the consequences of the NFT provision. There were no exhibits. They only had oral testimony as to there being spreadsheets. They got information from two sources – 1st one was concerning value of benchmark option and 2nd was concerning valuation by Watson. There was some sense from a benchmark comparison of options that were granted in the past for Eiser and the valuation by compensation committees. There was report from Ovitz that said he wanted downside protection for leaving his former employer and DGCL 141(e) allows reliance on such reports. Court said they did not actually have a concrete calculation of what the payout on a NFT would be.
- Were the directors liable for breach of the duty of care? 

Directors still informed themselves and were not grossly negligent. Directors also knew that they needed to do a pipeline for senior management/CEO succession plan. They knew key terms of agreement incl. the salary bonus option. They had meetings and asked questions. They were fully informed on material information and even not done best way, it was not gross negligence. D’s conduct fell short of best practices but not gross negligence and thereby not a breach. 

- How is this case different from Van Gorkom? 

In VG there was breach of duty of care. 
Two main differences: 

1. VG involves a final period problem (cash-out acquisition) and huge decision of selling entire company and shareholders thereby being no longer shareholders once sold, while in Disney it was a much smaller decision relatively compared. Even if with significant payout it was a much smaller decision 
2. The Disney board members were not as sloppy as VG
- Held on Breach of Good Faith 

- No facts pleaded that showed that directors either had conscious disregard to subjectively acted in bad faith


- Held on Corporate Waste

- A plaintiff who fails to rebut the BJR is not entitled to a remedy unless the transaction constitutes waste

- What must plaintiffs show for a waste claim?

- P bears burden to that that transaction was so one-sided that no business person of ordinary sound judgment would determine that the business did not receive any consideration
- Did the plaintiffs succeed with their waste claim here? 
- Here, no success b/c meritless because at time when NFT was paid, Disney was contractually obligated to do so. At time when entered into K and they had been negotiating with Ovitz. It was not so one-sided cause they were trying to get Ovitz to come over to Disney.



iii. Nonfeasance & Breach of Good Faith

- If the nonfeasance conduct was plead as a claim of breach of the duty of good faith (which is part of loyalty), it would not be exculpated by a 102(b)(7) provision and wouldn't stop it from going forward

- very fact specific pleading

- Example Francis Case
- to show conscious disregard is really hard b/c she was an alcoholic and didn’t know the duties but then you have the fact that her husband told her to watch out for the sons messing things up which suggests she was placed on notice and thereby had an idea

iv. Oversight



- Concept

- Duty of care requires directors to pay ongoing attention to the business of the corporation (see 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 due to BJR



- Analysis

- to assure that a corporate information and reporting systems exists, and that failure to do so may, in theory at least, render a director liable for losses caused by non-compliance with legal standards
- Adequate Law Compliance Program


- 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 the board the ability to monitor the business

v. Caremark Claims

- Definition

- A cause of action against boards for failing to take minimal steps to achieve legal compliance and provide information to monitor business
- Rule

- The directors utterly failed to implement any reporting or information systems or controls 

OR

- 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
iv. Case Stone v. Ritter


- Essential Facts
- AmSouth Bancorporation (AmSouth) was forced to pay $50 million in fines and penalties on account of government investigations about AmSouth employees’ failure to file suspicious activity reports that were required by the Bank Secrecy Act (BSA) and anti-money-laundering (AML) regulations
- AmSouth’s directors were not penalized
- AmSouth hired KPMG Forensic Services (KPMG) to conduct the review and KPMG found that the AmSouth directors had established programs and procedures for BSA/AML compliance
- Plaintiffs still brought suit 



- Held




- Directors did not breach duty of good faith


- Rule

- Imposition of oversight liability requires a showing that the directors knew that they were not discharging their fiduciary obligations


- Rationale
- The KPMG Report refutes assertion that directors did not act in good faith by having a BSA officer, a BSA/AML compliance department, a corporate security department, and a suspicious banking activity oversight committee

vi. Hypos
- If Caremark claims are now characterized as good faith and therefore duty of loyalty claims, what other claims should be characterized as violations of the DOL? 
- Facts suggesting subjective bad faith, conscious disregard (Caremark claim) and intent to violate the law

- 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
- There is a breach of the duty of good faith b/c there is an intent to breach the law. Consequently, you have a breach of duty of loyality claim. 

- 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?
- Yes, you would have a Caremark claim (i.e. conscious disregard) and thereby a breach of duty of good faith and thus a breach of duty of loyalty claim. A very weak argument could be advanced to get protection under BJR

- Does DGCL § 102(b)(7) allow for exculpation of directors for breaches of DOL or bad faith?

- No, only duty of care.


vii. Fiduciary Duties of Officers

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

- If there is a fact pattern that includes a CEO who also sits on the board, treat him like a director 
4. Duties and Issues Involving Controlling Shareholders

a. Controlling Shareholders

i. General



- Shareholders have no obligations or duties to each other

- Allowed to act in their own interest in deciding how to vote
- If a shareholder is elected to the board, then shareholder becomes a director and assumes fiduciary obligations towards other shareholders

- Issue: Shareholders w/ control 


ii. Types of Control



- De Jure: Shareholder owns more than 50% of the voting stock

- De Facto: Shareholder owns less than 50% of the voting stock AND a majority of the board lacks independence from that shareholder
- P bears burden to show that there is strong influence/strong control by one shareholder so that the other ones are beholden

b. Corporate Groups


i. Parent-Subsidiary Transactions

- Wholly Owned: When a parent corporation owns 100% of stock of the subsidiary, it is considered wholly owned and there are no minority shareholders, and thus no complaints

- Majority Owner: When a parent owns more than 50% of the subsidiary, then the subsidiary is a majority owned one and there are minority shareholders 

- Issue: Minority shareholders are concerned that parent may control subsidiary w/ self-interest and benefits may only go to parent and not minority shareholders


ii. Case Sinclair Oil v. Levin


- Essential Facts

- Sinclair Oil Corp. owned about 97% of stock (de juro) of its subsidiary Sinclair Venezuelan Oil Company (Sinven)
- Minority shareholders of Sinven brought claims against parent Sinclair

- Test Applied to Challenging Duties within Corporate Group: Intrinsic Fairness or BJR?

- Step 1: Is there a shareholder that dominates or controls the corporation, i.e. is there de juro or de facto control here w/ minority shareholder?

- Note: this does not apply for wholly owned subsidiaries 

- Step 2: Does the controlling shareholder receive a benefit to the exclusion and at the expense of the minority shareholder, i.e. is subsidiary taking an action that is only benefitting the parent to expense of the minority?
- If yes, then burden is on controlling shareholder to prove intrinsic fairness of transaction
- Different than entire fairness, which looks at the substance and process, while intrinsic involves substance only b/c we already know about the process

- Usually in cases where there is a two-type stock and only one type gets dividends and the other one does not, i.e. exclusion of minority and no equal share payout

- 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
- If benefit was NOT received to the exclusion and expense of minority shareholders, then BJR applies

- Three Challenged Actions & Test Applied
- (1) Sinclair causing Sinven to pay out $108 million in dividends to shareholders (breach of fid. duty)

- BJR Applied: The minority shareholders had pro-rata/proportionate (3%) b/c that’s what they were entitled to based on their ownership (there was no exclusion, but fair share)
- Important Variation Hypo: BJR would not apply to scenarios where there would be no proportionate sharing such a dual class stock such as X, owned by parent, and Y stock, owned by minority and subsidiary would issue dividend ONLY to X-Stock ( Intrinsic Fairness Test 
- (2) Corporate opportunity taken away (development of oil fields and using other subsidiaries, but not Sinven to develop these)

- BJR Applied: The subsidiary explicitly was found to do business in Venezuela only and no other regions and thus BJR
- (3) Breach of K claim w/ Sinclair International, another subsidiary of Sinclair Oil Corp. (International having not paid Sinven and not ordered minimum order per K) ( breach of fid. duty by Sinclair for not making International enforce K
- Intrinsic Fairness Applied: Since Sinclair, as parent company to International owned 100%, it was getting the full benefit/full upside return from the transaction between International and Sinven. Then, as to the breach with Sinven, it still walked away with 3% of gain because it owned 97% of Sinven, i.e. 100% Gain - 97% Loss = 3% Gain. Contrast that w/ minority shareholders of Sinven who lost 3%, which thereby is a full benefit to parent and none to minority.
c. Oppression in Closely Held Corporations


i. General
- Absent a contractual arrangement, the minority shareholder in a closely held corporation is generally locked into her investment (it is “illiquid”) b/c not publicly traded


ii. 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
- Without a market into which to sell their shares, minority SHs are vulnerable to board decisions about management, employment, compensation, dividends, etc. (e.g. buy and sell shares at unfair prices)


iii. Fiduciary Duties

- Some courts have responded to SH oppression by imposing special or heightened fiduciary duties in closely held corporations with differing approaches 

- Massachusetts is very protective while Delaware has no special provisions 


iv. Case Wilkes v. Springside Nursing Home
- Essential Fact: Four shareholders with equal shares begin to exclude another shareholder and do not include him in annual meeting and do not pay him salary out, even though he faithfully and diligently carried on his duties to the corporation, i.e. they freeze him out
- Court’s Analysis
- It’s on the defendant to show (1) whether there is legitimate business purpose behind the majority’s action, and once shown, (2) plaintiff bears the burden to show results could have been achieved through an alternative course of action less harmful to the minority's interest
- Held: There was a breach of fiduciary duty


- no legitimate business purpose has been shown 



- no misconduct by Wilkes shown 



- they employed a freeze out strategy 

- they pushed Wilkes to sell his shares below their value as evident from another director admitting that he would have never sold his share for such a low price

v. Case Nixon v. Blackwell


- Essential Facts

- E.C. Barton & Co., a closely held corp. had two classes of stock (A w/ voting rights and B w/o voting rights) and upon owner’s death, employees received A stocks w/ employment stock ownership plan where they could just cash out their A stocks upon termination/leave (i.e. substantial measure of liquidity) or turn them into B stocks

- Board had 10 members who were all employees, owned 47% of the Class A stocks
- Issue

- Is there a breach of fid. duty against minority shareholders through discrimination by not giving non-employees the ESOP plan option?



- Test: Fairness Standard Applies

- Applied b/c the directors are on both sides, i.e. directors decide as to whether to apply ESOP plan and whether to receive ( interested director transaction (like duty of loyalty) ( nothing to do whether open or close held corporation
-  Yet, court said this test WILL NOT apply to all instances where minority shareholders sue within a closely held corporation 

- Stockholders need not always be treated equally for all purposes

- Purpose of ESOP plan is to benefit employees which here happened and thereby benefitted corporations (good employees are attracted) ( standard corporate behavior
- the minority stockholders were not (a) employees of the Corporation, (b) entitled to share in the ESOP, (c) qualified for key man insurance, or (d) protected by specific provisions in a stockholders' agreement
- Delaware looks at the corporate document structure/governance documents and you have notice of that, and if you want to change them, you can use contract law to change them, if you don’t change then it is what it is 
C. Role and Rights of Shareholders

1. Shareholder Voting


a. Who Votes



i. Shareholders of record, i.e. the holders on record date

- Shares entitled to vote are fixed on record date, i.e. those reflected on the corporation books 

- Shareholders who BUY between the record date and the meeting are not entitled to vote

- Shareholders who SELL between the record date and the meeting date are entitled to vote
ii. Default Rule: One Share = One Vote, unless otherwise provided in certificate 

iii. Proxy Vocab


- Proxy Holder = Agent who will represent shareholder 

- Proxy/Proxy Card = Document for appointing the agent and voting

- Proxy Statement = Packet of info that comes with ballot





iv. Quorum for Shareholder Voting

- Default: Majority of shares entitled to vote make up a quorum

- Certificate or bylaws can reduce requirement, but never less than 1/3 

- Note: Quorum consider #s of shares NOT #s of persons


b. What Shareholders Vote On



i. Directors

- Voting method:

- DE has a default of “straight voting” and “cumulative voting” available on opt-in basis, only if certificate provides 

- Contrast CA, which has a default of cumulative voting
- Voting standard/amount:

- Default is a plurality of votes present or represented by proxy and entitled to vote* 

- Majority voting on opt-in basis, if in certificate or bylaws 

- Board structure:  

- Classified (“staggered”) board, i.e. take-over board on opt-in basis, if in certificate or sh-approved bylaws 

ii. Bylaw amendments, shareholder proposals, non-binding “say on pay”

- Majority of shares present or represented by proxy and entitled to vote* 

iii. Certificate amendment

- you need board action first and you need an absolute majority, incl. all outstanding
- 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) 

iv. Major transactions (e.g., mergers)

- Per applicable statutory provision, generally majority of outstanding shares entitled to vote
*Note:  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.

c. When Shareholders Vote



i. Default per DE: Straight voting w/ plurality



ii. Straight Voting

- when a shareholder votes, the # of votes the shareholder has is accorded to each slot that is up for election/being voted upon.  
- Example: if there are 5 slots and you have 100 shares, that equals 100 votes per slot and you can decide how many votes to allocate to each slot, but it cannot exceed the 100. 
- It’s either the full vote of 100 or 0 vote. You cannot part votes



iii. Cumulative Voting

- each shareholder’s # 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. 
- Example: if there are 5 slots and you have 100 shares, that equals 5x100 which means 500 votes in total that you could allocate to one single slot, whereas with straight voting you are limited to a maximum per slot based on your shares held 





iv. Plurality Requiremnt






- Concept: whoever gets the most votes for the seat







- Example #1: 

- 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? Al b/c of receiving most votes







- Example #2: 

- 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, b/c as single candidate he got the most votes even if he had more against him. All that would be needed with a single candidate is one vote
v. Majority Requirement

- Concept: nominee needs to receive at least 50.1% in -votes
- The specific procedures for what happens when a director fails to receive a majority vote vary depending on how the provision is written, for example: 

- a strict rule under which the candidate is refused the seat
- the candidate is required to submit a letter of resignation and the board has discretion over whether to accept it
- the candidate is required to submit a letter of resignation but only after a replacement director is appointed





vi. Hypo
- Acme’s directors are A, S, and T (who each own 1 of Acme’s 100 outstanding shares).  

- D, who owns 1 share, disagrees with the way A, S, and T manage Acme & wants to replace them.

- D launches a PR campaign against A, S, and T, urging shareholders to vote against them.

- D is persuasive:  All other shareholders send their
proxy cards, voting against A, S, and T.

- A, S, and T each get 3 votes in favor, 97 votes against them


- Plurality Standard

- Step 1.) Quorum? Yes, b/c of the 100 outstanding shares, 51 were needed for a quorum and here we have 100

- Step 2.) They are all elected as there are three seats and three nominees and each got one vote, i.e. the most







- Majority Standard

- Step 2.) None of them would be elected b/c they did not get a majority (ask Pollman). Now consider bylaws


d. When Shareholders Vote



i. Annual Meeting: Elect directors 

- Unless directors are elected by written consent, an annual meeting is required

- If no annual meeting has been held for 13 months any holder of voting stock can require holding one 

ii. Special Meetings: can be called by person authorized in bylaws or in some states by 10% shareholders 

-  Advance notice required for meetings

iii. Written Consent Voting
- shareholders may take action without a meeting, unless certificate provides otherwise
- shareholders may act by written consent to elect directors in lieu of an annual meeting only if


- (1) the action is by unanimous written consent 
or 
- (2) the action by non-unanimous consent is exclusively to fill director vacancies
e. How Shareholders Vote


i. In-Person Voting


ii. Proxy Voting

- 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)

- Can specify how shares to be voted or give agent discretion

- Revocable (default)
- If shareholder votes “withhold” it does not count towards the quorum as they express their displeasure

- If shareholder votes “abstain” it counts towards the quorum




f. Shareholder Voting Powers





i. Amend the certificate

- Board adapts a resolution (i.e. board action required first) to amend the certificate & then you need an absolute majority of the outstanding shares to vote for it
- Absolute majority: Majority based on all outstanding shares, incl. present/sold ones





ii. Amend bylaws

- Shareholders can make proposals and then majority needed to vote for it 




iii. Nominate directors






- Board has power to nominate directors
iv. Remove directors 

- any director or entire board can be removed with or without cause by shareholder

- Exceptions

- Staggered boards can only be removed w/ cause

- If cumulative voting is used, you can only remove w/ cause 





v. Vacancies and newly created directorships






- Board can fill the vacancy




g. Proxy Contest

i. Incumbent Board: individuals who, as of a specified date, constituted the Board of Directors of the Company
ii. Insurgent Board: A shareholder is putting forward a slate of directors as an alternative to the proposed ones

- Both sides prepare proxy cards and proxy statements that are sent to shareholders

iii. Uncontested Board Elections
- The company puts up a slate of directors for election and the SHs are expected to elect that slate





iv. Contested Board Elections

- Hostile Takeover: Potential company wants to take over a company. You can run a proxy fight.




v. Case Rosenfeld v. Fairchild
- Essential Fact: P Rosefeld sued D, Fairchild (newly elected board) for the reimbursement paid out of corporate funds to both sides in a proxy contest, after ratified by majority of shareholders

- Held: 

- (1) in a contest over policy, directors have the right to make reasonable and proper expenditures from the corporate treasury for purposes of persuading stockholders of the correctness of their position if in good faith believed to be in the best interest of corporation 

- (2) Stockholder have the right to reimburse successful contestant for the reasonable and bona fide expenses incurred for the policy contest made




vi. Reimbursements in Proxy Fights

- Incumbents: Whether contested or uncontested, reimbursed for reasonable expenses as long as not for personal matters

- Insurgents

- (1) if they lose, the corporation does not pay, they bear the cost

- (2) If they win, and contest was over policy, the corporation pays if ratified by shareholders, i.e. reimbursed for reasonable expenses
- Shareholder ratification is needed b/c a shareholder may be often an interested one, i.e. on both sides of the deal






- Can be included in bylaws 
2. Shareholder Proposals


a. SEC’s Statutory Authority
i. Rule 14a
- The SEC promulgated proxy solicitation rules under this authority, applicable to registered securities
ii. Rule 14a-8
- How shareholders can have their proposals included in company’s proxy statement
- Shareholder must hold at least 1% or $2,000 worth of company voting shares for one year

- Present proposal at meeting 120 days before company’s last proxy meeting 

- If company includes material, they can recommend shareholder vote against that proposal 

- If company omits proposal in its materials, there can be SEC no-action review + company needs to upfront explain to SEC why excluded
iii. Rule 14a-9
- prohibits false or misleading statements or omissions as to a material fact in connection with soliciting proxies
b. Rule 14a-8(i) Exclusions



i. List of Exclusions

- (1) Improper subject of action for shareholders under state corporate law (e.g., draft as a nonbinding recommendation (“precatory”)) ( (!) 

- When action proposed against state law
- Example: Phrasing of a proposal way in a binding way (demand) when under state law the shareholders don’t even have power to do so
- (2) Violation of law 

- (3) Violation of proxy rules


- cannot violate SEC 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 (see Lovenheim) ( (!) 
- (6) Company would lack power or authority to implement

- Example: asking for world peace which is outside of company’s power
- (7) Relates to ordinary business operations (see Walmart)  ( (!) 
- (8) Relates to director elections (enumerated issues or related to upcoming election)
- using 14a-8 proposal mechanism to do specific things that would specifically interfere with elections and board members.
- (9) Conflicts with company proposal

- Company receives proposal and says we already have that it can be excluded
- (10) Company has already substantially implemented the proposal

- (11) Duplication

- (12) Resubmissions

- If you are going to keep sending us the same proposal and you don’t get approval, we will just exclude it.
- (13) Relates to specific amounts of cash or stock dividends
ii. Procedure for Exclusion
- Rule 14a-8(i) allows the corporation to exclude certain proposals ( BJR
- (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 it should be included or take an intermediate position (not includible in present form, but can be cured)

- (5) Shareholder can try to remedy the defect or could appeal to SEC commissioners or seek injunction in court


iii. Case Lovenheim v. Iriquois Brands



- Essential Facts

- The resolution pertained to the allegedly inhumane procedures used to force-feed geese for production of pate de foie gras in France, which was a type of pate imported by Iroquois
- D argues that its net earnings are based on 0.05% based on assets related to pate de foie gras and thus relies on Rule 14a-8 (c)(5)





- Held

- Based on the history of the rule, its significance is not only limited to economic criteria and can thus also include ethnic and social significance
- Commission of statutes stated in 1976 that it did not believe that subparagraph (c)(5) should be hinged solely on the economic relativity of a proposal, such as policy questions important enough to be considered significantly related to the issuer’s business
iv. Hypo: Two years ago, Dany Targaryen bought $2,000 worth of stock in Crate & Box, a publicly traded company that sells home furnishings.  Which of the following proposals from Targaryen would be excludable under the shareholder proposal rule (Rule 14a-8)?
- (1) A proposal that shareholders elect Targaryen

- Excludable under #8.
- (2) A resolution stating that the shareholders desire that the board consider nominating women directors for the board
- It’s too general to be excludable under #8. Board diversity is considered a general topic of corporate governance and not of personal interest.
- (3) 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
- it’s includable because shareholders can amend the bylaws as this is about proxy access per DGCL 112
- (4) A proposal that the board sell a particular division of Crate & Box and distribute the proceeds as a dividend
- Excludable per #7 + #13 (as this is a specific amount)
- (5) 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 and it cannot be excludable under #5. It may get excludable under#7 if it’s very broad


v. Trinity Wall Street v. Wal-Mart



- Essential Facts

- with an intent to address the ease of access to rifles, Trinity drafted a shareholder proposal aimed at filing the governance gap of perceived Walmart had
- Walmart excluded proposal in its proxy material per rule 14a-8(i)(7), stating that the proposal meddled in ordinary course decision making 

- Trinity contented that it did not b/c proposal addresses (1) oversight of important merchandising (2) concerns company’s standard for avoiding community harm & (3) raises substantial issues of public policy

- Walmart contacted SEC which issues a no-action letter siding w/ Walmart

- Yet, b/c no action-letters are not binding, Trinity filed suit
- Issue
- whether Trinity’s proposal was excludable because it related to Wal–Mart’s ordinary business operations

- Rule
- as long as the subject matter of the proposal relates (bears) on a company’s ordinary business operations, the proposal is excludable unless proposal raises a significant policy issue that transcends the nuts and bolts of the company’s business






- Analysis

- (1) Two Part Analysis (relation to business operation)
- (a) Discern the subject matter of the proposal, i.e. about oversight and governance OR subject matter that is an ordinary business matter
- Example: Is it about a mega governance issue (like an employment harassment issue) or ordinary business matter/business management (how they sell stuff)
- here, Subject matter of proposal is how Walmart approaches merchandising decisions

- (b) Does the subject matter of the 

proposal relate to Wal-Mart’s ordinary business operations 
- Example: A proposal need to ONLY RELATE to company’s ordinary business to be excludable and does not have to dictate particular outcome
- here, seeks to have a board committee address policy that could shape what products are sold by Walmart, even if avoided to say so directly 







- (2) Two Part Analysis (policy issue matter)

- (a) Does the proposal focus on a significant policy?

- here, it does: significant concern of society
- (b) If it does, does the policy issue transcend the company’s ordinary business operations?

- What does transcend mean: disengaging from the core of a retailer’s business, not focusing on the nitty-gritty of its core business
- Examples that DO NOT transcend: 
evaluate its sugary sodas b/c of the event on childhood obesity which goes into daily activities, out of animal welfare, limit products that are on shelves

- Examples that transcend: 

(1) discriminatory hiring or compensation practices, asking for environmental effects of constructing stores near environmentally sensitive sites

(2) No issue if dealing with product that is of a manufacturer with a narrow line  
- Here, it targets day-to-day decision making & thus, does not transcend 

- Proposal must target something more than choosing of one among tens of thousands of products it sells
3. Shareholder Information Rights

a. Shareholders List


i. Rule

- Available to shareholders for purposes germane to meeting
b. Book and Records


i. Content

- INCLUDES: articles of incorpation, bylaws, minutes of board and shareholder meetings, board of shareholder actions by written consent

- Contracts & Correspondence: very specific and narrow inquiry has to be made

- Shareholder Lists: Burden on corporation to show that it is for improper purpose

- Other Items: burden is on the shareholder to show that there is a proper purpose for that document
ii. Rule

- Upon written demand stating the purpose 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

iii. Why would a shareholder want to inspect?

- Potential Shareholder Litigation: to file a derivative suit, stockholder must inspect before filing 
- Proxy Contest: to get an idea of who the shareholders are for mailing purposes


c. Case State ex. Re. Pillsbury v. Honeywell



i. Essential Facts

- Pillsbury was against the war and bought 100 shares of Honeywell with the sole purpose of gaining access to Honeywell’s shareholder list so he could convince the board of directors and fellow shareholders to stop producing the munitions
- Corporation bears burden to show that inquiry is for improper purpose 




ii. Held

- A proper purpose exists if the purpose is related to a business/economic interest, not to further political or social beliefs/self-interest




iii. Rationale

- Sole purpose of buying the stock was to force Honeywell to cease such production & persuade company to adopt his social and political concerns


d. Case Saito v. McKesson HBOC



i. Essential Facts

- Noel Saito (plaintiff) purchased stock in McKesson Corporation on October 20, 1998, several days after the company entered into a stock-for-stock merger agreement with HBO & Company (HBOC)
- It turned out that a revision was needed which allegedly was due to HBOC accounting error, i.e. financial restatement issue (there was an M&A deal and one of the companies involved had bad financial statements)
- P filed action requesting records for the stated purpose of investigating possible breaches of fiduciary duty and supplementing his derivative complaint
- Burden is on P to show that there is no improper purpose for request



ii. Held
- P should be given access. Scope of inspection is limited to those books that are necessary and essential to accomplish the stated 
proper purpose



iii. Rationale 





- (1) The Standing Limitation (created prior to stock purchase)

- There is no time limit as long as the request is reasonably related to the stockholder’s interest

- The date of stockholder purchasing stock should not be used as a cut-off date in a §220 inspection 


- It can involve a continuing wrong which may predate the stock purchase date

- The post-date wrongs may be based on earlier transactions, i.e. here how McKesson’s merger was consummated

- (2) The Financial Advisor’s Documents (created by 3rd party)

- Since McKesson and McKesson HBOC relied on financial and accounting advisors to evaluate HBOC’s financial condition and reporting, those advisor’s reports and correspondence are critical to Saito’s investigation 

- Test: Are the documents essential to satisfy the stockholder’s proper purpose?

- (3) Subsidiary HBOC Documents (created by HBOC of which he never was part of)

- Saito gets access ONLY to relevant HBOC document in order to understand what his company’s directors knew and why they failed to recognize HBOC’s accounting irregularities  

- Settled Principal: Stockholders of a parent corporation are not entitled to inspect subsidiary’s books and records absent a showing of a fraud or that the subsidiary is merely an alter ego of the parent


e. Shareholder Lists in Public Corporations



i. Types of shareholder lists

- “CEDE” list: Stops at the brokerage “street names”. You at least have to tell us the brokerages like Fidelity. 

- “NOBO” list: Specifies non-objecting beneficial owners. To the people who have not objected to have names listed within Fidelity.


f. Duty of Candor


i. Duty to ensure honesty in communications to shareholders



ii. DE calls duty of disclosure

iii. Shareholders can challenge mergers, reorganizations, and charter amendments accomplished through false or misleading proxy statements
4. Shareholder Litigation

a. Shareholder Derivative Actions


i. Direct Actions vs. Derivative Actions



- Direct Action
- Brought by the shareholder in his or her own name

- Cause of action belongs to the shareholder in his or her individual capacity

- Arises from an injury directly to the shareholder
- Examples: 

- Claims based on disclosure req’ts of securities laws

- Protecting voting rights for SHs

- Seeking more $ for sale of the corporation





- Derivative Action







- 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

- Principal means of enforcing fid. duties

- Examples: 



- Breach of duty of care

- Breach of duty of loyalty




ii. Case Tooley v. Donaldson, Lufkin & Jenrette





- Essential Fact
- Two minority shareholders brought suit against board for breach of fiduciary duty claiming that an extension granted for a merger deal was not properly authorized, harmed them, and improperly benefitted AXA





- Issue

- Did the plaintiffs make a derivative or direct action claim?






- Rule

- To determine if a claim is derivative or direct, answer these questions: 

- (1) Who suffered the alleged harm? The corporation or the individual stockholder?

- (2) Who would receive the benefit of any recovery or other remedy? The corporation or the individual stockholder?





- Held

- claim does not state a direct action claim b/c 
rights of Ps have not really been injured because their rights have not yet ripened because the terms of the merger have not been fulfilled yet, incl. the extensions of the closing at issue here




iii. Hypos
- (1) 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?
- The injury is not to the shareholder directly. Jones owned no duty the shareholder. You would do this as a derivative action

- (2) 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?
- It’s not enough for the shareholder to allege that there was direct harm. The injury was actually to the corporation. You need a derivative action for breach of the fid. duty of loyalty. You have an individual who harmed the corporation

- (3) The board of XYZ Inc. agrees to sell 80 percent 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 the plaintiff’s claim that the sale amounts to a disposition of substantially all of XYZ’s assets.
- You can bring a direct suit b/c the shareholder suffered a direct home by not getting to vote
iii. Derivative Actions



- Requirements

- (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.
- To whom does a derivative suit belong? Corporation
- Why didn’t the corporation sue in the first place? There may be a conflict of interest as wrongdoers may be directors themselves and it gets to the assets of the corporation
- Who is really in control of the lawsuit? The plaintiff’s attorney which may give corporations a deterrent effect that someone is watching their acts
- What are the incentives of the relevant parties:

- In bringing a suit? Incentives can motivate certain P’s attorneys to bring non-meritious suits and are just looking to make fees. Often these suits get settled
- In settling one? Ds who get sued have an ability to get indemnified or insured. Ds have an incentive to settle b/c they can get indemnified and do not have to pay for it out of the pocket and do not want to go to trial and be deemed a wrongdoer.
b. Demand Requirement


i. Basic Rule

- Most states require shareholders to first make demand that the board pursue legal action, unless demand is “excused” as “futile.”




ii. Cotent
- Typically, a letter from shareholder to the board of directors
- Must request that the board bring suit on the alleged cause of action
- Must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits


ii. Consequences of When Demand is Made

- (1) the plaintiff-shareholder is deemed to have waived or conceded the right to contest board independence and can no longer argue demand is excused
- (2) board may accept or reject the demand—either way, the shareholder-plaintiff loses control of the dispute.
- (3) BJR applies to the board’s decision about the demand/litigation
- (4) Arguing against BJR, P has burden to rebut that by showing that there was gross negligence or that it was done in bad. Discovery is limited to books and records

iii. When Demand is Excused



- Rule: Demand is excused if futile 


iv. Case Aronson v. Lewis


- Essential Facts

- Leo Fink is a director of Meyers and owns 47 percent of stock
- P claims transactions were approved only because Fink personally selected each director and officer of Meyers
- Meyers’ directors approved a lucrative employment agreement for Fink and gave him interest-free loans 

- P claims that there was no valid business purpose 

- P claims that (1) all directors are defendants & are personally liable for all wrongdoings, (2) Fink controls every member, (3) a demand would result in directors having to sue themselves, making it hostile






- Held

- P has failed to allege fact with particularity indicating that the Meyers directors were tainted by interest, lacked independence or took action contract to Meyers’ best interest






- Rationale

- On allegation that Fink dominates and controls board through 47% stock ownership

- Stock ownership alone, especially when not a majority is not by itself sufficient proof (even if majority owner not enough)

- Facts need to show that through personal or other relationship the directors are beholden to the controlling person
- On allegation that directors would have to sue themselves and thus in hostile hands


- Conclusory 


v. Delaware’s Demand Futility Standards


- The Arson Test: applied when business decisions made

- 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 (such as they are not family members)

or

- (2) The underlying transaction is the product of valid exercise of business judgment

- The Rales Standard: applied in oversight cases, Caremark claims


- whether the derivative stockholder complaint creates a reasonable doubt that, as of the time the complaint is filed, the board of directors as it currently exists, could have properly exercised its independent and disinterested business judgment in responding to a demand
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c. Special Litigation Committees (SLCs) & Independent Directors


i. Concept

- In response to a derivative action, corporation often form Special Litigation Committees

- Central premise is that it will be independent: non-defendant directors and independent lawyers are hired 

- They independently consider allegation and make recommendation as to whether proceed with suit

- Concern as to whether SLC members may be influenced by other non-SLC directors like the Ds
ii. Case Auerbach v. Bennett
- Procedural not substantive scrutiny of SLC

- Did this committee meet?


- Did they consult outside council?
- 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 here on plaintiff

- NY and CA standard

iii. Case Zapata v. Maldonado 


- Essential Facts



- Fiduc. duty/ excessive compensation case

- Demand not made

- Demand excused as futile

- Board appoints a SLC

- 2 new board members

- Recommends dismissal





- Issue: How to deal w/ structural bias within SLC






- Rule & Holding: Two-Step Analysis







- Step 1:  Procedural inquiry
Inquiry into the independence and good faith of the committee and the bases supporting its conclusions

- Burden of proof here on corporation

- Limited discovery may be ordered to facilitate such inquiries

- Corporation has burden of proving independence, good faith, and reasonable investigation
- Step 2:  Substantive inquiry

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
- Defendants may satisfy step 1, but court may believe that due to fiscal financial, ethical, commercial or employment issues, they need to apply their own BJR
- Court allows itself to make analysis

- Is there something fishy about the recommendation made?


iv. Case Oracle 



- Illustrates application of Step #1 of Zapata test

- Essential Facts

- P’s derivate complaint center on alleged insider trading by four members
- Oracle formed an SLC, which concluded that P should not peruse claims







- Afterwards, P brings suit, questioning








- Independence of the SLC

- Good faith of its investigative efforts

- Reasonableness of the bases for its conclusion that the lawsuit should be terminated






- SLC’s Argument

- Neither Grundfest nor Garcia-Molina received compensation, were not on Oracle’s board at the time of the alleged wrongdoing, were willing to return their compensation, there were no material ties
- Issue: Ties between directors and SLC members to Stanford University

- Held: SLC has not met its burden to demonstrate the absence of a material dispute of fact about its independence
- Test: Whether a director is a for any substantial reason incapable of making a decision with only the best interest of the corporation is mind

- SLC bears burden of proving its standard

- Standard SHOULD NOT BE whether there was domination and control by one side, but rather it should be looked upon by a HUMAN ASPECT, i.e. when you are friends or in close contact with someone, how can there be pure objective evaluation (example of two brothers)
- Rationale

- There are strong ties between the SLC, Trading Defendants & Stanford ( SUBSTANTIAL 

- Defendant Boskin was a Stanford professor and had been taught by Grundfest and they were member of the SIEPR

- Defendant Lucas was a very important alumnus of Stanford making big donations
- Both Boskin and Garcia-Molina were fellow professors at Stanford 

- Community concept between two professors 

- For Lucas, the two members would have to accuse SIEPR’s Advisory Board Chair and major benefactor of serious wrongdoing 

- SLC is aware of how important large donation are to Stanford University
d. Indemnification and Insurance


i. General 

- Corporations can directly pay for, or reimburse the damages and costs of directors and officers 

- Statutes provide both for permissive and mandatory indemnification 
- Three Categories

- May Indemnify (permissive) 

- Must Indemnify (mandatory)

- Must NOT Indemnify (prohibited)
ii. Permissive 
- §145 (a) Direct Claims: All expenses could be indemnified as long as director acted in good faith and reasonably believed to have done work in the best interests of the corporation and his conduct was not unlawful
- §145 (b) Derivative Claim: Only covers attorney fee expenses and none other and does not cover judgements and settlements

- Rationale: Avoid circularity issue, which is that corporation receives settlement funds and would pay back to director and would end up negative after attorney fees

- Standard: Same as above UNLESS if director found liable, i.e. breached duty, then only indemnification if court approves 
iii. § 145 (c) Mandatory Indemnification
- Corporation must indemnify directors who have been successful on the merits or when the action against them has been dismissed 
- Rationale: Director was sued in their corporate capacity and corporation should bear cost

iv. § 145(d): How is the permissive indemnification decision to be made?  Who makes it?

- Look for an unbiased decision-maker, i.e. seek approval from a majority of the disinterested directors or majority of shareholders would approve or a court or appointment of independent/legal counsel.  This prevents self-dealing.

v. § 145(e):  Advancing expenses, incl. attorney fees. Allowed corporation to advance expenses, but not required to do. 

vi. §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

- Statute is one set of rules and can be substitutes with other rules by corporation. 

vii. §145(g): A corporation may buy insurance with coverage broader than permissible indemnification. They can buy insurance to cover derivate suits 

- Issue of circularity arises again where company pays insurance premiums and later collecting settlements and making less  

iv. D&O Insurance

- All, or nearly all, public corporations carry D & O insurance, and a large % of private companies do
- Reimburses the corporation for its lawful expenses in connection w/ indemnifying its directors and officers 

- Covers claims against individual directors or officers acting in their corporate capacity, thus reducing their exposure when the corporation is unable or unwilling to indemnify 

- Judgement/Settlement can be covered

- Available even if D loses

- Available even if corporation becomes involvement or refuses to pay

- Only exclusion for “dishonest, fraudulent or criminal conduct”

- Can be rescinded if material misrepresentation
- Commonly has different parts: 

- An executive liability part (“Side A”), which pays directors and officers directly for loss (including defense costs) when corporate indemnification is unavailable;

- A corporate reimbursement part (“Side B”), which pays the corporation for any money it has paid as indemnification to the insured directors and officers.

- Corporate entity coverage for securities claims (“Side C”)
e. Attorneys’ Fees in Derivative Actions

i. Corporations essentially pay attorney fees on both sides



- Note: indemnification provision for attorney fees 

f. Settlements


i. Incentive to settle suits

- for Ds the possibility of losing is likely, and the corporation will not reimburse them

- for Ps, issue of attorney fees and whether there is real value





ii. D&O insurance may not cover all expenses 





iii. Once decided to settle, you will go to court and get settlement
IV. Securities Fraud and Insider Trading

A. Securities Fraud and Rule 10b-5


1. Securities Act of 1933



a. Regulates the sale of new securities




i. Corporation can issue stock directly = primary stock issuing
- Act regulated primary stock issuing 
b. Disclosure at the time of the public offering

c. Definition of “security”


i. Includes stock, notes, bonds, investment contracts, etc. 


2. Securities Exchange Act of 1934

a. Regulates secondary trading activity

i. purchasing stock from existing stockholders = secondary stock issuing
b. Requires periodic disclosures by public companies

c. Created the SEC
d. Notable sections:

- §10(b) Anti-fraud

- §14(a) Proxy solicitations and shareholder proposals

- §14(e) Tender offers

- §16 Short-swing trading by insiders

3. Exchange Act 10(b)



a. Rule 10b-5

i. Federal Anti-Fraud Provision 

- “It shall be unlawful for any person to

- (a) To employ any device, scheme, or artifice to defraud,

- (b) To make any untrue statement of a material fact (oral or written) 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

- (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- whether private or public
- Who can bring suits?


- DOJ can bring a criminal action

- SEC can bring a civil action

- Private parties can bring actions as implied by Supreme Court






- Actions have to be brought in federal courts

- State claims can be added under pendent jurisdiction and you would go to federal court
- Exception: Class actions that also allege state corporate law breach of fiduciary duty breaches under state corporate law can be brought in state court

ii. Prerequisite: Jurisdiction

- “by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange…” ( there has to be a hook under state commerce so that Congress could act

- Types of Means: mails, phones or national security exchange
 




iii. Prerequisite: Standing and Transactional Nexus





- “in connection with the purchase or sale of any security”

- in connection with = touch or concern the purchase or sale

- there is no need of privity

- so long as the behavior affects the transaction, i.e. corporation does not have to be party to the transaction 

- Can other individuals such as lawyers or accountants be sued when as aider and abettors? Only the SEC can bring a suit and not private investors

- “only purchasers or sellers have standings as plaintiffs to sue”

- Just deciding not to buy and deciding not to sell is not enough, you have to actually bought or sold something to have standings

- Hypo: 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, that it had begun to exploit.  The CEO had a legitimate desire, however, to acquire additional nearby leases for Mining Co. before it revealed its mineral discovery. 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.?
- Very unlikely because she has no standing as she merely decided not to buy
c. 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 (3) upon which the plaintiff relied (4) causing losses to the plaintiff



i. Material Misrepresentation or Omission




- Case Basic v. Levinson





- Essential Facts
- Basic was a publicly-traded company and Combustion had expressed interest in merging with Basic
- Although throughout 1977 and 1978 Combustion representatives had conversations with Basic representatives regarding the possibility of a merger, Basic made several public statements denying rumors that these conversations were taking place

- Yet, in December of 1978, Combustion offer a share price of $46 per share and Basic asked the New York Stock Exchange to suspend trading of its stocks because it had been approached about a merger

- Stockholders who sold their stock after Basic’s first denial of merger conversations sued Basic and its director for making false or misleading statements b/c they were injured of selling shares at low prices 






- Held

- because mergers can be the most important event in a company’s existence, misstatements about merger negotiations can be material statements of fact






- Rationale

- Materiality depends on the significance the reasonable investor would place on the withheld or misrepresented information 

- A probability/magnitude test (see below) will be applied
- For PROBABILITY: A factfinder will need to look to indicia of interest in the transaction at the highest corporate levels 

- consider board resolutions, instructions to investment bankers, and actual negotiations

- For MAGNITUDE: A factfinder will need to consider the size of the two corporate entities and potential premiums over market value  




- Materiality

- Rule: whether there is a substantial likelihood that a reasonable shareholder would consider the fact important
- If it moves the stock price, definitely important

- if an investor believes that the information will affect the stock price

- But how do we apply this standard when faced with uncertain and contingent facts (e.g. rumors that a M&A will happen)?

- “a highly fact-dependent probability/magnitude balancing approach”
- probability: chance that event will occur

- magnitude: effect on company (e.g. stock price will double)
- balancing approach: either the probability or the magnitude can be high, i.e. not both have to be high at the same time, but neither can be very low too
- Example: early stage M&A talks

- Material Omission: When leaving something out of a statement that has material significance which would have not made that statement otherwise misleading  




- Silence, Duty to Speak, Duty to Update
- Silence, absent a duty to disclose, is not misleading under Rule 10b-5
- “there is no duty to speak, unless you have an actual duty,” i.e. say “no comment”
- there is no duty of continuous disclosure under federal securities law
- Duty arises when defendants have a relationship of trust with plaintiff shareholders 



ii. Scienter

- Concept: particularity facts giving rise to a strong inference that the defendant had a mental state of embracing intent to deceive, manipulate, or defraud
- D was aware of the truth and appreciated the propensity (inclination) of his statement to mislead 
- Hypo: Ask Pollman for it
- Requirement: Complaint must state w/ particularity facts giving rise to a strong inference that the defendant acted w/ the required state of mind







- Case Tellabs v. Makor





- Essential Facts

- Tellabs and its CEO Notebaert gave increasingly optimistic projections about Tellabs’ potential for growth as well as its current financial condition, inducing certain individuals to buy Tellabs stock, thereby becoming shareholders (plaintiff)
- Tellabs and CEO Notebaert responded by making a motion to dismiss, arguing that the shareholders had not met the pleading standards articulated in the PSLRA





- Issues#1 - what counts as a strong inference? 
- a complaint will survive, only if a reasonable person would deem the inference of scienter cogent (logical) and at least as compelling as any opposing inference once could draw from the facts alleged
- Issue #2 - how must a court approach that determination 
- On Pleadings: when faced w/ a 12b6 motion, (1) accept all factual allegations in the complaint as true (2) consider complaint in its entirety and whether ALL facts together infer scienter & (3) take plausible other inferences into consideration

- On Trial: must prove case by preponderance of the evidence, i.e. demonstrate that it is more likely that not that D acted w/ scienter



iii. Reliance 
- Concept: whether P’s trading was linked to the alleged misrepresentation, weeding out claims where the misrepresentation has little or no impact on P’s investment decision 

- must be reasonable 

- reliance is presumed in omission cases if the undisclosed facts were material
- Issue: Would it not be hard to show reliance in class action? See Basic v. Levinson
- Case Basic v. Levinson
- Held: Shareholder plaintiffs can rely on the fraud-on-the-market theory
- Requiring proof of individualized reliance from each member of the proposed plaintiff would be an undue burden and prevent class actions 
- Fraud-On-The-Market Theory

- Rebuttable presumption that investor relied on integrity of public trading market price when making investment decision—so investor need not have seen misrepresentation
- If you deal on an actively public market, there will be all available information, incl. material false information that is immediately incorporated into the stock price and reflected by it
- Rationale: 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
- When Theory is Invoked/Leads to Class Actions: 

- (1) It was a publically traded stock 
- (2) There was a Material & public misrepresentation 
- (3) Plaintiff traded the stock between when the misrepresentations were made and when the truth was revealed (this specific time frame is crucial)






- How could D rebut the theory?

- If there are enough rumors but the right information gets to the market

- If they would have been bought or sold anyways then they did not rely on integrity on market
- If stock was not trading on an open and developed market




iv. Causation (2 Types)




- (1) Transactional Causation (gets presumed) 





- Closely related to reliance 

- But-for-Cause Issue: Showing that it affected price terms
- But for the fraud, plaintiff would not have entered the transaction or would have entered under different terms




- (2) Loss Causation (has to be shown)





- Akin to proximate cause

- Showing that the fraud caused the plaintiff’s loss

- E.g., show a change in stock prices when the misrepresentations were made and then an opposite change when corrective disclosures were made
- Requires expert testimony by economists 
- 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
- on exam, look for some type of linkage like a stock price movement that caused a loss




v. Economic Loss (damages)





- Possible Remedies and Damages

- Out-of-pocket damages: difference between the purchase price and the true “value” of the stock at time of purchase (courts often look to price at time of corrective disclosure to measure the “but for” price)

- Rescission: in face-to-face transactions with identifiable parties

- Disgorgement of defendant’s profits

- PSLRA caps damage at difference between the transacted price and the average of the daily prices during the 90-day period after corrective disclosure
B. Insider Trading

1. Rule 10b-5 and Classic Insider Trading

a. Concept: There is corporate insider or a temporary insider (such as an attorney or accountant who has been hired by corporations), who trades in the securities of his corporation on the basis of MNPI
i. That relationship gives rise to a duty to disclose or abstain from trading, i.e. when would silence constitute securities fraud which is when there is a duty due to the trust to the corporation
b. Case: Chiarella v. United States 



i. Essential Facts

- Ciarella worked at Pandick Press (printing company) and was exposed to a lot of nonpublic material information, familiarized himself with various code names, and learnt about a company acquisition

- He bought shared in the Target Company, even before the tender offer was announced

- Later, sold his shares for considerable profit





ii. Issue

- Did Ciarella violate 10-b-5 by trading on the basis of nonpublic information through insider trading?

- Is silence considered to be deceptive knowing material nonpublic information?





iii. Held

- No. He did not have a duty to speak as he was not an employee or majority shareholder in the companies in which he traded stock




iv. Rule & Rationale

- Only fraudulent without disclosure arises only IF the other party is entitled to know based on trust/fiduciary/confidence 

- then, we would go through all other elements

- Chiarella had a trust relationship with his employer and their clients, but he did not have any relationship of trust to Target Company




c. Hypo
i. Julia is an employee of Hooli Corporation who learns through her work that Hooli is going to be acquired by an even bigger company.  This information is not public and it means that the stock price of Hooli will likely go up when it is announced.  Julia buys stock in Hooli.  Has Julia violated Rule 10b-5 by insider trading?
- Yes. Analysis should focus on whether there is an insider within that corporation and trades within that corporation based on nonpublic information, you have a breach of 10-b-5, which takes place here. 
- What if Julia instead told the information to her sister Priscilla and it was Priscilla who traded?  

- No, see Chiarella. However, see Tipper-Tippee. 
2. Tipper/Tippee Liability

a. Concept: Analysis requires first analysis of the tipper who disclosed MNPI and also whether tipper is in a fiduciary duty or relationship of trust and confidence to corporation (can also be temporary insider or misappropriate) and whether information was disclosed for personal benefit, which is the breach. Tippee can inherent a duty if they have knew of had reason to know that there has been a breach and trades or causes others to trade. 
b. Case Dirks v. SEC


i. Essential Facts

- Secrist, a former officer of Equity Funding told Dirks (defendant) that Equity Funding’s assets were exaggerated due to fraudulent corporate practices

- Dirks investigated Equity Funding and over the course of his investigation, he discussed his findings with various clients, SEC and Wall-Street Journal, including some investors/clients who had stock in Equity Funding and who sold the stock after they spoke with Dirks



ii. Issue

- Does a tippee violate a fiduciary duty to the shareholders of the corporation on which he received a tip if the insider from whom he received the tip did not receive a benefit of any kind from giving the tip?


iii. Held
- Dirks did not violate any resulting fiduciary duty to the Equity Funding shareholders




iv. Rationale

- Secrist’s motivation in telling Dirks about the fraud within Equity Funding was for the purpose of exposing the fraud, not to benefit personally in any way

- Since Secrist did not benefit either directly or indirectly from telling Dirks, he did not violate a fiduciary duty to the Equity Funding shareholders

b. Tipper/Tippee Liability

i. Tipper

- The “tipper” will be liable if she discloses info in breach of a duty, which occurs when she discloses for a personal benefit

ii. Tippee

- The “tippee” acquires the tipper’s duty to disclose or abstain from trading, if the tippee knows or should know that there has been a breach, and the tippee trades or causes others to trade

( Always start analysis w/ tipper b/c tippee cannot be liable if the tipper could not be held liable 





iii. Rule: Personal Benefit Analysis
- Step 1: Did the tipper stand in a fiduciary relationship of trust to the company?

- Step 2: Was there a personal benefit acquired. Consider whether the insider received a direct or indirect personal benefit from the disclosure such as a pecuniary gain (money type of gain) or a reputational benefit that will translate into future earnings or quid pro quo or whether insider made a gift of confidential information to a trading relative or friend




iv. Hypos on Dirks Case
- What if Secrist had routinely exchanged stock tips with Dirks? 

- Now there is personal benefit, i.e. quid pro quo, i.e. reciprocal information 
- What if Secrist had disclosed the Equity Funding fraud in part because he had been fired over an unrelated matter?

- Indirect personal benefit of revenge, but then issue of whether revenge can be considered an exchange of benefit to a friend
- Indirect personal benefit of lowering the reputation of his employer and raising his own 
- Suppose Secrist had disclosed inside information 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 b/c he knew there is a breach as he paid for it.  Would his clients also have violated the rule?

- It depends on whether clients knew or had reason to know whether Dirks received the information through a breach of fiduciary duty
- Illustrates issue of going down in a chain with sub-tippees
d. Who can be defendants?

i. Constructive Insiders: Where material nonpublic information from the corporation is obtained by lawyers, accountants or bankers, and there is an expectation to keep it confidential
- Those people can exchange in classic insider trading as a constructive insider 




ii. Hypo
- 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 the CEO’s company might be liquidated.  Switzer and his pals traded on the information.  

- Insider trading liability? No b/c he was not an insider to the company and not tipper/tippee b/c the CEO did not share anything for his personal benefit and Switzer did not know of a breach of fiduciary duty




iii. Financial Analyst
- “Reg FD” restricts selective disclosure of MNPI by someone acting on behalf of a public corporation




iv. Case Salman v. United States





- Essential Facts
- Maher was an investment banker for Citigroup

- Maher gave inside information to his brother, Michael and Maher knew that Michael would trade on the information

- Maher loved his brother and testified at trial that he gave Michael the information to help him

- Michael also gave the information to his friend Salman (defendant), who also traded on the inside information
- Salman made over $1.5 million in profits using the inside information





- Issue 

- Did Maher receive a personal benefit to hold Salman liable for 10-5-b breach?





- Held 
- Yes. Maher did so to benefit his brother and thus Salman can be found liable





- Rationale

- As to Salman’s knowledge, Michael had testified that he directly told Salman that information was coming from his brother Maher

- Salman and Michael tried to come up w/ a scheme to protect Maher from exposure

- Case illustrates application of Dirk rule
3. Misappropriation Theory

a. Rule 14e-3: Insider Trading & Tender Offers 
i. Purpose: Prohibits insider trading during a tender offer 

- Once substantial steps towards a tender offer have been taken, e.g. if party that is doing a tender offer has started to out together the offer such as working on the docs, Rule 14e-3(a) prohibits anyone, except the bidder, who possesses material, nonpublic information about the offer from trading in the target’s securities ( stops other people from trading in that Target Company
- Rule 14e-3(d) prohibits anyone connected with the tender offer from tipping material, nonpublic information about it.

b. Case United States v. O’Hagan


i. Essential Facts

- Illustrates a lawyer-insider case

- O’Hagan (defendant) was a partner in the law firm that represented Grand Metropolitan PLC in its tender offer of Pillsbury Company (Pillsbury) common stock

- During the time when the potential tender offer was still confidential and nonpublic, O’Hagan used the inside information he received through his firm to purchase call options and general stock in Pillsbury

- Subsequently, after the information of the tender offer became public, Pillsbury stock skyrocketed, and O’Hagan sold his shares, making a profit of over $4 million

- Gov’t did not prosecute O’Hagen on tipper/tippee basis b/c he was not either, i.e. he traded it himself

- Gov’t did not prosecute O’Hagen under classical insider theory b/c he bought stock in the target company not his company of which he owed a duty to (just like Chiarelli) ( thus, court needed a new theory


ii. Held
- A person is guilty of securities fraud when he misappropriates confidential information for securities trading purposes, in breach of a duty to the source of the information 

iii. Rationale

- If they trade on the confidential information, that is deception, taking for their own personal gain MNPI that was passed on to them in confidence 



c. Misappropriation Theory 10b-5





i. Concept: Defendant misappropriates MNPI

in breach of a duty owed to the source(s) of the info. Broadens now Chiarella holding. 
ii. How do we determine whether the defendant had a fiduciary duty to the source?


- Consider relationship between D and the source

- In O’Hagen, was part of law firm where he owed a duty both to the law firm and to Pillsbury as a client to their firm

iii. How could O’Hagan have avoided 10b-5 liability?


- He could have obtained from trading

- Disclosure to the sources of the info (i.e. here his company and the other company); public disclosure not required
- it would avoid 10b5 liability, as there is no deception anymore 

- yet, you would still be liable for breach of fiduciary duty of loyalty, confidentiality agreement, violating 14-e-3, state corporate law, 

iv. Rule 10b5-2

- Rule 10b5-2 provides a non-exclusive list of three situations in which a person has a duty of trust or confidence for the purpose of the misappropriation theory 
- (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

- (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
v. What is Rule 10b5-1?

- Affirmative Defense for Only 10b5 Claims
- Problem: 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

- Solution: 10b5-1 Plan
- If you are executing pre-planned transactions which you were not doing on the basis of MNPI and you did the planning in good faith, then you have an affirmative defense against the problem
C. Section 16(b) Liability for Short Swing Trading

1. Exchange Act § 16



a. §16(a)

i. 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


b. §16(b)

i. “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 . . . within any period of less than six months . . . shall inure to and be recoverable by the issuer”

i. Strict Liability

- requires disgorgement to public corporation of profits made
- intent is irrelevant

- will compute profit in a way that produces the maximum possible number





ii. Application

- § 16(b) applies whether the sale follows the purchase or vice versa
- to officers

- president, CFO, chief accounting officers, VPs of principal business units and any person with significant “policymaking function

- directors


- Note - Directors and officers:

- You cannot match a transaction made prior to appointment to one made after appointment, i.e. trades that they engage in before they were officer or director, do not count

- You can match transactions that occur after he or she ceases to be an officer or director with those made while still in office







- Beneficial owner:

- § 16(b) liability only if she owned more 
than 10% both at the time of the purchase 
and of the sale







- Applies only to public companies







- Equity securities

- stocks, convertible debt, and options to buy or sell  (a “call” or “put”)

- Compare Rule 10b-5, which applies to all securities
 





iii. Deputization

- If a corporation sends its employee to serve on the board of another corporation and if they own stock in that corporation, this rule applies

2. Case Foremost-McKesson v. Provident Securities


a. Essential Facts

i. Oct 20: Provident acquires debentures convertible into more than 10% of Foremost stock

ii. Oct 24: Provident distributes some debentures to shareholders, reducing convertible debt holdings to less than 10%

iii. Oct 28: Provident sells remaining debentures, then distributed cash proceeds to shareholders and dissolved




b. Issue

i. Can we match the Oct. 20 acquisition with the Oct. 24 disposition?



c. Held





i. No




d. Rationale

i. They need to have more than 10% both at the time of buy and more than 10% at the time of sale


3. How to approach a § 16(b) issue



i. Is the company public?

ii. Is the defendant a director, officer, or beneficial owner of the company?

- D and Os - you can match any transactions within 6 months while in position; and transactions that occur after he or she ceases to be an officer or director are matchable with those made while still in office, within 6 month period.

- Beneficial owner - only if she owned more than 10% both at the time of the purchase and of the sale, and within 6 months.

iii. Can you match any purchase and sale within a 6 month period that yields profits?

- Buy low and sell high

- Sell high and buy low


V. Limited Liability Companies (LLCs)


A. Concept

1. Characteristics 

a. LLCs are their own unique form of business organization

b. They have members and not shareholders

c. They are not partnerships nor corporations.

i. LLCs are not subject to the restrictions applicable to S corporations (e.g., 100 shareholders, U.S. citizens or residents)
2. They typically have characteristics of both partnerships and corporations.

i. Tax advantages (can choose to be taxed like a partnership or a corporation; partnership = pass-through tax)

ii. Limited liability like corporations

3. A hallmark characteristic of LLCs is flexibility.  

i. They are corporate like

ii. They are premised on a notion of private ordering.  A LLC is “as much a creature of contract as of statute.”  

iii. Except as expressly limited by statute, the “operating agreement” sets the rules for the LLC


B. California LLC



1. Licensed professionals cannot operate through LLCs in California.

2. In choosing between form of business, consider tax and fee issues


C. LLC Basics



1. State LLC laws vary widely.

a. Each state has its own LLC statute.

2. 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

D. Formation



1. Choose state of organization and reserve the LLC name

2. Draft articles/certificate of organization consistent with statutory requirements and file with the Secretary of State, paying filing fees and the franchise tax.  

3. Tax arrangements (state and federal) 
4. Designate office and agent for service of process.

5. Draft and enter into an operating agreement.

6. 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)


E. Articles of Organization ( Important Document #1
1. Check the statutory requirements of what is required and file with Secretary of State’s Office

a. LLC’s name, LLC’s purpose, etc.


F. Operating Agreement ( Important Document #2
1. The basic contract governing the affairs of a LLC and stating the various rights and duties of the members




a. Examples 

i. Each member’s units/interests in the company 

ii. Rights and duties of the members (including management structure and rights, voting rights and requirements)

iii. The manner in which profits and losses are divided, and distributions are made

iv. Amendment of operating agreement (default is unanimous consent)

v. Remedies in the event that the members disagree on the direction of the company

vi. Exit provisions (e.g., withdrawal, dissociation, admission) and dissolution

G. Limited Liability and Veil Piercing Exception 


1. General Rule

a. 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


i. 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. 

- Is this a good idea?  Should the test be the same?

H. Management Rights ( Very important
1. Variable management structure:  can choose member-managed or manager-managed and can customize governance


a. Flexible structure
2. The default is member-managed (e.g., RULLCA § 407)

a. Most matters (ordinary course of business) are decided by majority vote

b. States vary regarding whether the default allocation is one-person/one-vote or by ownership interests in the company (percentage or units)

c. Significant matters require unanimous consent

i. E.g., merger, admission of new member, amending the operating agreement, etc…

3. Manager-managed LLC option available

a. Can be structured as a committee, “board of managers,” a CEO, etc.

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

I. Finance



1. Contributions

a. 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.  

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



2. Allocation of Profits and Losses

a. Typically provided in the operating agreement.

i. Profits and losses may be allocated differently.

b. Delaware default: Allocate profits and losses on a pro rata basis per the ownership interests in the company (percentage or units) (DLLCA § 18-503).

c. RULLCA does not provide a default



3. Distributions

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

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

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

i. Distributions on a pro rata basis per the ownership interests in the company (percentage or units) (e.g., CA § 18-504).

ii. Equal share rules (per capita) like partnership (e.g., RULLCA § 404).

4. Transferability

a. Unless otherwise provided in the LLC’s operating agreement, a member may assign her financial interest in the LLC.

i. 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.  

ii. 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.  

iii. Analogous to partnership rules


J. Fiduciary Duties

1. Manager-managed LLCs

a. The managers of a manager-managed LLC have a default duty of care and loyalty*

b. Usually, members of a manager-managed LLC have no duties to the LLC or its members by reason of being members

2. Member-managed LLCs

a. All members of a member-managed LLC have a default duty of care and loyalty**

3. The standard of care varies by statute 

a. Some state an ordinary care standard, some state gross negligence (e.g., RULLCA)

4. Derivative Actions

a. 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

5. Freedom of Contract

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

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

c. 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)                                                                          
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