Business Associations Outline
1) Agency Law
a) Definition and Creation of the Agency Relationship

i) Agency exists where one person (the principal) manifests assent to another (the agent) that agent shall act on the principal’s behalf and subject to the principal’s control and agent consents to the act.

ii) Control/ On Behalf Of; Gorton v. Doty
(1) Defendant Doty was a high school teacher who asked the football coach if he needed another car to transport the team to an away game and when he said yes she offered him her car on the condition that he drive it. No payment was to be received by Doty. A crash occurred and the coach and a student were injured.
(2) There was an agency relationship formed here because Doty was the principal who designated the driver and purpose when she conditioned that the vehicle be driven only by the coach. She manifested assent to the coach that the coach act on the principal’s behalf and be subject to the principal’s control and the agent consented to the act. It is unimportant that no business relationship existed and that there was no compensation.
iii) Express Agency

(1) An agency relationship that occurs when a principal and an agent expressly agree to enter into an agency agreement with each other.

iv) Implied Agency

(1) There does not have to be specific mention of “agency” or a written agreement for an agency relationship to exist. An agency relationship can be implied from the conduct of the parties and the extent of the agent’s authority is determined from the particular facts and circumstances of the particular situation.

v) Control

(1) Restatement 3d §1.01 (comment f): “Control is a concept that embraces a wide spectrum of meanings, but within any relationship of agency the principal initially states what the agent shall and shall not do, in specific or general terms. Additionally, a principal has the right to give interim instructions or directions to the agent once their relationship is established.”

(2) A. Gay Jenson Farms Co. v. Cargill
(a) Cargill gave a revolving line of credit to Warren Seed and retained right of first refusal on grain and other conditions. Warren bought wheat and other products from local farmers on credit on behalf of Cargill. Cargill benefitted by getting a steady supply of grain and kept a right of first refusal (they could claim all the grain they wanted). Cargill also gained interest on the credit extended to Warren. Warren fell into debt as Cargill continued to extend a larger line of credit until Warren collapsed owing Cargill $3.6 million. Local farmers sued Cargill trying to collect $2 million owed to them by Warren claiming that Warren was an agent of Cargill.
(b) Cargill and Warren argued their relationship was creditor-debtor not principal-agent. But the court rejected this argument and found an agency relationship. Cargill exerted far more control over Warren than a typical creditor-debtor relationship – a “strong paternal guidance.”
b) Rights and Duties Between Principal and Agent

i) Principal’s Obligations to Agent

(1) Principal has a duty to indemnify Agent for the terms of any contract between them, when Agent makes a payment within the scope of actual authority, or that is beneficial to Principal unless Agent acts officiously in making the payment, or when Agent suffers a loss that fairly should be borne by P in light of their relationship (Rest. 3d §8.14)

(2) Principal has duty to deal with Agent fairly and in good faith (Rest. 3d §8.15)
ii) Agent’s Fiduciary Duties to Principal

(1) Duty of loyalty

(2) Duty not to acquire material benefit from a third party for actions taken on behalf of Principal or through Agents’ use of position

(3) Duty not to act as adverse party to Principal

(4) Duty to refrain from competing with Principal during agency relationship

(5) Duty of confidentiality (during and after agency relationship)
(6) Duty not to use Principal’s property for Agent’s own purposes

(7) Duty to act in accordance with any contract with Principal

(8) Duty of care, competence and diligence

(9) Duty to act only within the scope of actual authority and duty to obey

(10) Duty of good conduct

(11) Duty to notify Principal of information that Agent knows or has reason to know Principal would want to know
iii) Principal’s Consent
(1) Conduct by Agent that would otherwise breach the below listed duties does not constitute a breach if Principal consents, provided that Agent acts in good faith and discloses all material facts in obtaining the consent.
(a) Duty of loyalty, duty not to acquire material benefit from a third party, duty not to act adverse or compete, duty of confidentiality
iv) All of the agent’s duties terminate at the end of the relationship EXCEPT confidentiality.
v) General Automotive Mfg. v. Singer
(1) Singer was a manager for Automotive. Singer wrote quotes and sought out business for Automotive. All parties agree this was a principal-agent relationship. Singer began redirecting business to other shops (acting like a broker) when he unilaterally decided that Automotive could not fulfill an order because it did not have the equipment or could not do so at a competitive price. Singer’s contract said he was to work for Automotive exclusively and Singer did not tell Automotive about the potential business.
(2) Singer’s actions were a breach of his fiduciary duty to Automotive. Singer was supposed to act in good faith furtherance of Automotive by disclosing all of these facts to Automotive and then he could have brokered other deals if Automotive gave informed consent. Under a breach of fiduciary duty (as opposed to contract) all profits must be disgorged. All the profits earned by Singer would have been assumed secret profits payable to the employer.
c) Consequences of Creating an Agency Relationship

i) Liability of Principal to Third Parties in Contract

(1) Actual authority (start here)

(a) Rest. 2d §144: a principal “is subject to liability upon contract made by an agent acting within his authority if made in proper form and with the understanding that the principal is a part.”
(b) Looks at agent’s reasonable belief based on principal’s express manifestations, and includes acts necessary or incidental to accomplish principal’s objectives as agent reasonably understands (including custom or past dealings)

(c) Mills Street Church of Christ v. Hogan
(i) Church hires Bill to paint church. Elders of the church request Bill hire someone else to help and suggest who to hire. Instead, Bill hires his brother Sam because the church had allowed Bill to hire Sam in the past and the suggested hire was difficult to get ahold of. Sam, 30 minutes into the job, falls, is injured, and files for worker’s compensation. Church never told Bill he could not hire Sam.

(ii) Sam was a third-party hired by the church’s agent on behalf of the Church. 

(2) Apparent authority

(a) Looks at third-party’s reasonable belief traceable to principal’s manifestations. Protects third-parties which are reasonably misled by agents. Always looks at how the third-party found out about the agent’s authority;

(i) Express statement by the principal to the third-party to deal with the agent

(ii) Or inaction by the principal (e.g., the principal not denying the agent’s authority when the agent, third-party and principal are all present and the agent claims authority to do something).

(iii) Or course of conduct which creates the appearance that the agent has authority to do something

(iv) Or custom; a person normally in the position of the agent would be able to exercise certain authority on behalf of the principal

(b) Ophthalmic Surgeons, Ltd. v. Paychex, Inc.
(i) OSL (medical practice) owned by Andreoni. OSL entered into a contract with Paychex to manage its payroll. OSL made Connor its designated point of contact with Paychex. Connor began requesting more funds be deposited in her bank account by Paychex via separate paychecks. Paychex asked whether this was actually desired and Connor confirmed. Paychex sent a confirmation which only Connor received. Connor was replaced after 5 years of this practice and the replacement discovered over $250,000 in over-payments to Connor. Connor did not have actual authority to do this.
(ii) But, she did have apparent authority. Apparent authority can only be created through words or conduct of the principal, communicated to a third-party such that a third party can reasonably rely on the appearance and belief that the agent possesses authority to enter into a transaction. By placing Connor in a position where it appeared that she had authority to order additional checks and by acquiescing to Connor’s acts through its failure to examine the payroll reports, OSL created apparent authority in Connor such that Paychex reasonably relied on her authority to issue the additional paychecks.

(c) Jackson (“50 Cent”) et al. v. Odenat et al. v. Mondesir, Third-Party Defendant
(i) Mondesir occasionally collaborated with Curtis Jackson but he also made mixed tapes. Odenat created websites with different mastheads some of which used Jackson’s images. Jackson sued Odenat for the use and Odenat plead as an affirmative defense that Mondesir gave rise to an implied license because of his course of conduct.
(ii) Mondesir would have needed apparent authority to bind Jackson to Odenat, but Jackson needed to be responsible for traceable manifestations of authority to Odenat about Mondesir. And he was not. Jackson did not act at all. Jackson was unaware that Mondesir was going out and telling Odenat that he had permission to use the images. Nor was Odenat reasonable in relying on Mondesir’s representations because it would not make sense for an occasional DJ for Jackson to have cart blanche to license away Jackson’s intellectual property.
(iii) There are limits to the doctrine of apparent authority. There must be:

1. Traceable manifestations and

2. Reasonable belief

(3) Undisclosed principals (Rest. 3d)

(a) There is a history of “inherent agency power” or “inherent authority” in the Rest. 2d as a catch-all for the rare cases where the principal was bound, but didn’t fit into the other categories of cases. The principal is bound but it cannot be explained by one of the other four categories. These cases tend to involve undisclosed principals – Rest. 3d eliminated “inherent agency power” and now just retains a vestige with “undisclosed principals.” This happens when a third-party does not know that the agent is an agent acting on behalf of an undisclosed principal.
(b) Watteau v. Fenwick
(i) Humble sold the Victoria Hotel (a beer house) to Watteau. But, Watteau kept Humble as a manager. The beer license was taken out in Humble’s name, it was Humble’s name over the door, and Watteau told Humble that he could only buy bottled ales and water. Humble did not follow this instruction and ordered items which he did not pay for. The unpaid suppliers sued Watteau for payment.
(ii) There was NO actual authority because Humble was told not to purchase these items; he did not have a reasonable belief that he could purchase these items. Neither was there apparent authority because Humble did not disclose that he was acting on behalf of the principal, Watteau. Watteau was ultimately held liable as an undisclosed principal because the limitation of Humble’s authority was kept a secret. For public policy reasons. If Watteau was not held liable, a principal would escape payment and the third-party would go unpaid in every situation where an agent acted outside his authority.
(c) Rest. 3d §6.03: When an agent acting with actual authority makes a contract on behalf of an undisclosed principal, both principal and agent are bound.

(d) Rest. 3d §2.06 (either of these is sufficient for principal liability):
(i) An undisclosed principal is liable for its agent’s actions – acting without actual authority – if a third party detrimentally relies on the agent and the principal has notice and does not take reasonable steps to notify the third party of the facts.

(ii) An undisclosed principal cannot rely on narrowing an agent’s authority to less than what a 3rd party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed.
(4) Ratification

(a) Ratification is the affirmance of a prior act done by another whereby the act is given effect as if done by an agent acting with actual authority.
(b) Ratification can occur by:

(i) Manifesting assent that the act shall affect the person’s legal relations; or

(ii) Conduct that justifies a reasonable assumption that the person so consents (express/implied)

(c) At the time of ratification, the purported principal must have knowledge of all material facts and the third party must not have already withdrawn from the transaction. Ratification is not effective if there has been a material change in circumstances that would make it inequitable to bind the third party, unless the third party chooses to be bound.
(d) Ratification creates the effects of actual authority – both principal and third party are bound by the contract and the purported agent is discharged.

(e) There is no partial ratification.

(f) Zions Gate R.V. Resort, LLC v. Oliphant
(i) A manager of Zions Gate entered a 99-year lease with Oliphant. Another manager tells Oliphant that the first manager did not have authority to enter into the lease. Did the manager have any form of authority to enter into the contract?
(ii) The manager did not have actual authority because the corporate formation documents which were available to the public plainly stated that both managers had to approve a contract to enter into a lease. The manager did not have apparent authority either because Oliphant had constructive notice that neither of the managers could enter a lease on his own because the corporation’s Articles could have been searched prior to entering into the agreement. The belief that either manager on his own had the authority could not therefore be reasonable. But, the non-approving manager may have ratified the lease by not timely objecting. It is possible that a principal ratifies an agreement entered by someone who was not authorized to enter into that agreement by not rejecting it within a reasonable time. But this was a factual dispute for trial.
(5) Estoppel

(a) Raised where purported agent did not have actual or apparent authority, but a court may hold the defendant liable due to some fault. The defendant is estopped from raising a lack of authority defense.

(b) Estoppel is a one-way street. Only the defendant can be held liable (and it is generally for damages rather than making the defendant a party to the contract.) In other types, subject to some minor exceptions, the contract is binding on and can be enforced by both principal and third-party.

(c) Hoddeson v. Koos Bros.
(i) Hoddeson went to a furniture store and purchased furniture with cash from an individual in the store purporting to be a salesperson who turned out to be an imposter and took off with the cash. Who pays for this mistake?
(ii) The plaintiff here should have an opportunity to prove up estoppel because the defendant was at least partly at fault for not noticing the imposter.

(d) Rest. 3d §2.05: A person is liable to a third-party who was justifiably induced to detrimentally rely on an actor if (1) the alleged principal intentionally or carelessly caused such belief, or (2) alleged principal was on notice and did not take reasonable steps to notify them of the facts.

ii) Contract Liability

(1) Fully disclosed agency within scope of authority

(a) When the principal is fully disclosed and agent is acting within the scope of authority, principal is liable to the third-party. Agent is not liable.

(i) This is intuitive – a store clerk is not bound to a contract of sale when you buy a head of lettuce from the grocery. The owner of the store is bound.

(ii) Exception: if agent intends/agrees to be bound to the contract. The rules on contract liability are default rules that can be overridden by express or implied agreement between agent and third-party.

(2) Undisclosed or unidentified principal

(a) When the principal is undisclosed, both the principal and agent are liable on the contract (unless excluded or otherwise agreed)

(b) Almost always the same when the principal is unidentified.

(3) Agent exceeding the scope of authority.

(a) An agent who enters into a contract on behalf of another impliedly warrants that he or she has the authority to do so:
(i) Unless agent gives notice that no warranty of authority is given, or third-party knows that the agents acts without actual authority

(b) If the agent acted without authority or exceeded the scope of authority, and the principal did not ratify, agent is liable to third-party for breaching the implied warranty of authority.
(c) Agent may also be liable for fraud if intentionally misrepresented his/her authority.

iii) Tort Liability

(1) Agent’s liability to third-party

(a) An agent is subject to liability to a third-party harmed by the agent’s tortious conduct. Unless an applicable statute provides otherwise, an actor remains subject to liability although the actors acts as an agent or an employee, without actual or apparent authority, or within the scope of employment.

(b) A party is always liable for a tort committed by them regardless of an agency relationship.

(c) Agency law allows for a principal to be liable for the tort of an agent in certain circumstances:

(i) Directly liable when:

1. Agent acts with actual authority to commit tort or principal ratifies agent’s conduct.

2. Principal is negligent in selecting, supervising, or otherwise controlling agent.

3. Principal delegates performance of a duty to use care to protect persons or property and agent fails to perform duty (aka “nondelegable duty”)

4. Activity contracted for is inherently dangerous (e.g., demolition, blasting)

(ii) Vicarious liability when:

1. Agent is an employee who commits a tort while acting within the scope of employment (aka respondeat superior)

2. Agent commits a tort when acting with apparent authority in dealing with third-party or purportedly on behalf of principal
3. Respondeat Superior

a. Agent is an employee who commits a tort while acting within the scope of employment
i. R3d 7.07 “An employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of work”

ii. A gratuitous agent may still be an employee

b. R3d §220 employee status factors

i. Extent of control which principal may exercise over details of the work

ii. Is agent engaged in a distinct occupation/business?

iii. The kind of occupation and whether the work is usually done in the locality under principal’s direction, or by a special without supervision
iv. Skill required in the particular occupation

v. Who supplies the instrumentalities, tools, and place of work for the agent?

vi. Length of time for which the agent is employed

vii. Method of payment, whether by the time or by the job

viii. Is the work a part of the regular business of principal?

ix. Do the parties believe they are creating an employment relationship?

x. Whether the principal is in the business

4. “Within the Scope of Employment”
a. “An agent employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control. An employee’s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer.”
	Rest. 3d
	Employee
	Non-employee agent
	Non-agent

	Rest. 2d
	Servant
	Independent Contractor (agent-type)
	Independent Contractor (non-agent)

	Description and consequence
	· A has power to act on P’s behalf

· P controls results and physical conduct

= P liable if within scope of employment
	· A has power to act on P’s behalf

· P sets forth desired results but does not control physical conduct

=P not liable except in special cases [see P’s direct liability]
	· N-A does not have power to act on other’s behalf (i.e. service provider)

· Other party (not a P) may have less control over results and does not control physical conduct

= No liability in agency law


d) O’Connor v. Uber Technologies, Inc.
i) Class action brought on behalf of Uber drivers. California court had to determine whether the party is an employee or independent contractor
ii) California’s test of employment

(1) Once a plaintiff comes forward with evidence that he provided services for an employer

(a) Prima facie case that the relationship was one of employer/employee. This burden is borne by the plaintiff.

(2) Burden then shifts to defendant-employer to show that the presumed employee was an independent contractor

(a) Focus is on the putative employer’s right to control work details

(b) Secondary indicia

(i) California’s Borello test tracks the R2d test plus the R3d

(c) The difference is that California allows plaintiffs to establish a presumption of employee relationship

iii) The Uber drivers earned the presumption that they are employees of Uber, but the other factors are unclear and disputed, so they cannot prevail at summary judgment.

(1) At dispute is the level of control which Uber maintains over the drivers

(2) The suggestions promulgated by Uber end up being demands because Uber can use the ratings system as a justification for firing.

(3) But, the drivers purchase their own cars, driver their own routes, and choose their own hours.
(4) So, the court said this was a jury determination and Uber could not prevail on summary judgment either.

e) Clover v. Snowbird Ski Resort
i) Zulliger is employed as a cook by Snowbird Ski Resort. Snowbird owns two restaurants at the resort; Mid-Gad and Plaza. Zulliger is responsible for supervising both. Zulliger went up to Mid-Gad and then skied four runs before returning to work at the Plaza. On the fourth run, Zulliger crashed into a guest skier above the mid-Gad restaurant when he was returning to Plaza. The guest sued on a theory of respondeat superior.
ii) Rule: Factors for determining within the scope of employment:

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

(2) Did the conduct occur substantially within the authorized time and space limits of employment? (“detour” versus “frolic”)

(3) Was the conduct motivated at least in part by a purpose to serve the principal?

iii) Court holds that Snowbird may be liable because a jury could find that Zulliger was acting within the scope of his employment. Snowbird provided employees with season ski passes. Skiing was an encouraged method of transportation for Snowbird’s employees. Zulliger was on the property of the resort. Zulliger was on his way back to his work.

f) Patterson v. Blair
i) Patterson entered into a contract with Courtesy to trade a Camaro for a GMC Jimmy with certain conditions for payment. Blair, Sr. and Blair, Jr. find out that Patterson actually owed more on the Camaro than he had reported so, per the contract, Patterson would not get title to the GMC until he paid the amount due. Patterson refused to pay the money and thwarted several repossession attempts. On the third attempt, Blair, Jr. approached the vehicle and shot out two of the tires with a pistol.

ii) The court applies the R3d motive test; “an employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control. An employee’s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer.”

iii) Here, Blair, Sr. knew Blair, Jr. was going out and looking for the GMC and Courtesy regularly engaged in repossessions. The actions may have been outrageous, but they were performed for the benefit of the employer, not for the personal benefit of Blair, Jr.
g) Vicarious Liability: Apparent Agency

i) “A principal is subject to vicarious liability for a tort committed by an agent in dealing or communicating with a third party on or purportedly on behalf of the principal when actions taken by the agent with apparent authority constitute the tort or enable the agent to conceal its commission.”
ii) Much more limited application than respondeat superior. Third party is dealing with someone they think is an agent and it is because they believed they were dealing with an agent, when in fact they were not, that they were harmed.

iii) Butler v. McDonald’s Corporation
(1) McDonald’s owned by franchisee. Teenage son of plaintiff harmed by the business’s front door which shattered when opened. The door was damaged prior to the son opening it. Father alleged it was failure to repair.
(2) Issue is whether the defendant, McDonald’s corporation, can be made liable by application of an agency theory or the doctrine of apparent agency for the acts of the franchisee. 

(3) To prevail on apparent agency in a franchisor/franchisee situation requires the plaintiff to prove:
(a) The franchisor acted in a manner that would lead a reasonable person to conclude that the operator and/or employees of the franchise restaurant were employees or agents of the defendant;
(b) The plaintiff actually believed the operator and/or employees of the franchise restaurant were agents or servants of the franchisor; and

(c) The plaintiff thereby relied to his detriment upon the care and skill of the allegedly negligent operator and/or employees of the franchise restaurant
h) Termination of the Agency Relationship

i) Can terminate actual authority by:

(1) Agreement of the parties (e.g., the contract states when the principal-agent relationship ends or upon the happening of a specific event)
(2) By lapse of time

(a) At the end of a specified time, or if none, within a reasonable time period

(3) Any time by either party after notice

(a) At common law, presumed “at will” relationship so either party may terminate. Note: this power exists even though the party exercising may be in breach of the agency contract if there is one.
(4) By change of circumstances that should cause agent to realize principal would want to terminate authority

(a) E.g., destruction of subject matter of authority, drastic change in business conditions, change in relevant laws.
(5) Fulfillment of the purpose of the agency relationship. (e.g., completion of task)

(6) By operation of law

(a) Termination occurs automatically for example upon death or loss of capacity of either agent or principal, such as dissolution of a corporation or insanity of a person
ii) Terminating Apparent Authority

(1) Termination of actual authority does not end any apparent authority held by agent. Apparent authority ends when it is no longer reasonable for a third party to believe that agent continues to act with actual authority. The test is whether the third party knows or reasonably should have known of the termination of the agent’s authority.

2) General Partnerships

a) Partnership: an association of two or more persons to carry on as co-owners of a business for profit.

b) Partnership Formation (Definition and Distinction from Other Relationships; Partnership by Estoppel)

i) A general partnership can be formed without any filing with the state
ii) Once such association occurs, general partnership law determines the parties’ relative rights and duties

iii) RUPA §202(a): “the association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership.”

iv) RUPA §202(b): that is true unless those persons instead followed the steps necessary to have it become a limited partnership, LLC, LLP, LLLP, or corporation
v) RUPA §202(c): some rules in determining whether a partnership has been formed:

(1) “In determining whether a partnership is formed, the following rules apply:

(a) Joint tenancy… or part ownership does not by itself establish a partnership, even if the co-owners share profits made by the use of the property

(b) The sharing of gross returns does not by itself establish a partnership, even if the persons sharing them have joint or common right or interest in property which the returns are derived.

(i) Gross returns are everything earned

(c) A person who receives a share of the profits of a business is presumed to be a partner in the business unless the profits were received in payment
(i) Profits are everything earned minus costs. Sharing of profits is what partners do.
vi) Fenwick v. Unemployment Compensation Commission
(1) Fenwick operated a beauty shop which employed Chesire as a clerk and cashier. Fenwick struck an agreement with Chesire in writing, titled “Partnership Agreement” where Fenwick agreed to pay Chesire 20% of net profits at the end of the year. Then document also provided that Fenwick retained all rights to control and management of the company.
(2) Court cites RUPA 202 as the rule for determining whether a partnership was formed. Factors:

(a) Intention of parties

(b) Profit sharing

(c) Sharing of losses (risks)

(d) Management (control)

(e) Ownership of property (control)

(f) Rights of parties on termination/dissolution

(g) Conduct/holding out to third parties

(h) The burden is on the party alleging the partnership to show the partnership existed.
	Factors
	In favor of

Partnership
	In favor of

Employment

	Intention of Parties
	Express/Writing
	

	Profit Sharing
	Yes (RUPA § 202(c)(3))
	But might be wages (RUPA § 202(c)(3)(ii))

	Sharing of Losses
	
	No – Fenwick has all the risk; Chesire did not invest $

	Management
	
	No – Fenwick has all the control/managerial power

	Ownership of Property
	
	Only Fenwick had ownership rights

	Rights of Parties on Termination/Dissolution
	
	Looked like simple employment termination, 10 days’ notice

	Conduct/Holding Out to Third Parties
	
	With limited exception, not held out as partners

	
	
	= Court holds employment


(3) There was no partnership here. Chesire and Fenwick did not associate “to carry on as co-owners a business for profit.”
vii) Martin v. Peyton
(1) Knauth, Nachod, & Kuhne (KNK) was in the banking and brokerage business. KNK was in jeopardy because it had suffered large losses and needed some securities to put up so it could continue trading. Hall, on behalf of KNK, went to Peyton, Perkins and Freeman (PFF; though they were not partners) to get a loan of $2.5 million in securities to use as collateral. The agreement for the loan was fairly standard except for one provision which provided that KNK partners were to submit resignation letters to be held by Hall with the decision of whether to accept the letters held by PPF and Hall.
(2) Was a partnership formed by this agreement? No, PPF was just a lender to KNK.

	Factors
	Partnership
	Lenders

	Intention of Parties
	
	Express/Writing

	Profit Sharing
	Yes (RUPA § 202(c)(3))
	But might be interest on loan (RUPA § 202(c)(3)(v))

	Sharing of Losses
	
	No- fixed amount to be returned by deadline

	Management
	Some evidence of control by PPF
	But is it consistent with “ordinary caution” of a worried lender?

	Ownership of Property
	
	No – only security for loan

	Rights of Parties on Termination/Dissolution 
	
	Loan due in full after 2 year term?

	Conduct/Holding Out to Third Parties
	
	Not held out as partners

	
	
	= Court held lenders


viii) Partnership by Estoppel

(1) How can third parties hold non-partners liable as though they were partners under the concept of partnership by estoppel?
(2) RUPA §308; the third party plaintiff must establish that:
(a) 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

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

(3) Young v. Jones
(a) Plaintiffs deposited about 1/2M dollars in a SC bank which forwarded the money to Swiss American Fidelity and Insurance Guaranty (SAFIG). Plaintiffs argue they deposited the money with SAFIG based on a financial statement prepared by a Price-Waterhouse Bahamas auditor. The plaintiffs sue Price-Waterhouse in the US in an attempt to gain jurisdiction in the US on the basis of estoppel.
(b) Court answers whether PW-US and PW-Bahamas are actual partners or whether partnership by estoppel may be applied. The court answers no to both. PW in the US and Bahamas shared advertising and name, but there was no evidence or allegation that PW-US extended credit to the plaintiff. Nor is there evidence that plaintiffs relied on any representations made by PW-US because no one affiliated with PW-US helped create the financial statement which the plaintiffs relied on. Brochures suggesting worldwide affiliation are not enough to establish a partnership.
(4) Chavers v. Epsco
(a) Chavers Welding and Construction (CWC) was created by Gary Chavers. His two sons, Reggie and Mark, joined the business after high school. Epsco was a business service provider to CWC. CWC did not pay some of its bills to Epsco. Gary went bankrupt and discharged his debts. Epsco believed that Reggie and Mark were partners so they sued Reggie and Mark under a theory of partnership by estoppel to recover some of the money owed.
(b) Court answered whether partnership by estoppel applied in the affirmative. Fax credit application showing Gary was owner and Reggie and Mark were partners was faxed to Epsco by CWC. CWC’s personnel credit application to CWC had a box checked saying CWC was a partnership. Checks to Epsco showed that CWC account was in the name of both Reggie and Gary and signed by both. Business cards listed Gary and Reggie as owners of CWC. Etc. This was evidence of both Reggie and Mark’s representations of partnership and Epsco’s reasonable reliance. As a result, Epsco can hold Mark and Reggie jointly and severally liable under the theory of partnership by estoppel even if they were not actually partners.
c) The Fiduciary Duties of Partners

i) Meinhard v. Salmon
(1) Meinhard and Salmon were joint adventurers (involved in a joint venture; this typically means an endeavor undertaken by two or more parties usually with a limited scope and/or for a limited time). Salmon gets a 20-year lease to land and a hotel. Salmon controlled and managed and provided half of the capital to lease. Meinhard provided the other half of the capital but was otherwise passive. Landlord, near the end of the lease, wanted to lease the entire block which he owned to one leasee. Salmon, on his own and without informing Meinhard, signed a lease with the landlord for 80 years.
(2) The court answers whether Salmon breached his fiduciary duty to Meinhard by not informing Meinhard about the new lease. Salmon did breach his fiduciary duty. There is a duty of disclosure. Salmon had an obligation to inform Meinhard about the new lease. He should have at the very least disclosed the negotiations. The opinion is unclear as to exactly what would have satisfied the fiduciary duty. It may be more than simply disclosure in this type of situation. The opinion assumes the lease opportunity belonged to the partnership and not to either partner individually. “Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of finest loyalty.  Many forms of conduct permissible in a workaday world are forbidden to those bound by fiduciary ties. A trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor most sensitive, is then the standard of behavior.”

ii) RUPA §409(a): “a partner owes to the partnership and the other partners the duties of loyalty and care state in subsections (b) and (c).”
(b) The fiduciary duty of loyalty of a partner includes the duties:
(1) To account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner (A) in the conduct or winding up of the partnership’s business; (B) from a use by the partner of the partnership’s property; or (C) from the appropriation of a partnership opportunity.
(2) to refrain from dealing with the partnership… as or on behalf of a person having interest adverse to the partnership; and
(3) to refrain from competing with the partnership…”
(c) The duty of care of a partner… is to refrain from engaging in grossly negligent or reckless conduct, willful or intentional misconduct, or a knowing violation of law.
(d) A partner shall discharge the duties and obligations under this act or under the partnership agreement and exercise any rights consistently with the contractual obligation of good faith and fair dealing.
(e) A partner does not violate a duty or obligation under this [act] or under the partnership agreement solely because the partner’s conduct furthers the partner’s own interest.
(f) All the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction by a partner that otherwise would violate the duty of loyalty.
(g) It is a defense to a claim under subsection (b)(2) and any comparable claim in equity or at common law that the transaction was fair to the partnership

iii) RUPA §408(c)
The partnership shall furnish to each partner
(1) Without demand, any information concerning the partnership’s business, financial condition, and other circumstances which the partnership knows and is material to the proper exercise of the partner’s rights and duties under the partnership agreement or this act…; and
(2) On demand, any other information concerning the partnership’s business, financial condition, and other circumstances, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances.

iv) Much of RUPA serves as a default; it fills in where a contract does not. But there are some things which cannot be contracted around listed in Section 105(c)

(1) Unreasonably restrict a partner’s right of access to partnership books and records

(2) Alter of eliminate the duty of loyalty, although it is permissible to make specific exceptions or carve-outs provided they are not manifestly unreasonable.

(3) Alter or eliminate the duty of care, although it is possible to make alterations provided they are not manifestly unreasonable and provided they do not authorize conduct involving bad faith, willful or intentional misconduct, or knowing violation of the law.

(4) Eliminate the contractual obligation of good faith and fair dealing

v) A partnership CANNOT restrict the rights of third-parties.

vi) Meehan v. Shaughnessy
(1) Meehan and Boyle were partners in the Parker Coulter firm. They both choose to leave and, without notifying other partners, ask another partner and three associates to follow them to a new firm. They also met with a client of Parker Coulter to ask him to route business to the new firm. When Meehan and Boyle were asked whether they were leaving by other partners, they evaded and/or lied. Once they finally informed other partners of their intention to leave, they used Parker Coulter letterhead to inform their clients that they would be moving to a new firm. Meehan and Boyle then sued Parker Coulter for money they thought was due to them from fee arrangements. Parker Coulter counterclaimed for, among others, breach of fiduciary duties for (1) improperly handling cases, (2) secretly competing, (3) and unfairly acquiring consent to withdraw cases to the new firm from clients and referring attorneys.
(2) The court held that Meehan and Boyle did not breach their fiduciary duties by improperly handling cases or secretly competing but did breach by unfairly acquiring clients while lying to partners about their intention to leave. They violated by contacting clients, informing them they were leaving before they left, and telling the clients they could not remain with Parker Coulter. The attorneys can prepare to compete (e.g., setting up an office), but cannot actually compete while part of a partnership (here the firm)
d) Rights of Partners in Management; Partnership Liability

i) Default rule: §401(h) “each partner has equal rights in the management and conduct of the partnership’s business.”

(1) Does not matter what or how much each partner contributes. If a partnership is formed, by default, all partners get one vote.

ii) §401(k) “a difference arising as to matter in the ordinary course of business may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.”

iii) §301(1) “Each partner is an agent of the partnership for the purpose of its business. [A partner’s act] for apparently carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership, unless the partner did not have authority to act for the partnership in the particular manner and the person with whom the partner was dealing knew or had received a notification that the partner lacked authority.”
(1) Deals with both actual and apparent authority

(2) If a partnership wants to limit the actual authority of one of the partners, they must decide to do so by a majority.

iv) §303 allows a partnership to centrally file (e.g., with the secretary of state) a “statement of partnership authority” that states the authority or limitations of authority of some or all of the partners to enter into transactions on behalf of the partnership. Third parties are only deemed to know of a limitation of authority in such a filed statement if it concerns the limitation of authority to transfer real property.
v) §305(a) “A partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a partner acting in the ordinary course of business of the partnership or with authority of the partnership.”

vi) §306 “(a) Except as otherwise provided in subsections (b) and (c), all partners are liable joint and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.
(b) A person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before the person’s admission as a partner.
(c) A debt, obligation, or other liability of a partnership incurred while the partnership is a limited liability partnership (LLP) is solely the debt, obligation, or other liability of the partnership.”
vii) National Biscuit Company (NABISCO), Inc. v. Stroud
(1) Freeman and Stroud form a partnership to run a grocery store. Stroud told NABISCO that he would not be responsible for any additional bread sold by plaintiff to the partnership. But, Freeman ordered more bread from NABISCO anyways. NABISCO delivered and then sued Stroud (and the partnership) to recover the money.
(2) NABISCO can recover from the partnership. If a dispute arises as to the running of the ordinary course of business, the decision must be settled by a majority vote because the default rules provide equal rights in management. Freeman continued to have actual authority because Stroud did not have the authority to unilaterally limit Freeman’s authority to act within the ordinary course of business.
viii) Summers v. Dooley
(1) Summers and Dooley were partners in a trash collecting business. The agreement provided that when one partner could not work, the non-working partner would have to pay to hire a replacement. Summers decided the partnership needed a third employee, Dooley disagreed, but Summers hire the employee anyway and then attempted to bill the partnership for the cost.
(2) The court held that Summers could not recover the cost from the partnership; he must pay for the employee himself. Dooley specifically and continuously objected and the status quo agreement was that hired help needed to be paid for by the person doing the hiring. A change to this status quo would need to be changed by agreement of a majority; both partners
e) Financial Aspects of a Partnership (Sharing of Profits and Losses; Partnership Property; Related Topics)

i) Partnership Property
(1) RUPA §§203 and 204 define partnership property
(a) Property acquired by a partnership is property of the partnership and not of the partners individually

(b) Partnership property also includes property that is either:

(i) Acquired in the name of the partnership or

(ii) Acquired by one or more partners with a document transferring title that indicates the partner was acting in his capacity as a partner

(c) Property purchased with partnership funds is presumed to be partnership property

(2) Rules on Partnership Property

(a) RUPA §401(i) “A partner may use or possess partnership property only on behalf of the partnership”

(b) RUPA §501 “A partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.” An individual partner cannot use or transfer property on his own.
(c) RUPA §502 “A transferable interest is personal property.”
(i) Comment: “Absent a contrary provision in the partnership agreement or the consent of the partners, a transferable interest is the only interest in a partnership that can be transferred to a person not already a partner.”

(d) RUPA §102(23) defines “transferable interest” as “the right, as initially owned by a person in the person’s capacity as a partner, to receive distributions (cash payments) from a partnership, whether or not the person remains a partner or continues to own any part of the right. The term applies to any fraction of the interest, by whomever owned.”

(e) RUPA §503 A transfer does not by itself cause a person’s dissociation or dissolution of the partnership business. A transfer does not entitle the transferee to participate in the management or conduct of the partnership. A transferor has the right to; receive, in accordance with the transfer, distributions to which the transferor would otherwise be entitled; and seek under §801(5) a judicial determination that it is equitable to wind up the partnership business.
(f) RUPA §504 Partner’s transferable interest is subject to a charging order (a lien on the debtor’s transferable interest; requires the partnership to pay to the creditor any distribution otherwise payable to the partner holding the transferable interest).
(3) Wyatt v. Byrd
(a) Wyatt and Byrd cohabitated and at some point opened a joint bank account. They started R and J Remodeling and money from jobs was deposited into the account. The business went out of business. Byrd bought property with money from the account. The relationship went sour and Byrd sought an unlawful detainer order against Wyatt to get her off the property. Wyatt cross-complained for dissolution of the partnership and accounting.
(b) The court answered whether there was a partnership and if yes whether the property purchased by Byrd was partnership property. The court held there was a partnership and this was partnership property. Because Byrd used money from the partnership, the property was presumed to be partnership property.

ii) RUPA §401(b): “a partnership shall reimburse a partner for any payment made by the partner in the course of the partner’s activities on behalf of the partnership…”

iii) RUPA §401(c): “a partnership shall indemnify and hold harmless a person with respect to any claim or demand against the person and any debt, obligation, or other liability incurred by the person by reason of the person’s former or present capacity as a partner, if the claim, demand, debt, obligation does not arise from the person’s breach [of this section, §407 on improper distributions, or §409 on standards of conduct for partners]”

iv) RUPA §401(g): a partner can make a loan to the partnership “which accrues interest from the date of the payment or advance.”

v) Sharing of Profits and Losses

(1) Partnership Capital Account

(a) Not an actual bank account. Rather, book keeping

(b) Each partner has an account that is a running balancing reflecting:

(i) Their contributions (money plus the value of any other property)

(ii) Their share of profits

(iii) Any distributions
(iv) A partner’s share of losses

(2) Capital Contributions

(a) As a matter of default, initial capital contributions are not required from partners
(i) Some or all partners may contribute services only

1. AKA a service partnership or “K-and-L partnership”

2. Under both UPA and RUPA – each partner is credited with an amount equal to the money plus the value of any other property contributed in order to be a partner or in the person’s capacity as a partner. The contributed capital itself belongs to the partnership and can be any property (real, intangible, etc.)

3. Unless otherwise agreed (and a limited exception during winding up), a partner is not entitled to compensations for services (RUPA §401(h))

(3) By default, a partner “is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits” (RUPA §401)
(a) Comment “absent an agreement to the contrary… the interim distribution of profits [is] a matter arising in the ordinary course of business to be decided by the majority vote of the partners.

vi) Settlement of Accounts and Contributions in Winding Up (RUPA §806)

(1) What happens when a partnership is ending and the assets must be distributed?
(a) A partnership must first apply its assets to discharge the obligations of creditors (including partners who are creditors)

(b) If there is any surplus, that is divided among the partners in accordance with their right to distributions

(c) A partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner’s account
(d) If a partner fails to contribute the full amount required, all the other partners shall contribute, in the proportions in which those partners share partnership losses, the additional amount necessary to satisfy the partnership obligations for which they are personally liable.

(2) Kovacik v. Reed
(a) Kovacik makes a capital contribution of $10k to a partnership which he formed with Reed. Reed made no contribution, but provided all the labor. They decided to share profits equally. 10 months later, Kovacik dissolved the partnership because it was losing money. Kovacik ends up having contributed $8,680. Kovacik sues Reed for ½ of $8,680 (his share of the losses)

(b) The court answers whether the labor partner must contribute. The court holds, not here. Reed was paid no salary and he lost all the services he had provided because the partnership failed. The court equivocates between labor capital and cash capital and is unwilling to make Reed pay the debt. This is a minority rule (the California Supreme Court’s rule)
(3) RUPA does not like this outcome: Comments to UPA §401:

(a) “The UPA §18(a) rules that profits are shared equally and that losses, whether capital or operating are shared in proportion to each partner’s share of the profits are continued. The default rules apply, as does UPA §18(a), where one or more of the partners contribute no capital, although there is case law to the contrary.” (citing Kovacik)

f) Partnership Dissociation and Dissolution

i) Dissociation

(1) Dissociation is a change in the relationship of the partners caused by any partner ceasing to be associated in the carrying on of the business. Dissociation does not necessarily cause a dissolution and winding up of the partnership business.

(2) RUPA §601: Provides a list of events that cause a partners to be dissociated from a partnership:

(a) The partnership knows or has notice of the person’s express will to withdraw as a partner…

(b) An event stated in the partnership agreement as causing the person’s dissociation occurs.

(c) The person is expelled as partner pursuant to the partnership agreement

(d) The person is expelled as partner by the affirmative vote or consent of all the other partners

(e) The partnership or a partner goes to the court seeking a judicial order because the person:

(i) Has engaged in wrongful conduct that has affected adversely and materially…

(ii) Has committed willfully or persistently… a material breach

(iii) Has engaged or is engaging in conduct relating to the partnership’s business which makes it not reasonably practicable to carry upon the business with the person as a partner.

(f) Etc.

(3) A partner is dissociated from the partnership upon the happening of an item listed in 601

(a) If one of these 601 events happens, it could cause only dissociation (article 7 rules are triggered) or also dissolution (if the event is also listed in 801)

(4) Consequences of Dissociation

(a) Right to management ceases: duties of care and loyalty generally also terminate, except for matters arising before dissociation

(b) Purchase of dissociated partner’s interest

(c) Indemnification of dissociated partner

(d) Dissociated partner’s power to bind partnership
(e) Dissociated partner’s liability to other parties

(5) Wrongful Dissociation (RUPA §602)

(a) This turns on whether the partnership is at-will or for term. Term partnership means the partners have agreed to remain partners for a particular length of time or for a particular undertaking. At-will is the default.
(b) A partner will be deemed to have wrongfully dissociated if:

(i) The dissociation is in breach of an express term of the partnership agreement OR

(ii) The partnership is for a definite time or particular undertaking and the partner withdraws, is expelled, or becomes bankrupt before the end of the term or completion of the undertaking (with limited exception)

(c) A partner who wrongfully dissociates is liable to the partnership for any damages caused by the dissociation, §701(c), and 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, §701(h)

(d) If not Article Seven (the event was listed in 801), then dissolution occurs:
(i) A partnership is dissolved and its business must be wound up when any of the following occurs… RUPA §801

1. A partner’s power to bind the partnership after dissolution. RUPA §804

2. Dissolution causes the partnership to “wind up” absent an agreement to continue or by unanimous vote or consent

(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) Once winding up is finished the partnership is terminated, no filing or magic-words are required

(iv) Five 801 Events Causing Dissolution
1. In a partnership at will, the partnership knows or has notice of a person’s express will to withdraw as a partner

2. In a partnership for definite term or particular undertaking

a. Within 90 days after a person’s dissociation by death or wrongful dissociation, the affirmative vote or consent of at least ½ of the remaining partners to wind up the business

b. The affirmative vote or consent of all the partners to wind up the partnership business
c. Expiration of the term or the completion of the undertaking

3. An event or circumstance that the partnership agreement states causes dissolution

4. On application by partner

5. On application by transferee

ii) Rescinding Dissolution (§803)

(1) A partnership may rescind its dissolution, unless a statement of termination applicable to the partnership has become effective or [the appropriate court] has entered an order under §801(4) or (5) dissolving the partnership
iii) Power to Bind After Dissolution (§804)

(1) A partnership is bound by a partner’s act after dissolution if it relates to winding up or would have bound the partnership under §301 (apparent authority)
(a) The lingering apparent authority can extend for 2 years

(i) If someone is dissociating, the apparent authority can be ended by filing a document with the state (though this takes 90 days to establish constructive notice)

iv) McCormick v. Brevig
(1) Brother and sister own ranch through inheritance. Clark owned 75% and Joan 25%. Joan purchased 25% of the ranch from Clark providing them with 50-50 ownership. They operated the ranch until Joan brought suit against Clark alleging that he had converted partnership assets for his own use. She wanted an accounting ordered. She also asked the court for a determination that Clark had engaged in conduct requiring expulsion or, in the alternative, dissolution.
(2) The trial court granted dissolution and allowed Clark to buy out Joan’s portion of the ranch. Joan refused the sale and appealed on the issue of whether the trial court erred by allowing Clark to buy out the sister when it ordered dissolution. The appellate court held there was an error. The statute requires dissolution and liquidation. The partnership should have paid off debt and then any excess was to be distributed according to the partners’ interests. Liquidate has a plain meaning: “reduce to cash.”  This court interpreted the term liquidation for dissolution as meaning sale and not buyout as was meant in terms of dissociation.

v) REMINDER Regarding Partnership Agreements

(1) CAN:

(a) Change governance rules (i.e., voting and management rights)

(b) Define scope of fiduciary duties, so long as “not manifestly unreasonable”

(c) Establish financial rights between partners (during or at dissolution or upon termination)

(2) CANNOT:

(a) Completely eliminate fiduciary duties/rights to accounting

(b) Alter third parties’ rights

(c) Etc.

g) Other Partnership Forms (LPs, LLPs, LLLPs)

i) Limited Partnership (LP)

(1) A type of partnership with 2 types of partners:
(a) General partners: general partners manage the business and have the power to bind the partnership. They are personally (and jointly and severally) liable for the partnership debt.

(b) Limited partners: silent/passive partners without management rights. Not personally liable unless they participate in management or control of the LP (this old “control rule” is still in effect in California); current uniform act (RULPA) has modified to not be personally liable except in extraordinary circumstances (even if LP exercising managerial control)
(2) The partnership must have at least one general partner and one limited partner. The partnership name must have a signifier (e.g., LP)

(3) Default rule is that partners in a LP share profits and losses in proportion to their respective capital contributions
(4) Requires a formal filing (a “certificate of limited partnership”) to create a LP

ii) Limited Liability Partnership (LLP)
(1) The limited liability form of the general partnership

(a) General partners are no longer exposed to personal joint and several liability.

(b) Forming a LLP requires filing a form with the secretary of state

(c) The partnership name must use a signifier (e.g., LLP)

(d) The effect is to shield partners from personal liability for the partnership debts. A partner remains personally liable for her own wrongful acts.

iii) Limited Liability Limited Partnership (LLLP)
(1) The limited liability form of the limited partnership (the general partners in the limited partnership get limited liability)

(2) Forming a LLLP requires filing a form with the secretary of state

(3) The partnership name must use a signifier (e.g., LLLP)

(4) California does not allow for a LLLP to be formed in California. A LLLP that is formed under the laws of another state must register with the California Secretary of State prior to conducting business in the state

(5) Rarely used and only a few states offer it

3) Corporations

a) General Background

i) Vocabulary

(1) Corporation: a “legal person” – a legal construct to pool money and labor
(2) Typically possesses the following attributes:

(a) Separate entity – the corporation can contract in its own name, hold property in its own name and sue and be sued in its own name

(b) Perpetual existence – after formation the corporation will continue to exist until otherwise dissolved or changed
(c) Limited liability

(d) Centralized management – corporate law sets up a structure; board of directors which has the authority to manage while those who provide the finances have no management functions. In small corporations, individuals may fill several roles.

(e) Divisible ownership (shares of stock) – by default shares of stock are transferable

(f) Transferable shares and debt obligations (unless limitations are imposed)

ii) Organizational Choices/ Characteristics of the Corporation

	Comparison of Partnerships and Corporations
	General Partnership
	Corporation

	Formation
	Informal; UPA, RUPA.
	Formalities required; Certificate of incorporation, bylaws, board of directors, minutes, elections, filings, etc.

	Limited Liability
	No. Unlimited personal liability.

But partnership agmt can have indemnity provisions, can buy insurance, and other partnership forms offer limited liability to various extents (LP, LLP, LLLP)
	Yes. Limited liability for shareholders.

But creditors may seek personal guarantees and there is the veil piercing doctrine.

	Free transferability (of interest/share)
	No (default rule).

Just the “transferable interest” is personal property that can be transferred; but partners can negotiate and dissociate.
	Yes, generally.

Can sometimes be restricted.

	Continuity
	Default is at will (dissolution by a partner expressing will to withdraw).

Death of partner – dissociation.

Can agree to continuation agreements.
	Default is indefinite/perpetual.

But can limit.

Not tied to human life.

	Management
	Decentralized (default).

Each partner an agent and equal participation in mgmt is default; but can use exec comm. and limit authority by agreement and notice to third parties.
	Centralized (default).

Directors and officers manage the corporation; not shareholders.  Separate and specialized functions.

	Cost
	Zero.

But often good idea to hire a lawyer.
	Filing fees, typically lawyer fees, franchise fees, etc.

	Default Rules
	Extensive.
	More extensive.

	Flexibility
	Very malleable form for carrying on business; most rules are default.  
	Not quite as flexible.

	Tax
	“Flow-through” (single).

Losses can be used by partners.
	Taxed as entity, so shareholders have double taxation on distributed earnings; losses usable only by corporation.  

[Exception:  S Corporations]


iii) Internal Affairs Doctrine

(1) As a general matter, the “internal affairs” of the corporation are governed by the law of the state of incorporation

(2) Courts apply the law of the state of incorporation when adjudicating governance and fiduciary duties that arise within the corporation, including the rights of and relations among stockholders, the duties and obligations of the officers and directors, issuance of shares, acquisition procedures, etc.

(3) The act of incorporation also selects the law that will apply to the corporation’s internal affairs (internal affairs doctrine)
(4) California has California Corporations Code §2115 (a long-arm statute) which makes a “foreign” (out of state), non-publicly traded corporation with more than half of its taxable income, property, payroll, and outstanding voting shares within California subject to certain provisions of the CA Corporations Code.
(5) Qualification of “Foreign” Corporations to Do Business

(a) A business incorporated in one state may conduct business in another if “qualified” to do business in that state.

(b) To “qualify,” the corporation usually has to file a form and attach a certified copy of its certificate and/or a certificate of good standing from its state of incorporation, pay a filing fee, and appoint a local agent to receive service of process.

iv) Delaware Corporate Law

(1) Nearly 60% of publicly traded U.S. corporations are incorporated in Delaware. Nearly 90% of public corporations that re-incorporate do so in Delaware.

v) Incorporation Process

(1) The founders of a corporation create the corporation (they “incorporate”) by filing certain documents with the appropriate state agency and may choose to do so in any of the states.

(2) Key Documents

(a) Certificate/Articles of Incorporation

(i) Terminology:

1. Delaware uses the term “certificate of incorporation”

2. California uses the term “articles of incorporation”

3. Colloquial term is the “charter”

(ii) Filed with the state in order to incorporate. Must meet statutory requirements:

1. Typically include basic provisions required by the state, such as the corporate name, agent’s 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

1. 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

(3) 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
(4) Properly filing the certificate brings the corporation into existence (DGCL §106). Next step is to have an organizational meeting of the incorporators or of the subscribers for shares to elect the directors, if not named in the certificate. Also:
(a) Appoint officers

(b) Adopt bylaws

(c) Adopt pre-incorporation promoters’ contracts

(d) Authorize issuance of shares, stock certificates, corporate seal, corporate account, etc.

vi) Ultra Vires Doctrine

(1) At common law, a corporation was limited to the powers enumerated in the purpose clause of its charter.

(a) The purpose clause is a statement describing the business the corporation is to conduct

(b) “Corporate powers” refers to methods the corporation may use to achieve its purposes (e.g., power to contract or power to borrow money)
(2) Historically, if a corporation engaged in conduct that was not authorized by its express or implied powers, the conduct was deemed “ultra vires” (beyond the powers) and was held void. Either party to the contract could disaffirm.
(3) Today, state legislatures have begun to allow corporations to specify in their charters that they were formed to engage in “any lawful purpose” and most modern corporation statutes expressly grant incidental/implied powers. Corporate managers, in the absence of express restrictions, have discretionary authority to entered into contracts and transactions reasonably incidental to its business purpose, which may be more broadly defined.
(4) The modern ultra vires doctrine is narrow; it applies only where the certificate of incorporation states a limitation and there are three exclusive means of enforcement (DGCL §124):

(a) In a proceeding by a stockholder against the corporation to enjoin a proposed ultra vires act;

(b) 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):

(c) The state attorney general can seek involuntary judicial dissolution if the corporation has engaged in unauthorized transactions.

(5) An ultra vires act will be enjoined only if equitable to do so; generally, means that an act involving an innocent third party (one who did not know the act was ultra vires) will not be enjoined.
(6) Use is very rare; commented on as a historical relic.

vii) Corporate Documents

viii) Promoter Liability

(1) A “promoter” is a “person, who acting alone or [with others], directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer.”
(2) Pre-Incorporation

(a) Promoters are liable for contracts entered into on behalf of a future corporation, absent a contrary intent.

(i) Contrary intent generally requires showing more than just signing “for a corporation to be formed.”

(ii) Evidence of the parties’ intentions must be found in the contract or in the surrounding circumstances – for example, that the parties intended the promoter to be a non-recourse agent or a “best efforts” agent

(3) Post-Incorporation

(a) Corporation is liable on the contract only if the corporation adopted (ratified) it. Can be express (e.g., formal board resolution) or implied (e.g., if directors or officers knew of and acquiesced in the contract)
(4) A promoter remains liable unless:

(a) Corporation is formed:

(b) Corporation adopted the pre-incorporation contract; and
(c) The parties agreed to release the promoter from liability (either in the initial contract (a future novation) or through subsequent novation).

(5) Moneywatch v. Wilbers
(a) Wilbers entered into a least with Moneywatch, submitting personal financial statements and business plan to secure it. A month later, Wilbers signed a certificate of incorporation for J&J Adventures, Inc. Later, Moneywatch substituted the name on the lease to include J&J Adventures. Wilbers did not seek release of personal liability. The corporation goes bankrupt and stops payment on the lease. Moneywatch sues Wilbers personally.
(b) The court answers whether Wilbers can be personally liable for the rent by holding that he can. The rule for promoter liability is above. Wilbers did not seek or obtain release from the lease and there is no clear intent to release Wilbers from liability. Wilbers paid with a check with the corporation’s name on it, but this did not clearly express to the landlord that Wilbers would be released from liability. This conclusion makes sense because a landlord would not want to lease to a corporation with no credit history. The landlord would want the individual to remain personally liable so they can continue to collect rent if the corporation fails.
(6) Promoter Fiduciary Duties

(a) Promoters of a yet-to-be-formed corporation have some fiduciary duties to the entity, the other promoters, and investors:

(i) Promoters must deal with the entity in good faith. They must act fairly in transaction they enter into with the corporation.

(ii) Promoters must disclose relevant information, like opportunities and conflicts vis-à-vis the entity, to other relevant parties.
(7) “Subscription Agreement”

(a) An offer to purchase shares from a corporation. Subscriptions can be made to existing corporations or corporations to be formed. A subscription does not become a contract until accepted by the corporation. There are concerns about the enforceability of subscription agreements entered into before incorporation. DGCL §165 provides the default rule that they are irrevocable by the subscriber for 6 months from the date of subscription, unless otherwise provided.
ix) Defective Formation (De Facto Corporations and Corporation by Estoppel)

(1) De Facto Corporation

(a) Elements:

(i) Statute for valid incorporation available;

(ii) Good faith attempt at incorporation; and
(iii) Good faith use of corporate form in a transaction with a third-party

(b) Rarely employed any longer because of ease of forming corporations
(2) Corporation by Estoppel

(a) Equitable doctrine applied where court determines it would be unjust to allow a party to escape liability by denying corporate existence (i.e., because they have previously recognized or dealt with the business as a corporation)

(i) Can be used by either the party which attempted to form the corporation or the party which entered into an agreement with a party they believed was a corporation

(b) Southern Gulf Marine v. Camcraft
(i) Barrett entered into an agreement on behalf of himself and Southern Gulf with Camcraft. Then a construction contract was entered into with Camcraft and Southern Gulf incorporated in Texas (though Southern Gulf was not actually incorporated at that time). Southern Gulf then actually incorporated in Cayman Islands. And Southern Gulf sent Camcraft a letter stating it adopted the contracts.

(ii) The court answers whether Camcraft can get out of the contract by saying no because corporation by estoppel applies. Camcraft could not escape the contract simply because Southern Gulf first purported to be incorporated in Texas and then was actually incorporated in Cayman Islands. This change did not affect Camcraft’s substantive rights.
x) Capital Structure (Basic Information on Stock and Dividends)

(1) Capital structure: the way a corporation raises its money

(a) A corporation raises money (capital) to fund their business by issuing debt and equity securities (capital formation process)
(i) These securities are long-term contingent claims on the corporation’s assets and future earnings, issued pursuant to formal contractual instruments

(b) Corporations with existing operations often fund their business with “retained earnings” (this means income retained by the corporation instead of issuing it in dividends)

(2) Debt and Equity
(a) Corporations have a “capital structure” consisting of two basic types of securities:

(i) Debt

1. Bonds, debentures, and notes

2. Holders are creditors of the corporation

3. Debt represents a fixed claim on the corporation’s assets and earnings, usually within a specific duration. Typically, debt holders get periodic interest payments and ultimate repayment of the principal at a maturity date. At corporate liquidation, debt holders get repaid before stockholders. 

4. The relationship between the corporation and its debt holders is essentially contractual and does not give rise to any fiduciary duties owed by the directors and officers to the debt security holders

(ii) Equity

1. A corporation issues equity in the form of shares of stock.

2. Equity security holders have the “residual claim,” which means at liquidation they are entitled to whatever funds are left after all other claims on the corporation have been satisfied.
3. The law traditionally regards stockholders as “owners” of the corporation

4. The relationship between the corporation and its shareholders is a major focus of corporate law.

(b) Stock

(i) Many corporations divide their equity securities into multiple “classes” of stock (and there can be “series” within a class). They must be authorized and set forth in the certificate of incorporation (DGCL §102(4)

(ii) The two most basic forms of stock are common stock and preferred stock. Unless otherwise agreed, corporate shares are by default “common shares” with equal voting rights per share and equal rights per share to residual claims of the corporation.
(iii) Common Stock

1. The most basic of corporate securities. All corporations have at least common shares. Typically, common shareholders have the power to vote to elect the board of directors and to vote on other matters that require shareholder approving (e.g., amending the COI, mergers, etc.) Voting rights can be varied. Common stockholders have the “residual claim” on the assets of the corporation (debt and preferred stock would typically have a right to be paid first if the corporation is liquidated)

(iv) Preferred Stock

1. Not all corporations issue this type of stock. Comes with certain contractual “preferences” such as senior economic rights, dividend preferences, liquidation rights, etc. (hybrid in this way because it has some features of common stock and some features of debt).

2. Any rights beyond what common stock has are essentially contractual in nature. 

3. Preferred stock sometimes represents a permanent commitment of capital and sometimes not – in the latter event, the shares will be “redeemable” for some specified amount (right to redeem may be held by shareholder or by the corporation or both). 

4. Preferred stock is deemed to have voting rights equal to the common shares unless the COI provides otherwise – voting rights can be varied

(3) Decisions About Capital Structure

(a) Different capital structures reflect differing allocations of control, risk, and claims on the corporation’s income and assets

(b) Various considerations:

(i) Taxes (for example, interest paid on bonds is deductible but money paid in dividends is not)

(ii) Leverage (taking on debt is taking on more leverage. Will the corporation be able to pay the agreed upon interest when it comes due? Leverage can increase potential for additional gain or for bankruptcy depending on the corporation’s income and what it will do with borrowed money)
(iii) Market (How much money needs to be raised for the corporation? What will investors buy and on what terms?)

(4) Tension in Capital Structure: Equity-Linked Investors, L.P. v. Adams
(a) Start-up had one week’s cash left in the bank or they would go into bankruptcy. But, they had some promising technology which was likely to be profitable. Current assets of the company were below what the preferred stockholders would need to be paid off. In the week before running out of money, the corporation got a loan. The preferred stockholders sued the board for taking the loan. Common stockholders wanted the loan because it meant they stood to make money.
(b) Court states taking on the loan was not a breach of fiduciary duty. The corporation has an obligation to pay what was owed to preferred stockholders. However, before liquidation, the board could operate within its business judgment.
(5) Issuing Stock

(a) To validly issue shares, the board must authorize the issues of shares and the corporation must receive appropriate consideration. DGCL §152

(i) The corporation, acting through its board, must approve the particular transaction in which the shares are sold. DGCL §161.

(ii) The appropriate number of shares must be authorized in the certificate of incorporation (COI)

1. If there are not enough authorized shares to issue, the COI must be amended. DGCL §242 requires the board to adopt a resolution setting forth the proposed amendment, call a properly-noticed special meeting of the shareholders or put up for vote at next annual SH meeting and receive a majority of outstanding shares voted in favor of amendment.
(iii) The directors determine the price or consideration for newly issued shares. Their judgment that such consideration is adequate is conclusive in the absence of fraud. DGCL §152
(b) Par Value

(i) Historical purpose: to value the assets of the corporation. It set an amount of “legal capital” which a company would be required to maintain in case the corporation went bankrupt (legal capital=number of stocks X par value)

(ii) The par value, over time, became the minimum price for stock – it could be sold for more than par value, but not less (so companies set the par value very low and then just issued it at more than that).
(iii) Now, corporations set the par value very low. It is advantageous in Delaware to do this.

(6) Authorized stock/shares: the maximum number of shares that a corporation is legally permitted to issue, as specified in the certificate of incorporation

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

(8) Treasury stock/shares: stock that has been repurchased by the corporation. It was at one point issued and outstanding, but has been repurchased and is held in the corporate treasury.

(9) Options: the right to buy something in the future. It is a right, not an obligation.
(a) Call option = the right to buy shares (typically by a certain date at a certain price)

(b) Put option = the right to sell shares (typically by a certain date at a certain price)

(10) Stock options: a type of call option; giving the holder the right, but not the obligation, to buy shares of a company.

(a) Often issued as part of an incentive compensation package

(b) Often subject to a “vesting period” in which a certain portion of the stock options vest over time, giving the holder the right then (once vested) to purchase a certain number of shares at the “strike/exercise price” (set on the day of grant) before the expiration date.

(c) This means that a corporation must have authorized stocks just in case someone exercises their option.

(11) Dividend: a distribution of cash, stock, or property by the corporation to a class of its shareholders, decided upon by the board of directors. Most commonly it is a portion of the profits that is distributed as a dividend. The dividend is often quoted in terms of the dollar amount each share receives (dividends per share)
(a) The board of directors may authorize a corporation to pay dividends. DGCL §170(a).

(b) A constraint on the board’s discretion to declare a dividend is DGCL §160’s requirement of surplus. Surplus= (total assets minus total liabilities) minus legal capital
(c) Shareholders cannot generally compel a corporation to declare a dividend.

(d) Little v. Waters
(i) Two shareholders; the one 2/3 shareholder provided capital. The 1/3 shareholder provided labor. 2/3 shareholder restructured the corporation and paid back loans and then fired 1/3 shareholder from his position in the corporation. The 1/3 shareholder still had his stock, but could not sell it because it was in a privately held corporation. But, the 1/3 shareholder incurred a large tax bill because he held the stock. So, the 1/3 shareholder sued to compel the 2/3 shareholder to issue a dividend to help him cover his tax bill.
(ii) The court concluded the 2/3 shareholder must pay the dividend because he was not acting in good faith. He was instead attempting to force the 1/3 shareholder to sell his stock at a cut rate.

(e) Kamin v. American Express Co.
(i) AMEX had purchased DJL stock for $29.9 million but it had fallen in value to $4 million. AMEX decided to distribute the $4M in stock as an in-kind dividend to its shareholders. Shareholders sued because they preferred that AMEX take the DJL as a loss and distribute the better $12 million which would have resulted.
(ii) But, the court held that AMEX could do what it wanted because of business judgment rule. This was not a terrible decision and not in bad faith, so it was subject to deference.

(f) Stock Splits

(i) A stock split is a division of the outstanding shares into more shares. It simply divides the pie into more slices. It does not change the stockholder’s relative ownership interests.

(g) Stock Repurchases

(i) A stock repurchase is the functional equivalent of a dividend. It may be more tax advantageous for shareholders because buybacks are treated differently than dividends. It also signals to the public that the company is undervalued. Some companies have so much cash that they want to get rid of it by buying back stock.
(ii) Repurchased stock becomes treasury stock

xi) Limited Liability and Piercing the Corporate Veil

(1) General default rule: corporations have limited liability, which means that shareholders are not personally liable for corporate debts or torts. Shareholder losses are limited to the amount invested in the firm.
(2) This is the default rule. It is possible for a shareholder to voluntarily assume liability through a personal guaranty (formal promise to pay debt).
(3) Piercing the Corporate Veil

(a) Piercing the corporate veil is an equitable doctrine created by courts to prevent fraud and achieve justice. It is an exception to the general rule which is limited liability. States vary in their test and the tests are very fact-specific.
(b) Nearly all PCV cases involve closely-held corporations and has never been applied to a large corporation (e.g., Amazon).
(c) General Principles/ Legal Standard; Elements:

(i) Unity of interest and ownership/ control or domination (aka “alter ego”)

1. Frequently discussed factors or considerations:

a. Failure to observe corporate formalities

b. Comingling business and personal funds or assets

c. [Deliberate] undercapitalization of the business

d. Implicitly – domination/control – basically one shareholder runs the corporation on his own without other shareholder input
(ii) And refusing to allow PCV would sanction fraud or promote injustice

1. Deceit or other wrongdoing, some element of unfairness or wrong beyond a creditor’s inability to collect.

a. E.g., the individual was using the corporation for fraud, there was violation of the law in the formation or use of the corporation, etc.

b. An unsatisfied judgment is not enough

(d) California test:

(i) To invoke alter ego (PCV), two conditions must be met:

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 inequitable result if the acts in question are treated as those of the corporation alone.”
F. Hoffman-La Roche v. Superior Court, 130 Cal. App. 4th 782 (2005)
(e) Walkovskzy v. Carlton
(i) Shareholder Carlton owned all the stock in 10 different corporations. Each corporation owned two taxi cabs, which were mortgaged and carried the minimum insurance coverage. Carlton would regularly drain the corporation of assets. All cabs were operated out of one garage held by a corporation. One cab injured Walkovsky but when sued did not have enough assets to satisfy the judgment. So, Walkovsky attempted to recover from Calrton directly.
(ii) Court holds, however, that Walkovsky did not satisfy the test to pierce the corporate veil. The court does not find enough facts here to pierce the corporate veil as to the individual, Carlton.
(iii) Dissent focuses on the undercapitalization and lack of liability insurance because a corporation should be able to predict likely claims and debts (e.g., a tort arising from a traffic accident). To cover this foreseeable claim, the dissent says the corporate veil should be pierced.

(f) Radaszewski v. Telecom Corp.
(i) Motorcycle struck by truck owned by Contrux, a subsidiary of Telecom. Contrux could not pay claim to motorcyclist so motorcyclist attempted to PCV to reach Telecom’s assets. Contrux had insurance of $1 million and $10 million in excess, but the excess carrier had gone bankrupt so the plaintiff could not collect.
(ii) Can the plaintiff PCV to reach Telecom’s assets? The court holds no. Contrux and Telecom had acted within the law. Contrux had insurance which counts towards capitalization. Plaintiff’s argument that Contrux and Telecom had selected a “fly-by-night carrier” is invalid because neither company knew the carrier would go bankrupt.
(g) Freeman v. Complex Computing Co.
(i) A shareholder-owner was operating the corporation through another corporation. He promised stuff to an employee but then semi-fraudulently shifted money amongst the corporations so that the employee could not collect the money he had been promised.

(ii) The court allowed piercing of the corporate veil. The corporation did not recognize any of the corporate formalities. He was running the corporation out of his apartment, he did not have board meetings, and had his own name on the bank account.

(h) Theberge v. Darbro, Inc.
(i) Warden Group and Theberge brought suit against Horton Street (corporation). They earned a default judgment against Horton Street but could not collect. So, they sued to get the individual shareholders (Smalls) of Horton Street and their other corporation, Darbro. Plaintiffs argued that Horton Street was an alter ego of Darbro and one of the shareholders of Horton had orally promised to back up a loan by the plaintiffs personally.
(ii) The court holds that the corporate veil cannot be pierced. The defendants did not act illegally or fraudulently. The plaintiffs had the defendant at other points make personal guaranties for some items, but not the one which the plaintiffs were suing over now. The plaintiffs were sophisticated real estate business people and should have understood they were not getting a formal guaranty. Prong one of the test was met, but prong two was not.
(4) Piercing in Corporate Groups (aka enterprise liability)

(a) A piercing the corporate veil claim could arise where there is a parent-subsidiary (a corporation holds stock in another corporation) or where there is a corporate group with a parent and multiple subsidiaries that are affiliates of each other (i.e., vertical or horizontal piercing
(b) Gardenal v. Westin Hotel Co.
(i) Plaintiff sued Westin Mexico and Westin in TX for a wrongful death. Westin Mexico moved based on lack of personal jx and trial court granted and court of appeal upheld. So, Westin Hotel Co., the parent of Westin Mexico was the only party remaining. The plaintiff wanted to pierce as to Westin Hotel Co. to get at Westin Mexico.
(ii) The court holds that the plaintiff cannot do this. There was no evidence of anything other than a typical corporate relationship between parent and subsidiary. They did have some unity of interest and control, but Westin Mexico was sufficiently separate. Westin Mexico banked in Mexico, kept its funds separate, and had its own staff among other things.
(c) OTR Associates v. IBC Services, Inc.
(i) Blimpie Corp. had subsidiary IBC. IBC entered into a lease with a landlord and then sublet to a Blimpie franchisee. Franchisee failed to pay the landlord so the landlord sued Blimpie because IBC had no assets. IBC was created for the sole purpose of being the counterparty to the lease – it had no money. This means the landlord must pierce the veil of IBC to get to Blimpie.
(ii) The court held here that piercing was acceptable in this situation. It was acceptable because all representations to the landlord made it seem like Blimpie was the lessee, not a subsidiary. The landlord did not discover the relationship until the franchisee defaulted on the lease. Blimplie had employees in Blimpie uniforms at the leasing even though they were there on behalf of IBC. IBC also shared an address with Blimpie. The only reason the separate corporation was created was to hold the lease and insulate the defendant. Otherwise, IBC was impeccably and mechanistically operated as a separate corporation.
b) The Role of Directors and Officers (Managing the Business Affairs; Fiduciary Duties to Shareholders)

i) Directors are fiduciaries that shall act in good faith and with conduct reasonably believed to be in the best interests of the corporation.

ii) They owe a duty of care and a duty of loyalty (which includes a duty of good faith) to the corporation and its shareholders)
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iii) Board of Directors

(1) Management of the corporation is centralized in the board

(a) “The business and affairs of every corporation… shall be managed by or under the direction of a board of directors, except as may be otherwise provided…” DGCL §141(a)

(2) By default, stockholders elect the members of the board (directors) at the annual stockholder meeting

(3) The board of directors takes action on behalf of the corporation either at a meeting at which a quorum (the minimum number of members required present to take action) is present or by written consent.
(a) Action at a board meeting; DGCL §141(b): “A majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation 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…”
(b) “The vote of the majority of the directors present at a meeting which a quorum is present shall be the act of the board of directors…”
(i) DGCL §141(f) authorizes a board to act without a meeting by means of written consent, but it requires unanimity.

iv) Officers

(1) Corporate officers (e.g., CEO, CFO, etc.) run the day-to-day operations of the business.

(2) They execute firm strategy. They are agents of the corporation, and the scope of their power often comes down to agency principles.

v) Fiduciary Duties: The Duty of Care and the Business Judgment Rule

(1) Duty of care: 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.

(2) Standard of conduct versus standard of liability

(a) Standard of conduct – what you should do (aspirational

(i) MBCA §8.30(b): “when becoming informed in connection with their decision-making function or devoting attention to their oversight function, [directors] shall discharge their duties with the care that a person in a like position would reasonably believe appropriate under the circumstances.”
(b) Standard of liability – where legal liability may arise if the corporation suffers losses from their breach of duty

(i) MBCA §8.31: a director shall not be liable to the corporation or its shareholders unless the challenging party establishes (1) a corporate charter indemnification or cleansing does not preclude liability; and (2) the conduct was the result of lack of good faith; lack of belief acting in best interest of corporation; not being informed; lack of independence (duty of loyalty); or failure to devote ongoing attention to oversight, or devote timely attention when particular facts arise.
(c) Fiduciary duties are not codified in Delaware – they are a matter of well-settled case law

(3) Business Judgment Rule

(a) Generally, for ordinary business decisions the relevant fiduciary duty is the duty of care, but directors are entitled to the protection of the business judgment rule (BJR)

(i) BJR presumes that the directors’ decisions were made on an informed basis, in good faith, and on an honest belief that the action is in the best interest of the corporation.
(ii) When BJR applies, it is the plaintiff’s burden to rebut the presumption. The standard to rebut BJR in DOC cases becomes gross negligence.

(iii) The inquiry for the DOC is largely about whether the process that generated the relevant business decision was unsound. Otherwise, courts will generally not second-guess directors’ decisions
(iv) BJR protection is NOT available in nonfeasance situations.

(b) Kamin v. American Express
(i) Amex distributed stock in another corporation as an in-kind dividend to its stockholders. Amex had paid $29.9 million for the stock, but it was worth only about $4 million at the time of the distribution. The board chose to distribute the stock, but it could have sold the stock and received $8 million in tax savings from the loss.
(ii) Stockholders in Amex sued for this decision. The business judgment rule applied. The board had met and formally discussed the decision and the plaintiff could not overcome the presumption of validity in this decision. The board was concerned that posting such a large loss from the stock would have harmed Amex’s stock price in turn. 
(c) Shlensky v. Wrigley
(i) Wrigley (80% owner of stock) decided to not put lights in Wrigley Stadium. Plaintiff alleged this was causing lost profits because games couldn’t be played at night. Plaintiff sued the whole board alleging that Wrigley dominated the board.
(ii) The court holds that the board did not breach their DOC by not installing the lights. In the absence of fraud, illegality, or self-dealing the decisions of the board are protected by BJR. Court says it does not have to be a good decision, just well thought out.

(d) Smith v. Van Gorkom
(i) Plaintiffs claimed Van Gorkom, a director, and the board breached their duty of care. The corporation (Trans Union) had tax credits which it could not utilize because its profits were not high enough. Managers met and discussed options, including a leveraged buyout to take the company private. CFO of Trans Union ran a feasibility test to see if they could accomplish the buyout and determined they could purchase each share for between $50-60. Van Gorkom responded to the study by saying he would take $55 and went to a friend, Pritzker, and proposes the deal at $55 a share. Pritzker planned on creating a subsidiary (Marmon) which would wholly own Trans Union. Pritzker agreed on the condition of a lock up provision which would allow him to purchase 1 million new shares in Trans Union at $38 a share (providing Pritzker with a good payout if Trans Union ended up being purchased by someone else). These “negotiations” took a matter of days and when Van Gorkom again called a board meeting, the other directors were unaware of what they were going to discuss. This meeting took only 20-minutes of oral presentation and the board agreed without further research. Other meetings occurred but none which showed a full discussion of the buyout.
(ii) Shareholders sue arguing breach of duty of care. To uphold their duty of care, directors must inform themselves of all material information reasonably available to them before making a decision. The defendants did not satisfy their duty of care in making this business decision. Plaintiffs defeated BJR. The meetings did not sufficiently inform directors in their decisions and they failed to get expert opinions into this deal in particular. Shareholder approval could not overcome these issues. The process was too severely flawed.
1. DGCL provides a defense for directors who rely on reports from officers. It did not apply here because Van Gorkom’s oral presentation did not count as a report from an officer and he was not an expert. And the CFO feasibility study was an opinion on what a manager buyout could be accomplished at; not stock prices for a buyout.
(e) Delaware enacted DGCL §102(b)(7) in response to Smith v. Van Gorkom
(b) The certificate of incorporation may also include any or all of the following matters [in its charter]:
(7) A provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty (duty of care) 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 omission not in good faith or which involve intentional misconduct or a knowing violation of law;
(iii) Under §174 of this title [which covers unlawful payment of dividends]; or
(iv) For any transaction from which the director derived an improper personal benefit.
(f) In other words, a corporation can, in its certificate of incorporation, exculpate liability for breach of duty of care.
(g) Francis v. United Jersey Bank
(i) Family-owned reinsurance business. Had been run by the father. While the father was alive, he told the mother that she had to watch out for the sons because they would take the shirt off her back. After the father died, the two sons and mother took control of the business. The mother was uninvolved in operating the business although she was a director. The two sons loaned themselves millions in client money and ran the business into bankruptcy. 
(ii) The court held the mother liable for breaching her duty of care. The mother could not get BJR because she made no decision to give the presumption. So, the standard was regular negligence, reasonable prudence. And the mother was not reasonably prudent because she allowed the sons to take advantage of the corporation’s funds without any oversight whatsoever.
vi) Corporate Purpose, Corporate Social Responsibility, Charitable Giving and Corporate Political Activity

(1) Dodge v. Ford Motor Co.
(a) Ford was producing cars and seeking to vertically integrate. Ford continued to reduce the prices of his cars as time went on. Ford owned 58% of Ford and the Dodge Brothers owned 10%. Ford decided to, instead of issuing special dividends, use the money to reinvest in the business and dramatically drop the price of the cars to make them more available to people. The Dodge Brothers sued Ford Motor Co. claiming breach of duty of care; they wanted to force a dividend and stop Ford from building new factories.
(b) The court finds a breach! The court required a dividend but did not enjoin the expansion. Court said the decision to not issue the dividend was not in good faith because Ford had testified that the decision was made to make cars available and NOT TO MAKE MONEY for the corporation’s shareholders. The court said the corporation was being run as an eleemosynary institution, not as a corporation run for the benefit of its shareholders. Board should manage to benefit shareholders and maximize profits.
(2) Corporate Charitable Giving

(a) 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…”
(i) Note that the language of this section does NOT dispense with the requirement of a corporate benefit

(b) Cal. Corp. Code §207: “Subject to any limitations contained in the articles and to comply with other provisions of this division and any other applicable laws, a corporation shall have all of the powers of a natural person in carrying out its business activities, including, without limitation, the power to…:
(e) Make donations, regardless of specific corporate benefit, for the public welfare or for community fund, hospital, charitable, educational, scientific, civic, or similar purposes.”

(3) Theodora Holding Corp. v. Henderson
(a) Girard Henderson had been controlling shareholder and a director of Alexander Dawson, Inc. Girard’s wife, Theodora divorced him and took some of his common stock in the corporation. For years, the corporation had been making annual donations to Alexander Dawson Foundation at Girard’s direction. The corporation had created a plan to give about ½ a million dollars to the charity to finance a camp to be run on the property to be donated by the corporation. Theodora’s daughter was now on the board of the corporation and objected to the gift of the company stock. Girard then reduced the size of the board and carried out the plan. Theodora sued.
(b) The court answered that the corporation could donate the company stock. The court stated that gifts must be reasonable and then, if they are, BJR applies. The court reasoned that the loss borne by the corporation was tiny compared to the profits.
(4) Two Theories of Corporate Charity

(a) Shareholder primacy: The view in Dodge v. Ford Motor Co.; sees the corporation as ultimately serving the shareholders – the goal of the corporation is to create shareholder wealth.

(b) Stakeholder theory: opposite view of shareholder primacy. Purpose of the corporation is to increase the value of the corporation. A corporation can increase its value by investing in the community, employees, and people; not just by serving the shareholders through increased profitability directly.

(5) Citizens United v. FEC
(a) Corporation involved was a non-profit political advocacy group. The corporation had money donated by for-profit corporations to create a film. The Supreme Court held that all corporations have protected First Amendment rights. This means corporations can make independent (meaning the corporation cannot give directly to a candidate) political expenditures. They can run ads, give to PACs and Super PACs, etc.
vii) Fiduciary Duties: The Duty of Loyalty

(1) The duty of loyalty requires that directors and officers act in a manner the director/officer reasonably believes to be in the best interests of the corporation. RMBCA §8.03(a)(2)
(2) Conflicts and Self-Dealing

(a) Bayer v. Beran
(i) Plaintiffs were shareholders suing for two claims of breach of fiduciary duty: (1) a radio advertising campaign and (2) $30,000 a year salary to the VP and director of the corporation. The corporation had spent a significant amount of money on advertising, but not a radio program prior to this campaign which totaled $1,000,000. The corporation hired a consultant and an ad agency. The ad agency employed the wife of the corporation’s vice president and director. The directors did not know of the wife’s involvement until after the program’s approval.
(ii) The court asked whether the director had breached his duty of loyalty and found that he had not. Because the wife was involved, BJR yields to the rule of undivided loyalty. The director bears the burden of proving good faith in the transaction and inherent fairness. The wife’s contract was negotiated at arm’s length through an agent, she did not appear more often on the program than anyone else, she was not paid more than anyone else, and the advertising program was considered and created without thought of employing the wife. Both the substance and the process of the deal were fair to the corporation.
(b) Interested Director Statutes
(i) DGCL §144; Cleansing: (a) an interested transaction shall not be “void or voidable solely” because of the conflict or “solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose,” provided at least 1 of 3 conditions are satisfied…
(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.
(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.
(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”
(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.

(ii) What is the effect of the statute’s protection?

1. §144(a)(1); BOT v. Benihana
a. Aoiki owned 100% of BOT until he was convicted of insider trading so he transferred his stock into Benihana Protective Trust. The trustees of the trust were Aoki’s three children and the family’s attorney. BOT’s subsidiary, Benihana, Inc. had two classes of stock Common and Common A. Common A could elect 25% of the board seats and Common could elect 75% of the board seats. Whoever controlled Common could elect the majority of the board and control the corporation. BOT owned 50.9% of Common and controlled Benihana, Inc. Aoki’s children were concerned that Aoki was going to give control of the company to his wife. At the same time, the board needed to renovate aging restaurants, but could not afford it so they hired Morgan Joseph (an investment bank) to determine options for raising capital. Three directors; Schwartz, Dornbush, and Abdo, met with Morgan Joseph to discuss and then took the options to the board. BFC Interest, through Abdo, sent a private placement memorandum and negotiated terms with Morgan Joseph and then shared the information with a board committee. Schwartz told other directors about BFC’s involvement. The deal involved a stock issuance to BFC which would decrease Aoki’s control to less than 50%, so Aoki protested. The board approved the transaction anyway. BOT sued as a shareholder claiming breach of fiduciary duty because of Abdo’s involvement with both Benihana and BFC.
b. The court held that (a)(1) (approval of a majority of the disinterested directors) was met and business judgment therefore applies. There was no breach of fiduciary duty. Everyone was informed about the deal and the parties to the deal. There was no issue with Abdo being on both sides of the transaction.
2. §144(a)(2) 

a. Fliegler v. Lawrence; held that even though §144(a)(2) does not say “disinterested” shareholder approval, that is what is required for §144(a)(2) to have a cleansing effect. Flieger, therefore, requires that there be a majority of informed, disinterested shares voting for the transaction.
b. Lewis v. Vogelstein
i. Board of directors was deciding to provide itself (because some of the directors were employees of the corporation) compensation by a stock option compensation plan. So, because they were deciding benefits for themselves provided by the corporation, this was an interested director transaction and required ratification and they selected shareholder ratification. The decision was approved by the shareholders and then challenged.

ii. The court stated that the decision, because of the shareholder approval, gets BJR. The burden shifts to the plaintiff to prove waste (a much more difficult standard).
c. Harbor Finance Partners v. Huizenga
i. Defendants have the burden of showing 144(a)(2) is met. And if they succeed at showing it was met, the decision gets BJR. 

3. §144(a)(3)
a. Fairness analysis illustrated by old case Bayer v. Beran
(iii) §144(b)

1. 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.
2. Two ways a board may act on behalf of the corporation:

a. (1) Board meeting with quorum and sufficient vote

b. (2) Unanimous written consent

3. 144(b) explains that in satisfying number 1 the interested director may count towards the quorum and then there must be a sufficient vote in favor.

(c) What counts as being interested?

(i) The person is on both sides of the deal in some way. There is a material, personal, or financial relationship which impairs the directors’ ability to act without bias.
(3) Corporate Opportunities

(a) Subset of duty of loyalty

(b) Objective: to deter appropriations of new business prospects “belonging to” the corporation. Targets (1) directors and officers of corporation and (2) dominant shareholders who take active role in managing firm.

(c) Guth v. Loft
(i) Guth was part of a corporation, Loft, which made and sold candy and beverages. Guth purchased Pepsi-Cola with a loan from Loft Corp. Loft sued Guth for taking an opportunity from the corporation. Guth dominated the Loft board and he had only been made aware of the sale of Pepsi because of his position on Loft’s board. Pepsi was in Loft’s line of business and Loft had an interest in purchasing.
(ii) Court found this was a breach of fiduciary duty of loyalty. The remedy was for Guth to disgorge his shares of Pepsi (now worth millions) to Loft. This was the first formulation of the law of corporate opportunity doctrine.
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(d) Broz v. CIS
(i) Broz was the sole shareholder of RFBC, a Delaware corporation which provided cell service in the Midwest. Broz was also an outside board member of CIS, a publicly traded company. CIS had been in financial difficulty. An opportunity came up to by a license to provide cell service in an area. A broker seeking to sell the license took the offer to Broz in his capacity as RFBC director. The broker did not offer to CIS because it was just emerging from Chapter 11 bankruptcy and could not take on the new debt. Broz even informally mentioned the offer to two CIS board members who both expressed disinterest. PriCellular then placed an offer to buy the license but Broz beat their bid. PriCellular then began to acquire CIS. PriCellular ultimately acquired CIS 9 days after RFBC had completed its deal for the license. PriCellular sued Broz for taking “its” corporate opportunity.
(ii) But, the court held Broz did not breach his duty of loyalty by acquiring the license for RFBC.

1. Delaware Factors/Balancing Test to determine if corporate opportunity:

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

b. (2) Is the opportunity in the corporation’s line of business?
Court’s usually define line of business with broad construction. Includes what a business could reasonably be expected to get into.
c. (3) Does the corporation have an interest or expectancy in the opportunity?
Interest refers to something to which the corporation already has a right to (e.g., by contract). Expectancy is broad; it refers to something which a fiduciary took but that would normally come to the corporation.

d. (4) Would taking the opportunity result in a conflict between the director’s self-interest and that of the corporation?

2. The court held no breach because:

a. CIS did not have the financial ability to take the opportunity because of its recent bankruptcy.

b. The corporation did deal in cellular services, but it had divested of licenses in the area for which the one at issue was located.
c. The corporation had neither an interest or expectancy in the opportunity because CIS was selling licenses and the directors expressed disinterest.

d. And Broz had no duty to consider the interests of PriCellular. He only owed a duty to CIS. That PriCellular would acquire CIS was not a certainty when Broz purchased the license. A fiduciary does not owe duties to a potential shareholder/acquirer. Must measure duties at the time of the opportunity.
(e) In re eBay, Inc. Shareholders Litigation
(i) eBay was hiring Goldman Sachs as an underwriter for an IPO and then for another issuance of stocks. These services cost eBay millions. Goldman Sachs, in return, was allocating other IPO shares (“spinning”) to the directors of eBay. These IPO shares which Goldman Sachs sold to eBay at the IPO price were doubling or tripling in value and could be flipped very quickly for massive profits. The plaintiff-shareholders sued claiming that the defendant-eBay directors were usurping opportunities owed to eBay.
(ii) The court found that the defendants were violating their duty of loyalty. Court finds the IPO shares were a corporate opportunity. eBay was financially able to exploit the opportunities and did invest in equity and debt securities as part of its line of business. Whether or not the opportunity was risky, eBay had not been given the opportunity to turn down the IPO allocations. And the purchases placed the directors in a position of conflict with eBay because the gains encouraged the directors to steer eBay towards Goldman Sachs for business. This court applies loosely the four factors discussed above.
(f) DGCL §122(17) allows a corporation to put in a charter a carve out for some types of corporate opportunities from the duty of loyalty.
(i) “Every corporation created under this chapter shall have the power to:
(17) renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or one or more of its officers, directors or stockholders.”

(4) Good Faith and Oversight

(a) DGCL §141(e) provides “a member of the board of directors, or a member of any committee designated by the board of directors, shall… be fully protected in relying in good faith upon [specified documents and persons].

(b) DGCL §102(b)(7) provides that a corporation’s articles of incorporation may (but need not) contain “a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall not eliminate or limit the ability of a director… for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law.”
(c) Disney (good faith and executive compensation)

(i) In the early 90s Disney company became concerned that Eisner, the CEO and Chairman, did not have a plan of succession. Disney began negotiations with Ovitz to try and lure him from another premier corporation where he was earning $20-25 million. So, Ovitz wanted good downside protection from Disney if he moved and things did not work out. Disney offered him a 5-year contract with salary and stock options which was worth about $24 million a year. If he was fired without cause, his stock options would vest, he would earn a $10 million termination payment, and would earn $7.5 million for each year remaining on the contract. Ovitz was terminated after only 14 months and ended up getting about $140 million in payouts from Disney. Disney’s compensation committee and an executive compensation consultant had analyzed the contract and approved it.
(ii) Were the actions of the Disney directors in approving the employment agreement hiring Ovitz, and then terminating his employment “not for cause,” made without any violations of the fiduciary duties of due care and good faith? The board, while maybe not achieving best practice, adequately informed themselves of the magnitude of the severance package and risk of an early NFT payment so they did not breach their duty of due care.
1. Good faith: court identified two possible bases for finding that directors acted in bad faith:
(1) Conduct motived by subjective bad faith (i.e., an actual intent to do harm) or
(2) “Intentional dereliction of duty, a conscious disregard for one’s responsibilities”
Gross negligence is not enough for bad faith.

2. There was no bad faith here.
(d) Practical Lessons from Disney
(i) The board or compensation committee should have prepared a spreadsheet by or with a compensation expert detailing possible circumstances or outcomes and it should be explained to the board by an expert.

(ii) The spreadsheet should form the basis of the committee’s decision and should be included in the minutes. The minutes and documents should otherwise show good faith deliberations.

(e) Oversight and Good Faith

(i) It has long been established that the duty of care requires directors to pay ongoing attention to the business of the corporation:
1. Board may rely in good faith on officer and expert reports (DGCL §141(e))

2. Board must become informed of all material information reasonably available (duty of care focuses on the process of decision-making)
3. After which, courts will not question decisions even if they are substantively bad (this is because of the BJR)

(ii) However, In re Caremark Int’l Inc. Deriv. Litigation, in dicta, the court stated that as part of its duty to monitor, the Board must make good faith efforts to ensure a corporation has adequate reporting and information systems:

1. “A director’s obligation includes a duty… to attempt in good faith to assure that a corporate information and reporting system… exists, and that failure to do so… may, in theory at least, render a director liable for losses caused by non-compliance with legal standards.”

2. An “adequate” law compliance program may include:

a. Policy manual

b. Training of employees

c. Compliance audits

d. Sanctions for violations

e. Provisions for self-reporting of violations to regulators

f. Other controls to verify compliance with laws and to give the board the ability to monitor the business.

3. Liability will attach only for “a sustained or systematic failure to exercise oversight” or “an utter failure to attempt to ensure a reporting and information system.”

4. This dicta has become known as a “Caremark claim” though a win on such a claim is incredibly rare.
(iii) In Stone v. Ritter, the Delaware Supreme Court addressed Caremark’s validity

(iv) Stone v. Ritter
1. AmSouth had paid $50 million in fines and penalties to the government to resolve investigations for failure to comply with federal regulations and deficient oversight of compliance. Shareholders brought a derivative suit to recover the $50 million from the directors alleging that the defendants had utterly failed to implement any sort of statutorily required monitoring, reporting or information controls that would have enabled them to learn of problems requiring attention (the Caremark dicta)

2. Does the board have such an oversight duty and if yes, was it satisfied? The Delaware Supreme Court recognized the existence of Caremark Claims, but found that the oversight duty was satisfied here. 
a. Rule: Necessary conditions predicate for director oversight liability:

i. The directors utterly failed to implement any reporting or information system or controls; or

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

iii. In either case, imposition of liability requires a showing that the directors knew that they were not discharging their fiduciary obligations. Stone added conscious disregard for the Caremark claim.
viii) Duties and Issues Involving Controlling Shareholders

(1) As a general matter, shareholders have no obligations or duties to each other. They are allowed to act in their own interest in deciding how to vote their shares.

(2) Where a shareholder owns a controlling interest in the board, a shareholder in control, courts have recognized that a board in this context may not act independently of the controlling shareholder and have begun to extend aspects of the board’s fiduciary duties to the controlling shareholders.

(a) There is not a bright-line rule for determining whether a controlling shareholder relationship exists; the determination is on a case-by-case basis
(i) De jure: if a shareholder owns more than 50% of the voting stock, then the shareholder has de jure control. They can elect the board and are therefore understood as controlling the corporation (though the shareholder cannot control what the board member does once elected)
(ii) De facto: a shareholder owning less than 50% of the voting stock has de facto control if a majority of the board lacks independence from the shareholder (plaintiff bears the burden of proving this). How are the board members acting in relation to the one shareholder? Cases have found as little as 20-30% as constituting de facto control.
(3) Duties within Corporate Groups

(a) Sinclair v. Levien
(i) Sinclair Oil was the parent of Sinclair Venezuelan Oil (Sinven). Sinclair owned 97% of Sinven. Sinclair Oil also owned several other subsidiaries including the wholly-owned subsidiary Sinclair International. The minority shareholders in Sinven sued Sinclair Oil on three claims; (1) Dividends for the benefit of Sinclair by Sinven; (2) denial of Sinven industrial development by sending opportunities to other subsidiaries; (3) breach of contract by Sinclair International with Sinven for Sinclair International’s not paying upon receipt. 
(ii) The court found the dividends were fair and BJR applied. BJR for denial of industrial development for Sinven, and there was a breach of intrinsic fairness for the breach of contract.
(iii) Rule for duties in corporate groups:

1. If a shareholder dominates or controls the corporation, and

2. the controlling shareholder receives a benefit to the exclusion and at the expense of the minority shareholders, then

3. the burden is on the controlling shareholder to prove intrinsic fairness of the transaction

4. Otherwise, BJR applies

5. Intrinsic fairness deals with only substance, entire fairness looks into both process and substance.

(iv) Dividends:
1. Here, there was no unfairness because both majority and minority shareholders received dividend. Sinclair did not receive a benefit to the exclusion and at the expense of minority shareholders.

(v) Business opportunities:

1. Sinclair did not take anything owed to Sinven. There were no opportunities in Venezuela. So, BJR applies.
(vi) Breach of contract:

1. The court applied intrinsic fairness. Sinclair benefitted from the breach and only paid 97% of the downside because 3% of the breach was being borne by the shareholders and then Sinclair was preventing Sinven from enforcing the contract against Sinclair International. The controlling shareholder, therefore, received a benefit to the exclusion and at the expense of the minority shareholders.

(b) The standard of review for corporate transactions with the controlling shareholder has generally been fairness. The defendant-controlling shareholder bears the burden of proving the transaction was fair to the corporation. If there was approval by the informed, disinterested shareholders (majority of minority), the burden may shift onto the plaintiff to show that the transaction was unfair to the corporation.
(c) As a general rule: a controlling shareholder is free to dispose of her stock as she sees fit and on such terms as a willing buyer offers (including a control premium).

(i) Exceptions: a sale of control under circumstances indicating that the buyer intends to loot or mismanage the corporation, the sale involves fraud or misuse of confidential information, the sale is a wrongful appropriate of corporate assets, or the sale is for corporate office (e.g., selling less than a majority of the voting stock and receiving portion of the money to put in place a sequential resignation plan for directors)
(4) Oppression in Closely Held Corporations

(a) Controlling shareholders may be held to have fiduciary duties to protect the interests of minority shareholders

(b) Definitions of “closely held corporation” vary, but include the fact the company’s stock is not traded on a public securities market, and typically they have only a small number of shareholders who may participate actively and substantially in managing the enterprise.

(i) Many states have statutes that allow corporations to elect “close” corporation status, and have special provisions that apply to close corporations. Using this option is rare.

(c) 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.

(d) Fiduciary Duties in Closely Held Corporations
(i) Some courts have responded to shareholder oppression by imposing special or heightened fiduciary duties in closely held corporations, but they differ about when and to whom the duties are owed. Many courts have held that controlling shareholders have fiduciary duties to deal fairly and not oppress the rights of minority shareholders. This includes California; Jones v. H.F. Ahamanson & Co. (controlling shareholders cannot use their control to benefit themselves to the detriment of the minority without a compelling business purpose).
(e) Wilkes v. Springside Nursing Home (Massachusetts approach to shareholder oppression)

(i) Four individuals go into business together to operate a nursing home. Each is a shareholder who made the same amount of investment and each was both a director and officer and received salary if they played an active role. Quinn, one of the shareholders, wanted to buy some of the corporation’s unused property. Wilkes asked the other two shareholders to have Quinn pay more for the property. So, Quinn and the other two shareholders froze Wilkes out. They removed him from the board and stopped salary payments, so he was not getting paid but was still holding shares which he could not liquidate.
(ii) Was there a breach of duty between Wilkes and the other shareholders?

(iii) Massachusetts test: balancing; whether the controlling group had a legitimate business purpose and then minority must show there was an alternative course of action less harmful to their interest.

(iv) The court finds a breach of fiduciary duty in the treatment of Wilkes. Wilkes had not done anything wrong and the defendants could provide no legitimate business purpose for his removal.
(f) Nixon v. Blackwell (Delaware)

(i) E.C. Barton was founded and held by E.C. Barton. Two classes of stock were issued; Class B was passed to Barton’s family when he died and had no voting rights – these were minority shareholders, Class A had voting rights and were employees. There was an ESOP which meant employees could cash out and the company would pay for the employee’s Class A stocks. This meant that the employee’s had substantial liquidity which others did not. So, Class B shareholders sued the directors and corporation because (1) they were not getting enough in dividends and could not sell and (2) breach of fiduciary duty for undue compensation (buying back stock) and (3) discriminating against non-employee shareholders.
(ii) Court finds no breach based on any of the three claims. Dividend decision gets BJR. Undue compensation gets BJR and there was no breach of fiduciary duty for lack of Class B liquidity.
1. The court applies entire fairness for the liquidity scheme because the defendants were on both sides of the transaction. The stockholders with voting rights were setting the rules for selling back stock. This court held there were no additional fiduciary duties for a closely held corporation. A corporation and its stockholders should just contract for what they want. Here, both parties were getting exactly what was bargained for.
(g) California has an involuntary dissolution statute which authorizes a court to dissolve a corporation where those in control have been guilty of “persistent and pervasive fraud, mismanagement, or abuse of authority or persistent unfairness toward any shareholders.” Cal. Corp. Code §1800. Majority shareholders can avoid involuntary dissolution through a buyout at fair value §2000.
c) Role and Rights of Shareholders

i) Shareholder Voting

(1) Who votes:

(a) Shareholders of record – the holders on the “record date” (DGCL §213)

(i) That person can vote in person or by “proxy” (DGCL §212(b))

(ii) “Record date” is a date which is chosen by the corporation within a certain range (between 60 days and 10 days) before an annual meeting which dictates who may vote. If you hold stock on that date, you may vote. If you sell your stock after the date, you may still vote. If you buy the stock after the date, you may not vote.
(b) Default rule is one share, one vote unless otherwise provided in the certificate (DGCL §212(a))

(i) A corporation could have classes of stock with different voting rights (e.g., varied number of votes per stock dependent on class), but this must be provided for in the certificate of incorporation.

(c) How many shares must be present in person or represented by proxy for a valid shareholder meeting?

(i) Default is majority of shares entitled to vote (DGCL §216(1))

(ii) Certificate or bylaws can opt out of default, but never less than 1/3 (DGCL §216)

(2) What do shareholders vote on?

(a) Shareholders vote on a limited number of items. Otherwise, management is up to the board of directors.

(b) Straight voting versus cumulative voting

(i) 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.
(ii) Cumulative voting: each shareholder’s number of votes is multiplied by the number of director positions up for election and the shareholder can split their votes any way they like between the nominees or vote all for one single nominee.

(iii) Delaware: straight voting by default. To allow for board representation of minority shareholders, corporations may adopt cumulative voting for director elections by putting it in the certificate (DGCL §214)

(iv) California: cumulative voting by default. Cumulative voting cannot be denied in the articles or bylaws (Cal. Corp. Code §708(a); only publicly traded corporations may opt out of the requirement (Cal. Corp. Code §301.5(a))

(c) Directors
(i) Voting method:

1. Delaware has a default of “straight voting” (and “cumulative voting” available on opt-in basis, only if certificate provides) (DGCL §214)

2. California has a default of cumulative voting

(ii) Voting standard/amount

1. Default is a plurality of votes present or represented by proxy and entitled to vote (remember to first look at what constitutes a quorum and then consider what is the vote required to elect/approve) DGCL §141(d)
2. Majority voting on opt-in basis if in certificate or bylaws (DGCL §§141(b) and 216)

(iii) Board Structure

1. Classified (“staggered”) board on opt-in basis, if in certificate or shareholder-approved bylaws (DGCL §141(d))
a. Means that only a portion of the board is up for election at any one time. Makes it harder for a take-over (this is why it must be approved by shareholders)
(d) Bylaw amendments, shareholder proposals, non-binding “say on pay”
(i) Majority of shares present or represented by proxy and entitled to vote (DGCL §216(2))

(e) Certificate Amendment
(i) 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) (requiring absolute majority – majority of all outstanding shares) (DGCL §242(b)(1))

(f) Major transaction (e.g., mergers)

(i) Per applicable statutory provision, generally majority of outstanding shares

(3) When do shareholders vote?

(a) Annual shareholder meeting

(i) DGCL §211

1. Can be held anywhere, as designated in the certificate or bylaws

2. Unless directors are elected by written consent, an annual meeting shall be held for the election of directors on a date and at a time designated by or in the manner provided by the bylaws.

a. Any other business may also be transacted at annual meetings

3. Court can call a shareholder meeting if no meeting was called for 13 months

4. Special meetings may be called by board, or by shareholders if certificate or bylaws allow

(ii) Advance notice of meetings is required (DGCL §222)

(b) DGCL §228(a) provides that shareholders may take action without a meeting, unless the certificate provides otherwise

(i) “Shall be signed by the holders of outstanding stock not having less than the minimum number of votes that would be necessary to authorize or take such action at a meeting at which all shares entitled to vote thereon were present and voted…”

(ii) §211(b) provides that shareholders may act by written consent to elect directors in lieu of an annual meeting only if (i) the action is by unanimous written consent or (ii) the action by non-unanimous consent is exclusively to fill director vacancies (under certain circumstances as specified)
(4) How do shareholders vote?

(a) They vote either in person or by proxy (DGCL §212(b))

(5) What powers to initiate an action do shareholders have?

(a) Amend the certificate

(i) Board must make a resolution to amend and then a majority of outstanding shares must vote for the resolution

(ii) Shareholder cannot initiate this (DGCL §242)

(b) Amend the bylaws

(i) Shareholders always have power to amend bylaws

(ii) Board may be given the authority to amend the bylaws (DGCL §109)

(c) Nominate directors

(i) The board of directors nominates directors

(d) Remove directors

(i) DGCL §141(k) allows shareholders the power to remove a director with certain exceptions:

1. If classified board, can only remove for cause

2. If cumulative voting, “if less than the entire board is to be removed, no director may be removed without cause if the votes cast against such director’s removal would be sufficient to elect such director if then cumulatively voted at an election of the entire board of directors”

a. Thereby avoiding undoing the effect of having cumulative voting.

(ii) What happens with vacancies?

1. DGCL 223: the board of directors can fill vacancies. This could be opted out of though. There are limited exceptions for when shareholders can fill vacancies

(6) Uncontested Versus Contested Director Elections

(a) In the ordinary course, board elections are uncontested
(i) The company puts up a slate of directors for elections and the shareholders are expected to elect that slate

(b) Contested elections typically occur in two situations:
(i) In the case of a hostile takeover, the bidding company puts up a full slate of directors that is sympathetic to the acquisition. If the target shareholders elect the bidder’s slate, those directors will remove impediment to the takeover and vote in favor of the deal.
(ii) Where there is an activist investor who is dissatisfied with management and wants to gain influence over the company. The activist investor might put up a “short slate” of directors, a minority of the board if elected.

(7) Who pays for shareholder voting and proxy contests?

(a) Rosenfeld v. Fairchild Engine and Airplane
(i) Who pays in an uncontested vote?

1. Corporation pays reasonable expenses (e.g., cost of sending out proxy cards)

(ii) Contested?

1. Who pays for incumbents?
a. Same as above; incumbents get reimbursed for reasonable expenses incurred in good faith. The contest must be over corporate policy, not personal feelings, however.

2. Who pays for insurgents/challengers?

a. If the insurgent loses, they do not get reimbursed. They bear their own costs.
b. If they win and the contest was over corporate policy, they can get reimbursed if the shareholders ratify.

i. Needs ratification to avoid an interested director transaction (because the elected director is now asking to be paid by the corporation)

3. DGCL §§112 and 113 allow a corporation to put in their bylaws a provision which allows a shareholder holding a certain amount of stock for a certain amount of time to have access to the proxy (the company’s proxy card). If this provision is included, the shareholder would not have to pay to send out their own proxy cards. DGCL §112 allowed for opting-in to this proxy access provision. It also allowed a change for agreement for reimbursement for a challenger for costs of running a proxy contest.
ii) Shareholder Proposals

(1) Federal Securities Laws in Public Corporations
(a) Securities Exchange Act of 1934 §14(a): It shall be unlawful for any person to solicit a proxy “in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.” Congress thereby gave the SEC authority to make rules in regards to proxies
(b) The SEC promulgated proxy solicitation rules under this authority, applicable to registered securities (public companies), in Exchange Act Rule 14a:
(i) Specifies required proxy disclosures and the manner in which the material must be presented
(ii) Prohibits false or misleading statements as to any material fact or the misleading omission of material fact

(iii) Requires a corporation to provide specified proxy assistance to requesting shareholders and allows shareholders to submit shareholder proposals.
(c) Enforcement of §14(a)

(i) Rule 14a-9 prohibits false or misleading statements omissions as to material fact in connection with soliciting proxies.

1. Public enforcement: SEC can sue for violations

2. Private enforcement (J.I. Case Co. v. Borak (U.S. 1964))

a. Private parties have a cause of action for §14(a) violations

b. Suit can be derivative (e.g., corporation harmed by misinformed vote) or direct (e.g., shareholder’s voting rights infringed by misrepresentation)

(ii) Elements of §14(a) action
1. Violation, injury, causation (no details required for exam

(d) Shareholder Proposals: Rule 14a-8

(i) 14a-8 deals with shareholder proposals in PUBLIC corporations (state corporate law deals with private corporations)

(ii) Shareholder may include proposal on corporation’s proxy and IF THEY QUALIFY the expense is thus borne by the corporation
1. Qualifying shareholders:

a. Own at least $2k or 1% of shares

b. Owned shares for at least 1 year and hold the shares through the date of the meeting

c. Submitted no more than one proposal per meeting

2. Shareholder or her agent must submit within timing constraints and then appear at the meeting to present the proposal

3. Proposal (including supporting statement) may not exceed 500 words

4. Corporation may write in proxy statement any objection to the shareholder proposal and the corporation is not limited to 500 words.

(e) Rule 14a-8(i): Exclusions
(i) What happens if a company wants to exclude a proposal? The SEC has provided a list of reasons why a company may exclude a shareholder proposal
1. Improper subject of action for shareholders under state corporate law (e.g., drafted as nonbinding recommendation (precatory))
a. E.g., demanding the board do something which the shareholders do not have the power to do themselves. A shareholder could demand removal of a board member or amendment of the bylaws. Otherwise, the shareholders must only suggest the board take some action by proposal. Or the corporation would be able to exclude the demand under this rule.

2. Violation of law

a. If the proposal if implemented would cause the corporation to violate the law

3. Violation of proxy rules

a. If the proposal is contrary to any of the SEC proxy rules, it can be excluded.

4. Personal grievance or special interest

5. Relevance

a. 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

a. E.g., shareholder resolves that the board should form a committee on making world peace, not within the corporation’s power to do this
7. Relates to ordinary business operations

a. See Trinity Wall Street v. Wal-Mart
8. Relates to director elections (enumerated issues or related to upcoming election)
a. If proposal would disqualify a nominee, removes an officer before term expires, seeks to include a particular individual, etc.
9. Conflicts with company proposal

a. If the proposal directly conflicts with a proposal from the company

10. Company has already substantially implemented the proposal

11. Duplication

a. Two or more proposals which are substantially similar

12. Resubmissions

13. Relations to specific amounts of cash or stock dividends

(ii) Procedure

1. Shareholder submits a proposal and asks the corporation to send it out in proxy

2. If the corporation intends to exclude, it must inform the shareholder of remediable deficiencies and give an opportunity for them to be cured

3. 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)
a. The company needs to come up with the reason why it could be excluded

b. Can propose more than one ground but just need to be successful on one

4. When the company notifies the SEC, it usually requests a “no action letter”

a. The SEC staff may issue the requested no action letter or determine it should be included or take an intermediate position (the proposal is not includible in present form, but can be cured)

b. Shareholder can try to remedy any defect or could appeal to SEC commissioners or seek an injunction in court

(f) Lovenheim v. Iroquois Brands
(i) Lovenheim, plaintiff, owned 200 shares of Iroquois. Iroquois had a small amount of business in the manufacture and sale of pate de foie gras. Lovenheim submitted a shareholder proposal recommending the board form a committee to study how a French supplier produced the pate de foie gras and whether it was in a way that cased distress to the animals. The corporation sought to exclude the proposal pursuant to 14a-8(i)(5) (relevance).

(ii) The court held the proposal could not be excluded on relevance grounds. The rule allows exclusion “if the proposal relates to operations which account for less than 5% of the company’s total assets at the end of its most recent fiscal year, and for less than 5% of its net earnings and gross sales for its most recent fiscal year, and is not otherwise significantly related to the company’s business. Here, the manufacture and sale of pate de foie gras accounted for less than 5% of the company’s business, but it was otherwise significantly related to the company’s business because of the potentially socially harmful practices of the production of pate de foie gras.
(g) Trinity Wall Street v. Wal-Mart Stores, Inc.

(i) Trinity Wall Street owns shares of Wal-Mart. Trinity made a proposal that Wal-Mart develop and implement standards for management to use in deciding whether to sell a product that (1) especially endangers public safety; (2) has the substantial potential to impair the reputation of Wal-Mart; and/or (3) would reasonably be considered by many offensive to the family and community values integral to the Company’s promotion of its brand. Wal-Mart requested exclusion under Rule 7 ordinary business. 
(ii) The court ultimately held the proposal excludable. The court creates a two-part analysis for the ordinary business exclusion; (1) what is the subject matter of the proposal? What is the ultimate consequence of the proposal? (2) Whether the subject matter relates to the company’s ordinary business operations or whether it transcends the nuts-and-bolts of ordinary business operations.
(iii) This proposal is excludable because it intends to change what Wal-Mart decides to sell; a textbook ordinary business decision. The court concludes that how a retailer weighs safety in deciding which products to sell is too enmeshed with its day-to-day business. Shareholders are not well-positioned to opine on basic business choices made by management.
iii) Shareholder Information Rights

(1) Shareholder Inspection Rights

(a) DGCL §219: Shareholder’s list

(i) Available to shareholders for purposes germane to shareholder meeting. Only have to make available for a short period of time before the shareholder meeting.
(b) DGCL §220: Books and Records
(i) Much more useful and more often employed. 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…”
(c) Why would a shareholder want to inspect?

(i) For potential shareholder litigation:
1. A stockholder filing a derivative suit must allege either that the board rejected his pre-suit demand that the board assert the corporation’s claim or allege with particularity why the stockholder was justified in not having made the effort to obtain board action. If the stockholder cannot plead such assertions consistent with Chancery Rule 11, after using the “tools at hand” to obtain the necessary information before filing a derivative action, then the stockholder must make a pre-suit demand on the board. (Grimes v. Donald)
(ii) For proxy contests

1. An insurgent/challenger has the tools of state inspection statutes, state voting list statutes and Rule 14a-7 to help get voting lists or mailing done.

(2) What are “books and records?”

(a) Bare minimum:

(i) Articles of incorporation

(ii) Bylaws

(iii) Minutes of board and shareholder meetings

(iv) Board of shareholder actions by written consent

(b) What about contracts, correspondence and the like?
(i) The Delaware Supreme Court has held that a request to access such records must be very narrowly tailored: “A section 220 proceeding should result in an order circumscribed with rifled precision.”
(c) If a shareholder is seeking a shareholder list, the corporation bears the burden of showing why the request is improper

(d) Otherwise, the burden of showing the requisite proper purpose is on the shareholder

(3) State ex rel. Pillsbury v. Honeywell, Inc.
(a) Shareholder had purchased ONE share of Honeywell and wanted to stop the company from manufacturing fragmentation bombs. He was attempting to get a shareholder list to communicate with the other shareholder in an effect to elect directors with his view. Honeywell opposes his request and the court agrees that this was not a proper purpose. The shareholder was simply attempting to advance his idiosyncratic political view which is not a proper purpose because it was not germane to his economic interest.

(4) Saito v. McKesson HBOC
(a) McKesson acquired and merged with HBOC and then released several financial restatements to account for irregularities in HBOC’s books. Saito sued on behalf of the shareholders and was concerned with misconduct. He was seeking documents under DGCL §220 to investigate the merger including documents from before his stock purchase, documents prepared by a third party financial advisor made on behalf of HBOC, and documents held by a subsidiary.
(b) Court answered whether he can obtain all of these documents. The court states that the date of document creation is not the cut off for a DGCL 220 request and a shareholder can request documents prepared by third party financial advisors held by the corporation because it goes to the decisions of the directors. However, absent fraud or the subsidiary being a mere alter ego of the parent, books and records held by a subsidiary corporation cannot be requested by a shareholder of the parent.
iv) Shareholder Litigation

(1) Direct vs. Derivative Action
	Direct
	Derivative

	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

Claims based on:

Disclosure requirements of securities law

Protecting voting rights for shareholders

Seeking more money for sale of the corporation
	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

Claims based on:

Breach of duty of care

Breach of duty of loyalty


(a) Depends on (Tooley v. Donaldson, Luftkin & Jenrette):
(i) Who suffered the alleged harm, the corporation or the suing shareholders as an individual?

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

(b) Tooley v. Donaldson, Luftkin & Jenrette
(i) Delay in closing a merger. Shareholders brought a derivative suit and claimed lost time-value of having the money earlier.

(ii) Delaware Supreme Court said there is no claim. But if there was, it would not be derivative because the corporation had not suffered any injury. There is no direct claim because it was not ripe because the merger had not closed and no injury had yet been suffered.
(c) To who does a derivative suit belong?

(i) The corporation, but the plaintiff shareholder’s lawyer is really in control.

1. Incentives

a. In bringing a suit:

i. Attorneys’ fees

ii. The shareholders may never see any of the recovery because it goes back to the corporation which was the injured party.

iii. Serves to enforce fiduciary duties

b. In settling one:

i. The defendants often want to settle because they can be indemnified by the corporation without running the risk of losing at trial.

(d) Screening Mechanisms for Derivative Suits

(i) FRCP 23.1/Ct. of Chancery Rule 23.1 Procedural Rules for Derivative Actions by Shareholders:
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
(ii) Shareholder ( demand requirement (Aronson) ( Special Litigation Committees (Auerbach, Zapata, Oracle) ( shareholder or shareholder’s attorney gets the money

(2) Demand Requirement

(a) Most states require shareholders to first make demand that the board pursue legal action unless demand is excused as futile

(b) “The demand requirement is a recognition of the fundamental precept that directors manage the business affairs of the corporation.” Aronson v. Lewis
(c) What is the “demand?”

(i) Typically, a letter from shareholder to the board of directors

1. Must request that the board bring suit on the alleged cause of action
2. Must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits

3. “At a minimum, a demand must identify the alleged wrongdoers, describe the factual basis of the wrongful acts and the harm caused to the corporation, and request remedial relief.” Allison v. Gen. Motors Corp.

(d) If demand is made, the plaintiff shareholder is deemed to have waived or conceded the right to contest board independence and can no longer argue demand is excused.
(i) The board may accept or reject the demand – either way, the shareholder-plaintiff loses control of the dispute (because the plaintiff has conceded)

(ii) BJR applies to the board’s decision about the demand/litigation

(iii) All that is left for the shareholder-plaintiff to argue is that demand was wrongfully refused (but this would require rebuttal of BJR without the benefit of full discovery) (so plaintiffs often do not make demand)
(e) If plead that the demand is excused as futile:

(i) If the shareholder-plaintiff pleads that demand is excused the question is whether demand is “futile.” States have different standards. Delaware’s standard is stated in Aronson and Rales (CA has a similar standard)
(ii) If the standard is not met, failure to make demand is a procedural barrier and the suit will be dismissed or stayed

(f) Aronson v. Lewis (Delaware 1984)

(i) Fink owned 47% of stock in Meyers Parking Systems, Inc. Fink was offered very favorable employment by Meyer after retiring from the once-parent company of Meyers, Prudential. Fink had an employment contract with both Prudential and Meyers; the terms of both were very good. Plaintiff sued pleading waste among other things and claimed demand was futile because: (a) all of the directors in the office are named as defendants herein and they have participated in, expressly approved and/or acquiesced in, and are personally liable for, the wrongs complained of herein; (b) defendant Fink, having selected each director, controls and dominates every member of the Board and every officer of Meyers; (c) institution of this action by present directors would require defendant directors to sue themselves, thereby placing the conduct of this action in hostile hands and preventing its effective prosecution.
(ii) The question is raised whether demand was futile and the court holds it was not.

(iii) Aronson Test:

1. 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; OR
(2) The underlying transaction is the product of valid exercise of business judgment
Applies when the board that would consider the demand made the business decision challenged in the derivative action.
(iv) Here, the plaintiff did not plead any particularized facts to demonstrate demand futility. The items plead were too conclusory and if that was all that was needed the standard would be too easy to meet. “Demand is not excused simply because the plaintiff has chosen to sue all directors.”
(g) Another test for Demand Futility: Rales v. Blasband
(i) The Rales Standard applies:
(1) In cases not involving a business decision (e.g., failure to exercise oversight) OR
(2) Where a majority of the board has been replaced since the challenged transaction with disinterested and independent members

(ii) The Test:

1. Whether the derivative stockholder complaint creates a reasonable doubt that, as of the time the complaint is filed, the board of directors could have properly exercised its independent and disinterested business judgment in responding to a demand.
(3) Special Litigation Committees

(a) Auerbach v. Bennett (New York)

(i) Plaintiff-shareholder sued board members of GTE including Bennett for its engagement in foreign bribes to do business abroad. The board set up an audit committee to investigate the allegations and the committee found that bribes had been made and the some of the directors had been personally involved, so the committee advised the bribes be paid for. The board then set up a SLC with members who became members after the bribes were alleged to have occurred. The board delegated authority over the suit to the SLC. SLC decided it would be against the benefit of the corporation to allow the suit to continue because the publicity would harm the corporation and none of the directors benefitted personally from them. So the SLC moved to have the suit dismissed.
(ii) Can an SLC dismiss a shareholder derivative suit by motion? Yes. Court holds that the logic of the SLC gets BJR. The court looks at whether the SLC members informed themselves and acted in good faith (whether they were independent).
(b) Zapata Corp. v. Maldonado (Delaware)

(i) Plaintiff-shareholder Maldonado brought a derivative suit against 10 directors of Zapata claiming excessive compensation. Claim stemmed from the directors pushing back a tender offer deadline. Demand was not made of the board and was excused as futile. So, the board appointed a SLC of two new board members which recommends dismissal. 
(ii) What happens when a motion to dismiss is made by an SLC?

(iii) Zapata Two-Step

1. Procedural inquiry

a. Inquiry into the independence and good faith of the committee and the bases supporting its conclusions
i. Limited discovery may be ordered to facilitate such inquiries. Corporation has burden of proving independence, good faith, and reasonable investigation.

2. Substantive inquiry

a. Even 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.

(iv) Court remands this case to the lower court to apply this test. Court notes there must be a balancing point between the shareholder right to bring a derivative suit and a corporation’s power to dismiss it. The court is also concerned with structural bias meaning BJR may not be the right standard. The SLC may be influenced by the rest of the board because the SLC members sit on the board and the SLC board members must pass judgment on their fellow board members. This is especially an issue where, like here, the new board members were appointed by the board members being sued.
(c) In re Oracle Corp. Derivative Litigation (Delaware)

(i) Some board members were accused of insider trading while in possession of material, non-public information showing that Oracle would not meet the earnings guidance it gave to the market for the third quarter of Oracle’s 2001 fiscal year. A SLC committee was formed with some Stanford professors appointed to the board. The SLC, after substantial research, moved to dismiss the derivative suit.
(ii) Will the suit be dismissed? The court applies the Zapata Two-Step analysis and denies the motion. The court found there were too many collegial connections between the two SLC donors and several of the defendant-directors. One of the defendants was also a Stanford professor with “undisclosed ties” to one of the SLC directors. One of the other defendants was a major donor to Stanford including the Law School where one of the SLC directors was a professor. Another of the defendants (CEO and founder of Oracle) had donated a substantial amount to Stanford and had been in discussions with Stanford about making another larger donation. The Oracle decision shows how fact-specific the Zapata inquiry is.
(4) Indemnification and Insurance

(a) Mandatory indemnification: corporation must indemnify if the individual meets the statutory requirements
(i) DGCL 145(c): where a director or officer “has been successful on the merits or otherwise in defense of any action… such person shall be indemnified against expenses (including attorneys’ fees) actually and reasonably incurred…”

(b) Permissive Indemnification
(i) Permissive statutory provisions grant the corporate board some discretion in determining whom to indemnify, and typically require that a specified standard of conduct be met.
1. DGCL §145(a) deal with direct actions
“A corporation shall have power to indemnify any person who was or is a party or is threatened to be made a party to any threatened, pending or completed action, suit or proceeding, whether civil, criminal, administrative or investigative (other than an action by or in the right of the corporation) by reason of the fact that the person is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise, against expenses (including attorneys' fees), judgments, fines and amounts paid in settlement actually and reasonably incurred by the person in connection with such action, suit or proceeding if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or proceeding, had no reasonable cause to believe the person's conduct was unlawful. The termination of any action, suit or proceeding by judgment, order, settlement, conviction, or upon a plea of nolo contendere or its equivalent, shall not, of itself, create a presumption that the person did not act in good faith and in a manner which the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or proceeding, had reasonable cause to believe that the person's conduct was unlawful.”

a. Covers directors, officers, employees, agents, etc.

b. Covers judgments, attorneys’ fees and expenses, and even amounts paid in settlement

c. The standard is “if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation.”
2. DGCL §145(b) deals with derivative actions

a. “A corporation shall have power to indemnify any person who was or is a party or is threatened to be made a party to any threatened, pending or completed action or suit by or in the right of the corporation to procure a judgment in its favor by reason of the fact that the person is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise against expenses (including attorneys' fees) actually and reasonably incurred by the person in connection with the defense or settlement of such action or suit if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation and except that no indemnification shall be made in respect of any claim, issue or matter as to which such person shall have been adjudged to be liable to the corporation unless and only to the extent that the Court of Chancery or the court in which such action or suit was brought shall determine upon application that, despite the adjudication of liability but in view of all the circumstances of the case, such person is fairly and reasonably entitled to indemnity for such expenses which the Court of Chancery or such other court shall deem proper.”

b. Same people as covered under DGCL 145(a)

c. Does NOT cover judgments, fines, or amounts paid in settlement because that is the corporation’s money anyway (because it is a derivative action). Just covers expenses.

d. Implicitly precludes indemnification for settlements and judgments.

e. Court must approve indemnification if the defendant is found liable.

3. How is the permissive indemnification decision to be made? §145(d)

a. “Any indemnification under subsections (a) and (b) of this section (unless ordered by a court) shall be made by the corporation only as authorized in the specific case upon a determination that indemnification of the present or former director, officer, employee or agent is proper in the circumstances because the person has met the applicable standard of conduct set forth in subsections (a) and (b) of this section. Such determination shall be made, with respect to a person who is a director or officer of the corporation at the time of such determination:

(1) By a majority vote of the directors who are not parties to such action, suit or proceeding, even though less than a quorum; or

(2) By a committee of such directors designated by majority vote of such directors, even though less than a quorum; or

(3) If there are no such directors, or if such directors so direct, by independent legal counsel in a written opinion; or

(4) By the stockholders.”

b. Approval can be sought from majority of disinterested directors OR majority of shareholders could approve indemnification
OR court could approve
OR specially appointed legal counsel could approve
4. §145(e)

a. “Expenses (including attorneys' fees) incurred by an officer or director of the corporation in defending any civil, criminal, administrative or investigative action, suit or proceeding may be paid by the corporation in advance of the final disposition of such action, suit or proceeding upon receipt of an undertaking by or on behalf of such director or officer to repay such amount if it shall ultimately be determined that such person is not entitled to be indemnified by the corporation as authorized in this section. Such expenses (including attorneys' fees) incurred by former directors and officers or other employees and agents of the corporation or by persons serving at the request of the corporation as directors, officers, employees or agents of another corporation, partnership, joint venture, trust or other enterprise may be so paid upon such terms and conditions, if any, as the corporation deems appropriate.”
5. §145(f): Statute is not exclusive and does not bar other rights to indemnification through bylaws, agreement vote of stockholders or disinterested directors or otherwise (courts have used public policy considerations to set outer bounds though).
a. “The indemnification and advancement of expenses provided by, or granted pursuant to, the other subsections of this section shall not be deemed exclusive of any other rights to which those seeking indemnification or advancement of expenses may be entitled under any bylaw, agreement, vote of stockholders or disinterested directors or otherwise, both as to action in such person's official capacity and as to action in another capacity while holding such office. A right to indemnification or to advancement of expenses arising under a provision of the certificate of incorporation or a bylaw shall not be eliminated or impaired by an amendment to the certificate of incorporation or the bylaws after the occurrence of the act or omission that is the subject of the civil, criminal, administrative or investigative action, suit or proceeding for which indemnification or advancement of expenses is sought, unless the provision in effect at the time of such act or omission explicitly authorizes such elimination or impairment after such action or omission has occurred.”

6. §145(g): a corporation may buy insurance with coverage broader than permissible indemnification
a. “A corporation shall have power to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise against any liability asserted against such person and incurred by such person in any such capacity, or arising out of such person's status as such, whether or not the corporation would have the power to indemnify such person against such liability under this section.”

(c) D&O Insurance
(i) All, or nearly all, public corporations carry D&O insurance, and a large % of private companies do too.

(ii) Common parts to a D&O policy

1. An executive liability part (Side A) which pays directors and officers directly for loss (including defense costs) when corporate indemnification is unavailable

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

3. Corporate entity coverage for securities claims (Side C)

(5) Plaintiffs

(a) Attorneys’ fees for both parties in derivative actions are often paid by the corporation

(b) Plaintiffs’ attorney in derivative actions seek payment of their fees from the corporations use 1 of 2 rationales:

(i) “Common fund theory”—where the action produces the monetary recovery

(ii) “Substantial benefit” / “Common benefit” – a case outcome confers a substantial benefit on the corporation

(c) Computation based on either lodestar (number of hours x reasonable rate for attorney and must prove to court that bringing the suit conferred substantial benefit) or percentage of recovery method

(d) Incentives to Settle

(i) Mutually agreeable settlement territory
1. “It’ll be good from now on”

2. Governance changes

3. Perhaps a payment

(6) Policy Implications of Shareholder Litigation

4) Securities Fraud and Insider Trading

	Securities Act of 1933

· Regulates the sale of new securities (primary market)

· Stock sold from the corporation as opposed to that sold by a holder of the stock

· Disclosure at the time of the public offering

· Definition of “security”

· Stocks, notes, bonds, and whatever else gets deemed by its characteristics as a security

· Security means more than just stock. If there is a question of whether something is a security, look it up.
	Securities Exchange Act of 1934

· Regulates secondary trading activity

· Requires periodic disclosures by public companies

· Created the SEC

· Notable sections:

· §10(b) Anti-fraud

· §14(a) Proxy solicitations and shareholder proposals

· §14(e) tender offers

· §16 short-swing trading by insiders


a) Securities Fraud and Rule 10b-5

i) Exchange Act 10(b)

(1) “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—
(b) To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, … any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors…”
ii) Rule 10b-5 (promulgated by the SEC under its authority provided by Exchange Act 10(b))

(1) “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,
(a) To employ any device, scheme, or artifice to defraud,
(b) To make any untrue statement of material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or
(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.”
iii) DOJ can bring a criminal action where there is a willful violation

iv) SEC can bring a civil action and can recommend that the DOJ bring a criminal action

v) The Supreme Court has implied a private right of action

vi) Prerequisites and Elements for Rule 10b-5 Action

(1) Jurisdiction

(a) 10(b) and Rule 10b-5; “by the use of any means or instrumentality of interstate commerce, or of the mails of any facility of any national securities exchange…”

(2) Standing and transactional nexus

(a) The deception/fraud must be “in connection with” a securities transaction – court has explained that it need only to “touch and concern” the purchase or sale.

(3) Elements

(a) 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.

1. Material misrepresentation or omission
2. Scienter (state of mind)
3. Reliance

4. Causation

5. Economic loss (damages)

vii) Basic v. Levinson (dealing with materiality)

(1) Basic was a publicly traded corporation. Combustion had been interested in acquiring Basic for about 2 years. Combustion and Basic began meetings about a merger but, despite rumors, Basic consistently and repeatedly denied any discussion. Once the acquisition was finalized and announced, investors who sold their stock between the first denial by Basic and the acquisition sued claiming they were injured by selling Basic shares at artificially depressed prices in a market affected by petitioners’ misleading statements and in reliance thereon.”
(2) Court asks whether the denials by Basic were materially false and finds that they were. The standard set was “whether there is a substantial likelihood that a reasonable shareholder would consider the fact important.” A change in stock price would definitely make a statement material, but that does not mean there has to be a change in stock price. The court also says this is “a highly fact-dependent probability/magnitude balancing approach.” Need high magnitude of statement if the probability of the statement affecting is low. Need high probability if low magnitude. Court says this was material here. Basic would have been better off staying silent absent a duty to disclose.
viii) Tellabs, Inc. v. Makor Issues & Rights, Ltd. (dealing with scienter)

(1) Court answers what facts must be plead for a strong inference of scienter for securities fraud. The court must (1) see all the facts as true and (2) consider the complaint in its entirety and (3) take into account plausible opposing inference. “A complaint will survive… only if a reasonable person would deem the inference of a scienter cogent and at least compelling as any opposing inference once could draw from the facts alleged.”
ix) Basic v. Levinson (dealing with reliance)

(1) What is the “fraud on the market” theory?
(a) Rebuttable presumption that investor relied on integrity of public trading market price when making investment decision – so investor need not have seen misrepresentation.
(2) Rationale/basis?

(a) “The fraud on the market theory is based on the hypothesis that, in an open and developed securities market, the price of a company’s stock is determined by the available material information regarding the company and its business.”

(3) Invoked when?

(a) Material and public misrepresentation
(b) The stock traded in an efficient market

(c) Plaintiff traded the stock between when the misrepresentations were made and when the trust was revealed

(4) How can a defendant rebut the fraud on the market presumption?

(a) Defendant can show the information was already out on the market

(b) Defendant can show the plaintiff would have bought/sold the stock regardless (a planned purchase or sale)
(c) Defendant can show the stock was not trading on an open and developed market

(5) Causation
	Transaction Causation

-Closely related to reliance

-But for the fraud, plaintiff would not have entered the transaction or would have entered under different terms

-Usually presumed.
	Loss Causation

-Akin to proximate cause (not usually presumed; must be shown)

-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

-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.

-Looking for link between claim and stock price change


b) Insider Trading

i) Rule 10b-5 and Classic Insider Trading

(1) Chiarella v. United States
(a) Chiarella was an employee of Pandick Press, a financial printer. As an employee of the printer, he was exposed to material, nonpublic information. Chiarella figured out code names which were used in items to be printed regarding a takeover. He purchased shares of the target company before the tender offer was announced. Once the tender offer was announced, he sold for a considerable profit.
(b) Did Chiarella violate 10(b)(5)? No. There must be a fiduciary duty between the parties for silence (non-disclosure of the material, non-public information) to be deceptive. Chiarella owed a duty of trust and confidence to Pandick Press and maybe even Pandick’s client, but he did not BUY from either Pandick or the client; he bought from the TARGET.
(2) Summary

(a) Corporate insider (director/officer/employee/agent) or temporary insider (attorneys/accountants/consultants/etc.) trades in the securities of his corporation on the basis of MNPI
(b) The insider trades to a shareholder/investor on the basis of MNPI without disclosing.

ii) Tipper/Tippee Liability

(1) Dirks v. SEC
(a) Secrist, a former officer of Equity Funding, told Dirks, a broker/analyst, that Equity was engaging in massive fraud. Dirks investigated the claim and told his clients of the fraud and as a result his clients sold off their shares. Dirks also informed the Wall Street Journal and SEC. The SEC brought suit against Dirks for insider trading.
(b) Did Dirks insider trade? No.

(i) A “tipper” will be liable if she discloses information in breach of a duty, which occurs when she discloses for a personal benefit.

(ii) A “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.

(iii) The analysis always begins with the tipper even if the action is as to the tippee. The tippee cannot violate 10(b)(5) without the tipper having some duty.
(c) Dirks did not benefit from the information. Nobody benefitted. Secrist did not disclose the information to Dirks for a personal benefit, he just disclosed to reveal the fraud. 
(2) Dirks also established a category of constructive insiders including underwriters, accountants, lawyers, or consultants who have been exposed to nonpublic corporate information because of some confidential relationship between themselves and the corporation. This means these constructive insiders can be subject to classic insider trading liability and tipper-tippee liability. 
(3) Salman v. United States
(a) Maher Kara was an investment banker exposed to highly confidential information about mergers and acquisitions involving clients of the bank where he was employed. Maher disclosed some information to his brother Michael. Maher was at first unaware that his brother was trading on the information, but Maher began to feed information to his brother and his brother gave it to others including Salman who began using this information. Salman knew that Maher was the source.
(b) The issue became whether the information being passed to Salman constituted a personal benefit. The court found that it did based on the rule from Dirks. The personal benefit was from the gift of the information to family.
(4) Summary

(a) Tipper discloses MNPI in breach of a duty:

(i) Tipper in fiduciary relationship of trust and confidence (the tipper could be a corporate insider, temporary insider, or misappropriator)
(ii) Tipper disclosed MNPI for “personal benefit”

(iii) The duty could be to the corporation or the source of the information

(b) Tipper knows or has reason to know that there has been a breach

(c) And tippee trades or causes others (sub-tippee) to trade

(5) Rule 14e-3

(a) Prohibits insider trading during a tender offer and thus supplements Rule 10b-5

(i) Once substantial steps towards a tender offer have been taken, Rule 14e-3(a) prohibits anyone, except the bidder, who possesses material, nonpublic information about the offer from trading in the target’s securities.
(ii) Rule 14e-3(d) prohibits anyone connected with the tender offer from tipping material, nonpublic information about it.

(iii) “Substantial steps?” E.g., beginning to send out tender offer information (like in Chiarella)

(iv) Bidder is necessarily excluded from the rule because it is attempting to buy the stock (this is the goal of the tender offer.

(v) This rule is not premised on breach of a fiduciary duty

iii) Misappropriation Theory

(1) United States v. O’Hagan
(a) Law firm, D&W, was representing Grand Met in preparing a tender offer for Pillsbury. The law firm stopped representing Grand Met, but before the end of the relationship, a partner in D&W, O’Hagan, used the information to buy options in Pillsbury and made $4.3 million on the transactions as a result of the MNPI he had obtained from the firm. Tipper/tippee liability did not apply because no one did any tipping or was tipped. Classical insider trading liability did not apply because O’Hagan did not buy securities in his own company’s stock. He did not owe Pillsbury any fiduciary duty because his firm represented Grand Met.
(b) Can O’Hagan be held liable for insider trading? Yes, on a misappropriation theory. “The ‘misappropriation theory’ holds that a person commits fraud ‘in connection with’ a securities transaction, and thereby violates §10(b) and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.” To avoid liability, O’Hagan would have needed to disclose the MNPI he had acquired to the source of the MNPI and receive the source’s consent; here Grand Met and D&W to cure his breach.
(2) Rule 10b5-2
(a) Provides a non-exclusive list of situations in which a person has a duty of trust or confidence for the purpose of the misappropriation theory:

(i) Whenever a person agrees to maintain information in confidence

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

(iii) Whenever the information is obtained from a spouse, parent, child or sibling, unless the recipient shows that history, pattern or practice indicates no expectation of confidentiality.

(3) Rule 10b5-1

(a) Specifies that a purchase or sale constitutes trading “on the basis of” MNPI where the person making the purchase or sale was aware of MNPI at the time of the purchase or sale was made. A very low threshold for liability. So, it can be avoided by making a 10b5-1 plan
(i) A written plan for trading securities that is designed in accordance with Rule 10b5-1(c)

(ii) Any person executing pre-planned transactions pursuant to a Rule 10b5-1 plan that was established in good faith at a time when that person was unaware of MNPI has an affirmative defense against accusations of insider trading, even if actual trades made pursuant to the plan are executed at a time when the individual may be aware of MNPI that would otherwise subject that person to liability under Exchange Act §10(b) or Rule 10b-5
iv) Insider Trading Penalties

(1) Civil

(a) Injunction, disgorgement of profits, SEC can seek treble money sanctions, up to 3x profits realized or losses avoided (because the SEC can seek disgorgement and treble damages, an insider trader thus faces potential civil liability up to 4 times profit gained), administrative proceedings for regulated market professionals (censure, suspension or revocation of broker/dealer licenses, etc.)

(2) Criminal

(a) Prison up to 20 years and fines up to $5 million for individuals and $25 million for corporate defendants

c) Section 16(b) Liability for Short Swing Trading

i) Exchange Act §16

(a) Reporting obligations
“Every person who is directly or indirectly the beneficial owner of more than 105 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) Bright-line short-swing trading rule
“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) This statute is applied very mechanically, there is not much inquiry.

(2) Highlights

(a) Strict liability that requires disgorgement to public corporation of profits made:

(i) Within 6-month period

(ii) By certain insiders and “beneficial owners”

(b) Intent is irrelevant
(c) Will compute profit in a way that produces the maximum possible number

(d) §16 applies only to officers, directors, or shareholders with more than 10% of the stock

(i) Officer: SEC definition includes president, CFO, chief accounting officers, VPs of principal business units and any person with significant “policymaking function.”

(ii) Stock classes are considered separately (e.g., a person who owns 5% of class A and 5% of class B does not own 10% of the corporation for the purpose of this section.

(iii) Deputization if corp X authorizes one of its employees to serve on the board of Corp Y and Corp X profits on Y stock within a 6-month period, Corp X may be liable under §16(b)

(e) Directors and Officers

(i) You cannot match a transaction made prior to appointment to one made after appointment

(ii) You can match transactions that occur after he ceases to be an officer or director with those made while still in office.

(iii) The rule presumes that someone does not have information before they step into the insider role. They may, however, still have information after they leave the corporation while in the insider position

(f) Beneficial Owner

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

(ii) Foremost-McKesson v. Provident Securities
1. October 20: Provident acquires debentures convertible into more than 10% of Foremost stock. October 24: Provident distributes some debentures to shareholders, reducing convertible debt holdings to less than 10%. October 28: Provident sells remaining debentures, then distributed cash proceeds to shareholders and dissolved. 
2. Do the October 20 and October 24 transactions match for §16(b) purposes? No. “This subsection shall not be construed to cover any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved.” On October 20 Provident became a 10% shareholder. They were not a 10% shareholder before that transaction. In a purchase-sale sequence, the transaction by which the shareholder crosses the ≥10% threshold is not a matchable purchase. 
(g) §16(b) Highlights
(i) Applies to only companies that must register under the Exchange Act (public companies)

1. Companies with shares traded on a national exchange

2. Companies that are forced to go public under the §12(g) threshold

a. Companies with $10M in assets and more than 2,000 shareholders and other requirements
(ii) In contrast to Rule 10b-5, which applies to all issuers regardless of whether they are public or private, Section 16 only applies to public companies.

(3) How to approach a §16(b) issue:

(a) Is the company public?

(b) Is the defendant a director, officer, or beneficial owner of the company?
(i) 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 in office, within 6-month period.
(ii) Beneficial owner – only if she owned more than 10% both at the time of the purchase and sale and within 6 months.
(c) Can you match any purchase and sale within a 6-month period that yields profits?

(i) Buy low and sell high

(ii) Sell high and buy low
5) Limited Liability Companies (LLCs)

a) LLCs have characteristics of both corporations and partnerships
b) Their main characteristic is their flexibility

i) LLCs are premised on a notion of private ordering. LLC is “as much a create of contract as of statute.” (RULLCA §110 cmt.)

ii) Except as expressly limited by statute, the “operating agreement” sets the rules for the LLC

c) Formation

i) Choose state of organization (not called the state of incorporation) and reserve the LLC name

ii) Draft articles/certificate of organization consistent with statutory requirements and file with secretary of state, pay filing fees and franchise tax
iii) Tax arrangements (state and federal)

iv) Designate office and agent for service of process

v) Draft and enter into an operating agreement

vi) Draft and enter into an operating agreement

vii) In California, file a “statement of information” with the secretary of state within 90 days after filing the articles of organization
d) Articles of Organization

i) Check the statutory requirements of what is required and file with the secretary of state’s office

(1) E.g.; the LLC’s name, the LLC’s purpose, the agent for service of process, a description of the type of business that constitutes the principal business activity of the LLC, and if the LLC is to be managed by one or more managers and not by all of its members, the articles shall contain a statement to that effect

e) Operating Agreement

i) The basic contract governing the affairs of a LLC. States the various rights and duties of the members
(1) E.g.: each member’s units/interests in the company, rights and duties, profits and losses divisions, amendment of operating agreement, remedies in the event that the members disagree on the direction of the company, exit provisions.

(2) In California, all LLCs are required to have an operating agreement

f) Limited Liability and Veil Piercing Exception

i) General rule: no member or manager of a limited liability company is obligated personally for any debt, obligation, or liability of the LLC solely by reason of being a member or acting as a manager of the LLC (RULLCA §304)
ii) Exception: courts have importing “veil piercing” concepts into LLC law

(1) 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.

g) Management Rights
i) Variable management structure: can chose member-managed or manager-managed and can customize governance

(1) Default is member-managed (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/units)

(c) Significant matters require unanimous consent (e.g., merger, admission of new member, amending the operating agreement, etc.)
(2) 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 you want this structure)

h) Finance

i) Contributions
(1) 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.

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

ii) Allocations of Profits and Loses

(1) Typically provided in the operating agreement

(a) Profits and losses may be allocated differently

(2) Delaware default: allocate profits and losses on a pro rata basis per the ownership interests in the company (percentage or units) (DLLCA §18-503)

(3) RULLCA does not provide a default

iii) Distributions

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

(2) Members have no statutory right to compel a distribution – go by operating agreement

(3) When there is a distribution declared, statutes usually have 1 of 2 default rules:
(a) Distributions on a pro rata basis per the ownership interests in the company (percentage or units (e.g., CA §18-504)

(b) Equal share rules (per capita) like partnership (e.g., RULLCA §404)

i) Transferability

i) Unless otherwise provided in operating agreement, a member may assign her financial interest in the LLC

(1) 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

(2) 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

j) Fiduciary Duties

i) Manager-managed LLCs
(1) The managers of a manager-managed LLC have a default duty of care and loyalty
(a) This is the general rule under most states’ LLC laws (including California which has adopted RULLCA, and Delaware), but other states follow different rules.

(2) Usually, members of a manager-managed LLC have no duties to the LLC or its members by reason of being members

ii) Member-managed LLCs

(1) All members of a member-managed LLC have a default duty of care and loyalty

iii) The standard of care varies by statute
(1) Some state an ordinary care standard, some state gross negligence (e.g., RULLCA)

iv) Derivative Actions

(1) 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

v) Freedom of Contract

(1) RULLCA permits modification, but not elimination, of fiduciary duties (“manifestly unreasonable” standard)
(2) Some states (like Delaware) have allowed for elimination of fiduciary duties if clearly and expressly provided in the operating agreement.

(3) 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)

k) Dissociation and Dissolution (RULLCA)

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

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

(2) There is no default provision for a buyout upon dissociation (instead the dissociated member holds interest as a transferee)

(3) Provides different events by which a member can dissociate and also means of expelling a member (including where a member transfers all her interest)

ii) RULLA thus creates more stability by making it far harder for a member to force a dissolution and winding up than in a partnership

iii) A member has the power to dissociate at any time even if it breaches the contract

(1) Member will lose voting rights and management rights, but will retain economic interest (like a transferee)

iv) If withdrawal is in violation of operating agreement, the LLC can offset for damages resulting

v) There is no default buyout provision for the dissociating member’s interest. It must be drafted into the operating agreement

l) Dissociation and Dissolution (Delaware)

i) Delaware statute does not mention dissociation

ii) Provides default rules for dissolution upon any of the following:

(1) At the time, or upon the happening of events, specified in the operating agreement;
(2) Unless otherwise provided in the operating agreement, upon the vote or consent of members who own more than 2/3 of the then-current percentage interest in the LLC;

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

(4) Upon the entry of a decree of judicial dissolution
m) Legal Characteristics

	Partnership
	Corporation

	Informal
·  Advisable to have a partnership agreement though.
	State filing & corporate formalities required

	Decentralized:  partner-managed
·  Can alter by contract (e.g., law firm executive committee)
	Centralized:  board-managed
·  Separation of ownership & control

	Unlimited liability
·  Partnership agreement can have indemnity provisions

·  Can get insurance, if possible
	Limited liability
·  Creditors might seek guarantees

·  Veil piercing doctrine/exceptions 

	Full partnership interest not freely transferable
·  By default can only transfer the transferable interest (i.e., not management rights)
	Free transferability of interest
·  Can restrict transfers by contract

·  Closely held stock is typically illiquid

	No continuity (default is at will)
·  Can alter by creating a term
	Continuity/perpetual
·  Can limit to a definite term


n) Other Characteristics

	
	Partnership
	Corporation

	Cost
	Low (but could end up costing more)
	Filing fees

Lawyer critical

	Client perception
	Low prestige

Can be conceptually challenging
	High prestige

Seems easier to understand

	Default rules
	Extensive
	Much more extensive

	Flexibility
	Significant
	Not as flexible

	Tax
	Pass-through:

Avoid double-tax on profits

Use losses to offset other tax liability
	Double-taxation:

Tax on corp profits and on distributions to shs

Losses usable only by corp
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