I. AGENCY
I. INTRODUCTION
A. General Definition. 

1. Agency is the fiduciary relationship that results from:

Manifestation of mutual assent that

A will act on Principal’s behalf

And subject to Principal’s control / right to control
1. Key element.  More risk = more control ( person with the most risk tends to be in control(more worried=the more active.

2. The more protections a creditor puts in place, the more they look likely to being found to be a P.

2. Gorton (2).  ( volunteered her car for use in transporting the high school football team and as a condition precedent she designated the team coach as the driver of her car.  The ( ( consented that the coach would act on her behalf; thus giving rise to the Principal-Agent relationship.
3. Cargill (7).  Cargill is a huge company, Warren is a small company.  Warren is buying grain from farmers; Cargill buys 90% of Warren’s grain.  Cargill loaned Warren $$, supposed to pay interest; Warren never payed Cargill. Cargill’s interference with the internal affairs of Warren constituted de facto control.

4. Generally, a buyer-supplier (like creditor-debtor) relationship does not create agency.  

Fixed price v. Variable price – In an agency relationship, prices are often variable to protect the Agent from risk, but limits profits.

1. For example: a K that promises the supplier as agent the price it got the product for + 10%.

2. The more risk you have, ( the more control, the less you like a traditional creditor or supplier.  Variable price (agency):
BUYER

SUPPLIER

SOURCE
II. PRINCIPAL’S CONTRACTUAL LIABILITY TO THIRD PARTIES 
A. Actual Authority/Agency. Did A reasonably believe, based on P’s conduct or manifestations, that A was acting on P’s behalf and subject to his control?  If A has actual authority, then P is bound to 3P on the K and cannot seek indemnity from A.    

1. Implied Actual Authority/Agency. Fair to the principal ( look at factors:
Prior similar conduct of the principal.  Mill Street Church
The nature of the task/job. An agent has the implied authority to act in accord with general custom or usage.

Present conduct or communication by principal.
Incidental to express authority. 

2. Example of Implied Actual Authority.  P hires A as his office supply manager.  Because an inherent part of A’s job is to purchase supplies, A could reasonably believe that he has authority to enter into such K’s, and A thus has implied authority to do so.

B. Apparent Authority/Agency. A has apparent authority if, based on P’s conduct or manifestations, a 3P reasonably believes that A is P’s agent (i.e. that A is acting on P’s behalf and subject to his control).

1. If A has apparent authority, P is liable to 3P on the K but can get indemnification from A if A exceeded the scope of his actual authority.

2. Conduct/Manifestation.  P’s conduct that gives rise to apparent authority may be nothing more than giving A a job that normally carries with it the authority to enter into the K in question.  

3. 370 Leasing Corp. Kays had apparent authority: it was reasonable for the 3P to presume that Kays, a salesman, had the authority to bind Ampex; (manifestation by P was giving Kays the title of sales rep).
Easy way for P to protect itself ( language such as “this letter does not constitute our acceptance of the terms of the deal” or “this letter is not a binding contract.”

C. Inherent Agency/Authority. 3P can sue Principal if: (1) Undisclosed/Partially disclosed Principal; (2) Agent does something that is in the usual and proper course of business (limits secret owners liability; protects a 3P’s reasonable expectation)
1. Watteau. P hires A to run his pub, but tells him that he has no authority to buy anything other than beer.  Despite this limitation, A contracts with 3P to buy beer, wine, cigars, and barstools on the bar tab.  Because it was reasonable for 3P to believe that these purchases are usual and proper to running a pub, 3P will be able to recover these costs from P

What should P have done to protect self?  Could have notified previous suppliers to tell them A no longer had authority to purchase certain items.

If A buys a pony from 3P on the bar tab it would not be reasonable for 3P to believe that this was a usual and proper purchase in running a pub, ( 3P will not be able to recover the cost from P.  

2. Agent liable on K unless discloses Princ; does not absolve Principle of liability.  
D. Ratification. If no authority, look for ratification.  Ratification occurs when A enters into a K purportedly on P’s behalf without actual or apparent authority, and P subsequently adopts the K.  In such situations, both P and 3P are bound to the K. 

1. Elements: (1) Acceptance (express or implied) of the results or benefits of A’s act with an intent to ratify, and (2) full knowledge of all the material terms of the K;  (3) Expression that prior act was done on Principals behalf; (4) Prior act did not bind the Principal. 

2. Boticello. No ratification: H was not purportedly acting on W’s behalf (W not mentioned in K) and W did not have full knowledge of the material terms.  
E. Estoppel.  Very rare exception to the general rule that P has to do something to be held liable for A. The Principal may be estopped to deny authority/agency where the 3P was induced to make a detrimental changed in position by the principal’s intentional or careless conduct (inaction).
1. Hoddeson (35). 3P (customer) bought furniture from P’s furniture stores.  Turns out the salesperson (A) was not really employed at the story; he kept the money and no furniture was delivered.  

III. AGENT’S CONTRACTUAL LIABILITY TO THIRD PARTIES
A. General Rule.  Agents usually aren’t parties to, or liable on, the Ks they execute on behalf of their principal. 

B. Exceptions.  There are three narrow exceptions where A can be held liable on the K:

1. Undisclosed Principals.  Unless otherwise agreed, a person purporting to make a K with another for a partially disclosed or undisclosed principal is a party to the K, and can therefore be sued under it. This does not absolve P of liability.  
Duty to Disclose.  Where A is acting on behalf of a partially disclosed P, he has an affirmative duty to disclose: (1) to 3P that he’s acting on another party’s behalf, AND (2) reveal his principal’s identity.  His failure to do so will expose him to liability on the K.   

2. Fraud or Misrepresentation. 

3. Agent is expressly a party to the K.  Need convincing/compelling evidence.

IV. PRINCIPAL’S LIABILITY FOR AGENT’S TORTS
A. General rule: only certain kinds of principals, i.e. employers, are vicariously liable for the torts committed by agents within the scope of the agency relationship.

a. Master/servant or employment relationship: a special kind of agency relationship in which one person has the right to control the physical conduct of another. ( P is liable for the torts of employees within the scope of employment. 

b. Independent contractor: a principal/agent relationship in which the principal has the right to dictate the results or ends of a particular task, but not how the agent performs the task. ( P is liable for IC’s contracts, but not IC’s torts.

c. For P to be liable for Tort (respondeat superior), need to have master-servant relationship ( need more control than basic agency relationship (because presumably the tort was not authorized), otherwise same P-A factors:

Mutual assent

A acts on P behalf

A subject to P’s day-to-day control

d. Key: When the 3P wants to sue Principal, first question need to ask is what kind of claim it is: K or tort. (See Unit I Supp Chart)

If K, analyze under normal agency factors.  
If tort, analyze as master-servant with heightened (day-to-day) control
1. Look for direct indices of control – what is the person required to do; and indirect indices of control – things that suggest a right to control (risk). Humble Oil, Sun Oil.

a. Direct Indicators.  Look at the express terms of the K, including whether or not the relationship is labeled “independent contractor.”  Direct indicators of control in the K include:

i. Principal’s control of A’s day-to-day operations (such as hours of work, hiring and firing, pricing)

ii. A’s obligation to make reports to Principal

iii. A works under Principal’s direct supervision

iv. Principal’s payment of operating costs

b. Indirect Indicator: Risk.  Risk generally indicates control.  The more risk of loss that Principal assumes in operating the business, the more control we would expect him to be able to exercise over his agents. 

e. Scope of Employment
Bushey.  Drunk coast guard sailor, Lane, returning to his ship after a night out, flooded drydock, causing damage to Coast Guard ship and dock.  Holding: because it is commonplace for sailors to get drunk, Lane’s conduct was not so unforeseeable as to make it unfair to charge the Government for responsibility.
B.   Licensing Agreements – Employee or Independent Contractor?

a. Humble Oil.  Car parked at a service station was not properly secured and rolled away, injuring father and two daughters. The court finds Humble’s strict control and supervision of the station’s daily operations dispositive.  
“Commission Agency Agreement” – K creates an agency agreement to sell products and gas (agent-principal relationship, not a master-servant relationship).  For Humble to be liable for torts need to show that Humble was involved in the day-to-day running of the business.
b. Sun Oil.  Negligent employee smoked cigarette while pumping gas.  This caused a fire. Unlike Humble, here operator faced some risk: the rental cost of the station was partially set by the volume of gas sold but there was a maximum and minimum.
C. Franchises – Employee or Independent Contractor? In franchise cases, the court will focus on whether the operator bears risk, less at other evidence of direct control by corporation. Scope of harm/incident of harm CAN be a factor.
a. Actual Authority -- Murphy v. Holiday Inn. Betsy-Len paid $5,000 to become a franchisee, and to get the know-how and brand name, but carried all the risk of loss; Holiday Inn had no right to profits.  Betsy-Len had to agree to run the business in a certain manner but nothing in K that expressly says Holiday Inn can tell owner how to run the hotel. Court holds Holiday Inn had no power to control the day-to-day operations; franchisor not liable.
b. Arguello v. Conoco.  Group of Hispanic and African-Americans discriminated against at two types of Conoco establishments; some Conoco-owned, some Conoco-branded. (s going after Conoco seeking fundamental change in policy. 
Conoco-branded stations: independently owned. The franchise agreement was limited to selling gas; much of what happened (racial discrimination) was outside the agreement. ( not liable. See Humble
Conoco-owned: people who committed tortious act were Conoco employees acting in scope of employment. ( liable. 
c. Apparent Authority -- Miller v. McDonald’s.  ( goes to McDonalds and bites into sapphire stone.  Franchise agreement required operator to follow precise standards, policies and practices: same look, employee uniforms, only serve certain food; employee uniforms.  Small sign near the front counter designating 3K restaurants as the owners. Court finds there is Apparent Agency. 
There’s a price to pay by creating uniform standards. 

1. Since 3P believed the restaurant was operated by McDonalds Corporation, 3P relied on McDonald’s quality of service and standard of food preparation.

2. When a corporation creates the appearance of a single business, the corporation has the duty to dispel that belief in the T.

Planning. How to counsel businesses to avoid these problems? 
1. Flexibility - Best Western with Jamaican theme.  

2. Informal suggestions rather than required reports

3. Large sign saying restaurant is independently owned/operated. 
d. Very difficult to differentiate Murphy and Miller on the facts; depends on policy issues considered by the judge – what feels fair.
Argument against franchisor liability is that it directly undermines the system (franchise agreements are arms length agreements)
Argument for franchisor liability: protect the 3P
D. Agent Liability for its own Torts
a. Unlike Ks where A is usually not a party to the K and usually not liable, A’s are liable for their own torts.
V. FIDUCIARY DUTIES OF AGENTS TO PRINCIPALS
A. Starting Point: Employment Contract. The fiduciary duty rules found in the Restatement of Agency are default rules—these duties can be relaxed or expanded by the actual employment K.  

B. Duty of Care and Skill.  An agent is under a duty to act with the care and skill that is standard for the kind of work he has been hired to perform, and also to exercise any special skills that he may have. 

C. Duty of Loyalty: Law imposes this duty on any agency relationship.  Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency.  

a. This duty prohibits the agent from:

Taking secret profits 

Usurping business opportunities. General Automotive
1. A has to disclose even if doesn’t think Principal can perform.

Stealing Principal’s property & trade secrets. Town & Country
Using Principal’s property to benefit A.
Competing with Principal in the subject matter of the agency (look at scope of business). General Automotive. Remedy: disgorge profits.

1. Mere preparation to compete is not a violation if not done during work time; if use employer’s property or assets, then violation.

2. If there is not a breach of fiduciary duty, look for violation of employment K (“devote all energies”).  

3. There is no breach of fiduciary duty when parties merely compete after employment ends; but, look for employment K not to compete. In CA, subject to a few exceptions, parties cannot make a covenant not to compete that extends beyond employment.
b. Once an agency relationship ends, fiduciary duties end. Parties can alter this by K.

Exception – Continuing Duty of confidentiality/Trade Secrets: Unique information - (P spent time/effort to develop).
1. Town & Country: stealing client list of home cleaning business. It would have been different if these customers had been equally available to ( and (, but these customers had been specially screened by ( at big expense.

a. To protect themselves, parties leaving employer should go out and do own marketing, if some old clients want to follow and this is organic, that’s ok.

2. Mass exodus of employees – very harmful to employer; could argue that this a stealing of trade secrets

II. PARTNERSHIPS
I. PARTNERSHIP FORMATION 
A. Partnership Defined.  A Pship is an “association of two or more persons to carry on as co-owners a business for profit.”  [UPA §6].  It is the default relationship that arises when two or more persons go into business together without specifically designating the business form.
a. Pships can comprise different corporations or other business entities.  § 2 of the UPA defines “persons” as “individuals, partnerships, corporations, etc.”

b. Joint Ventures ( formed only for a single transaction (or series of transactions) and is thus typically more limited in duration. 

c. Fixed duration K’s usually not a Pship.  Think about Pships in marriage terms ( people usually enter into Pships with unlimited duration; exception: joint ventures

B. Ps are personally liability for the debts of the Pship
C. The UPA: The Default Partnership Agreement. General rule: the Pship agreement is the law of the Pship.  In the absence of any governing agreement, the partnership will be governed by the default rules provided by the state partnership statute (for our purposes, the UPA 1914).  The UPA serves two functions: (1) it provides outside parameters that may not be altered by agreement, and (2) provides a set of default rules, or gap-fillers, that are applicable where the parties’ partnership agreement is silent.   

1. Outside Parameters.  Some examples of UPA provisions that may NOT be altered by agreement include:

i. Third Party Liability. Although the Pship K can provide for indemnity among Ps, 3P’s may always sue any P for Pship debts.  [§15].  

ii. Agency.  Each P is an agent of the Pship and have apparent and actual authority to act in the usual course of business.  [§9(1) & §18(b)]
An act of a P which is not apparently for the carrying on of the business of the Pship in the usual way does not bind the Pship unless authorized by other Ps [§9(2)].
iii. Ps Must render True Information.  Ps must render on demand true and full information of all issues affecting the Pship. [§20].

iv. Ps Accountable as Fiduciaries.  Each partner owes a fiduciary duty to the Pship and to the other partners individually; hold as trustee any profits derived by him w/out consent of the other Ps.  [§21].

v. Assignment of P’s Interest.  A P may assign his financial interest in the Pship to a 3P.  The assignee does not become a P, but merely becomes entitled to whatever financial rights the former partner had.  [§27(1)].

2. Gap-Fillers. Apply only where the Pship agreement is silent:

i. Profits & Losses.  All profits shall be divided equally among the Ps. All losses shall be divided in the same ratio as the profits. [§18(a)].  

ii. Indemnity.  The Pship must indemnify every P for payments/personally liabilities reasonably incurred by him in the ordinary and proper conduct of its business, or for the preservation of its business or property. [§18(b)].

iii. Management.  All Ps have equal rights in the management and conduct of the Pship business.  [§18(e)].    

iv. New Ps.  No person can become a member of a Pship without the consent of all the partners.  [§18(g)].

v. Acting Against the Pship Agreement.  Ordinary matters may be decided by majority of Ps.  But no act in contravention of any agreement between the Ps may be done without the consent of all the Ps.  [§18(h)].   
D. Rules for determining existence of a PShip.

a. UPA §7.
Sharing of the profits is prima facie evidence of a Pship.  [§7(4)]. However, profits will NOT give rise to a presumption of Pship where profits are received in payment for:

1. A debt, whether by installments or otherwise;

2. Wages, or rent to a landlord; 

3. Interest on a loan (amount may vary with profits of business)

4. An annuity to a widow or representative of a deceased P;

5. The sale of the goodwill of a business or other property. 

Pship by estopel [§16].
Joint tenancy, tenancy in common DOES NOT itself establish Pship.

Sharing of gross returns DOES NOT itself establish a Pship

b. Fenwick (beauty shop) factors (in addition to sharing Profits to show Pship)

Parties’ Intent. The use of the term “partnership” is persuasive, but not dispositive as to the parties’ intent. 

1. Fenwick. Ms. Chesire worked for P’s Beauty Shoppe for a few years; she requested more $$ so they drew up a K where they became Ps; she would get 20% of the profits at the end of the year but P still had complete control. No intent to form Pship.

2. Southex. Important drafting issue ( the preamble to the agreement is not the agreement.  Have to put it in the substance of the agreement.  

Sharing Losses.  An obligation to share in losses is another factor pointing to Pship.  

Management & Control.  A putative P’s power to participate in management serves as evidence that a partnership indeed exists. 
Rights to Dissolution.  

Conduct towards 3Ps.  Do parties hold out to others that they are Ps?
Ownership and control of Pship property.
Open-Ended Arrangements.  Open-ended arrangements, especially in cases of loans and leases, are often viewed as creating Pships.  

1. Example.  X “leases” Y personal property indefinitely in exchange for a percentage of Y’s profits.  The courts may see X as a partner rather than a lessor.    

c. Creditors become Partners. If a creditor becomes too active in the business of its debtor, a partnership may be created.  The real question is whether money is given as a loan or an investment. Martin. (Law firm case). 
Inspect books; offer credit counseling - OK
Veto power over limited, asset management - Ok
Requiring the debtor to put a chosen person in charge – looks like partner

Assuring 3P of payment (Cargill) is indicative of a partnership
E. Partnership by Estoppel. (1) Person represents himself as being a P, or consents to another representing him to be one, of an existing Pship; and, (2) the 3P to whom such representation is made relies on it in giving credit to the apparent partnership. 

a. Liability arises even if the supposed P does not convey he is a P to TP but lets, or consented to it, being made public.  [§16].  

b. In these cases, the purported Ps will be liable as though an actual Pship existed  [§16(1)(a)] and the supposed P may bind the other as if Pship existed.   

c. Where are all members of an existing Pship consent to the representation, a Pship obligation results. [§16(1)(b)]
II. RIGHTS AND OBLIGATIONS OF PARTNERS
A. Agency.  Each P is an agent of the Pship for the purpose of its business.  [§9].  

1. Ps’ Actual and Apparent Authority.  Each P has actual and apparent authority to bind the Pship to obligations “carrying on in the usual way of business.” 

Actual authority – “carrying on in the usual way of business” - factors:

Description of the business in the partnership agreement

Past conduct
The nature of the business
Whether or not action changes the essence of the business
Actual authority may be limited or restricted by the Pship agreement.  However, in absence of knowledge by a 3P, a P may bind the Pship under apparent authority principles to obligations he/she was not authorized by the Pship to make.  However, if P exceeds her actual authority in K with 3P, other P’s may sue P for indemnification.

When 3P Knows P has No Actual Authority.  No act of a P in contravention of a restriction on authority shall bind the Pship to persons having knowledge of the restriction.  [§9(4)].    

Apparent Authority.  

The P must have held out that he had authority (i.e. by virtue of his title) and 3P’s belief must have been reasonable that P had authority – i.e. “carrying on in the usual way of business”

An act of a P “which is not apparently for the carrying on of the business of the Pship in the usual way does not bind the Pship unless authorized by other Ps.”  [§9(2)]. 
Extraordinary Acts.  If an act is extraordinary, actual authority can be granted only by a unanimous vote of the Ps (unless the Pship agreement provides otherwise).  Extraordinary acts are generally defined in §9(2) and include the following [§9(3)]:
Assigning the Pship property in trust for creditors or on the assignee’s promise to pay the debts of the Pship;

Disposing of the good-will of the business;

Doing any other act which would make it impossible to carry on the ordinary business of the partnership;

Confessing a judgment;

Submitting a partnership claim or liability to arbitration 

2. Liability.  A Pship is liable to 3Ps for the wrongful acts of a P committed within the scope of the Pship business or otherwise committed with authority.  [§13]. 
Liability is joint and several liable for torts (wrongful acts - § 13) and breaches of trust/fraud (§ 14) committed in scope of Pship biz [§15 (a)].
Liability on contracts is joint. [§15(b)].  If the other P is not insolvent, then under §18(a) the innocent P is only liable for half of the Pship debt (or however profits are divided).  If insolvent, see §40(d) – innocent P is liable for entire debt but can seek a contribution from insolvent P. 

Indemnification.  The Pship must indemnify every P in respect of payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of the business, or for the preservation of its all obligations of the Pship. [§18(b)].
Liability of Incoming Partner.  A new P is liable with the other Ps for all debts of the Pship, whether incurred before or after his admission to the partnership.  However, an incoming partner’s liability for debts arising before his admission must be satisfied only out of the Pship assets. [§ 17]  

3P can sue a former P personally for activities (i.e. fraud by other Ps) that occurred while the P was involved in the Pship.  Can K to indemnify former Ps after they leave; however, the Ps can’t limit the 3P from suing the former P..

3. Deadlocks – RESTRICTING OR AUTHORIZING ACTUAL AUTHORITY. 

National Biscuit.  Under this interpretation of §18(h), a majority vote is needed in order to restrict a P’s authority to act in ordinary matters (§9(1)).  Thus, in a 2-2 partner deadlock, the P would have actual authority to act and bind the Pship.

Summers.  Under this interpretation of §18(h), a majority vote is needed for the partner to act.  ( in a 2-2 partner deadlock, the P would not have actual authority to bind the Pship. Look for apparent authority.
B. Contract Limits on Management Rights.  Under UPA § 18(e), all Ps have equal rights in the management and conduct of the Pship, unless the Pship agreement provides otherwise.  Even though management rights may be equal, some Ps may be entitled to a larger percentage of profits (depending on the language of the management agreement).

C. The Sharing of Losses.  In the absence of an agreement to the contrary, the law presumes that Ps participate equally in the profits and losses of the common enterprise, irrespective of any inequality in capital contributions, with the losses being shared by them in the same proportions as they share the profits.

a. Kovacik. (CA S. Ct) Exception to the general rule stated above.  When one partner contributes the money capital against the other’s services [skill and labor], neither party is liable to the other for contribution for any loss sustained.  Thus, upon loss of the money the party who contributed it is not entitled to recover any part of it from the party who contributed only services.

D. Conveyance of RP of the Pship.  Under § 10, any P may convey title to property that is held in the Pship name.  Both §10(1) & (2) include the caveat that the sale might be invalidated if the P signing the deed is not acting in the “usual way of the business” under §9(1). However, the Pship cannot reclaim the RP if the buyer, or the grantee of the buyer, did not know the P exceeded his authority.

E. Partners’ Property Rights in Partnership.  Under UPA §24, a partner’s property rights consist of: (1) his rights in specific Pship property, (2) his interest in the Pship, and (3) his right to participate in the management.

1. Interest in Specific Partnership Property.  Each P has an equal right to use the Pship property for Pship purposes.  However, a P owns no personal specific interest in any of the Pship’s assets or property.  It is the Pship that owns the property, not the individual Ps.  [§25].

Possession.  Each P has an equal right to possess Pship property for Pship purposes, but has no right to possess it for any other purpose without the consent of the other Ps.  [§25(2)(a)].
Assignibility.  A P’s right in specific Pship property is not assignable, except in connection with the rights of all of the Ps in the property. [§ 25(2)(b)]
Attachment of Specific Property. A P’s interest in specific Pship property is not subject to attachment or execution by an individual P’s creditors.  It is subject to attachment or execution on a claim against the Pship. [§ 25(2)(c)]
Death.  Upon a P’s death, his rights in Pship property vest in the surviving Ps (or in the executor of the last surviving P).  Thus Pship property is not a part of the deceased P’s estate when determining the value of his interest in the Pship. [§ 25(2)(d), (e)].  In addition, specific Pship property cannot be left in a will.

2. Interest in the Partnership.  A P’s interest in the Pship is his share of the profits and surplus, and the same is personal property (( transferable).  [§26].  

3. Right to Participate in Management.  Subject to any agreement between them, each P has a right to participate in managing the Pship.    Management rights are immune from seizure by a P’s creditor, and can’t be assigned. [§18(e)].

F. Assignments of Partnership Interests.  A conveyance by a P of his interest in a Pship does not dissolve the Pship.  An assignee of a P’s interest in Pship receives only limited rights, principally the right to receive distributions to which the assigning P is entitled.  [§27(1)].  

1. Assignee is Not Automatically a Partner.  An assignee does not become a P simply by accepting the assignment.  Because the assignee is not a P, he:

a. Has no right to inspect the books;

b. Has no personal responsibility for any Pship obligations;

c. Cannot interfere in the management or administration of the partnership business or affairs. [§ 27(1)]
2. Assignee’s Rights at Dissolution.  If the Pship dissolves, an assignee of a P’s interest is entitled to whatever the P would have received, and may require an accounting only from the date of the last accounting agreed to by all the Ps. [§ 27(2)]
3. Consequences for Assignor.  The P who assigns his financial interest in the Pship remains a P and continues to have the right to participate in management.  He also remains liable for all Pship obligations, including those that arise after the assignment.    

G. Interests in Capital Accounts & Distributions.  The capital amounts determine how the Ps will share the ownership interest of the assets and how the assets will be distributed upon the liquidation of the partnership.  Ps are not entitled to salary unless agreed to.  [§18(f)].
1. Capital Account=[Initial Capital Contribution + Additional Contributions + Allocation of Profits]–[Distributions of Cash/Property] – [Allocations of Losses].     

Allocation of profits and losses.  Remember, unless otherwise agreed to, partners share profit equally (and ( also share losses equally).  Thus, even if one P has a larger initial capital contribution than another, any profit generated will be divided equally among the P’ capital accounts.  

Example—$20,000 profit

For example, if there are four partners, a $20,000 profit is divided equally among their capital accounts ($5,000 each).
	
	Initial Capital
	Profit
	Total Capital Acct.

	Able
	$15,000
	$5,000
	$20,000

	Bill
	$15,000
	$5,000
	$20,000

	Pamela
	$20,000
	$5,000
	$25,000

	Morris
	$0.00
	$5,000
	$5,000

	
	$50,000
	$20,000
	$70,000


Example—$20,000 loss 

If there is a $20,000 loss (again with the same four partners), it is also divided equally among their capital accounts (-$5,000 each).

	
	Initial Capital
	Loss
	Total Capital Acct.

	Able
	$15,000
	$(5,000)
	$10,000

	Bill
	$15,000
	$(5,000)
	$10,000

	Pamela
	$20,000
	$(5,000)
	$15,000

	Morris
	$0.00
	$(5,000)
	$(5,000)

	
	$50,000
	$(20,000)
	$30,000


Surplus or deficit after winding up. If there is a surplus after all Pship obligations have been paid it is divided as a profit (equally) unless otherwise agreed.  
2. Rules for Distribution.  [§ 40] In settling accounts between Ps after dissolution, the following rules shall be observed, subject to any agreement to the contrary:

The assets of the Pship are: 

The Pship property,

The contributions of the Ps necessary for the payment of all the liabilities specified in clause (b) of this paragraph.

The liabilities of the Pship shall rank in order of payment as follows:

Those owing to creditors other than Ps
Those owing to Ps other than for capital and profits (P as creditor)

Those owing to Ps in respect of capital (contribs before profits)

Those owing to partners in respect of profits (leftover is split)

3. Businesses are valued based on their assets and profits.  Some businesses are more valuable than their tangible assets because of reputation (good will) and other factors.
III. FIDUCIARY OBLIGATIONS OF PARTNERS
A. Fiduciary Duties of Partners. UPA §21 (an intense duty – Pship like a marriage):    (1) Duty of Loyalty, (2) Duty of Care – proced/sub (gross negligence).  Specific duties:

1. §19 - Partnership Books.  Each P is entitled to access to the Pship books and records and may inspect and copy any of them at all times.  The books and records must be kept at the Pship’s principal place of business. 
2. §20 - Duty to Render True & Full Information.  On demand, Ps must render true and full information concerning all things affecting the Pship.  
Keeping quiet about plans is ok, can’t lie when info is requested. Meehan
3. §21 - Every P holds as trustee for Pship any profits derived from any Pship business or use of Pship property
4. §22 – A P who has been wrongfully excluded from the Pship business or property has a right to an accounting; can sue for breach of duty.

BUT – when is exclusion/expulsion wrongful? Lawlis
5. Competition & Wrongful Exclusion. A P may not compete with Pship, or seize for himself or otherwise exclude his partners from any Pship opportunity. 

Pship opportunity? General Automotive, Meinhardt
Did the opportunity arise during the Pship?
Time & Geography

Nature/subject-matter of the business

Was ( approached because he was a P? 

Term Pship (like Meinhardt) where opportunity isn’t due to start until after the Term ends: disclose and give opportunity to compete.

6. Ps Preparing to Compete (Meehan).  P may make preparations to compete with the Pship if: (1) P does not utilize the Pship’s time or supplies (i.e. use Pship letterhead to send letters to Pship clients), (2) and do not otherwise act in violation of their fiduciary/employment duties (i.e. delaying work so they could take cases to new firm.)

Recruiting Pship Employees.  A P is permitted to recruit the Pship’s employees for his new business, provided that he does not disrupt the Pship’s business in doing so. However, at the Pship level there is a much higher fiduciary duty than in Town & Country.
Does recruiting firm clients and cases violate a fiduciary duty?  First, look at the Pship agreement.  If not addressed there, it may look like Ps are competing with Pship.

The only continuing duty that an A or Partner has to the Principal/Partner after the end of the relationship is not to take advantage of trade secrets. Town & Country ( client lists 
Attorneys must follow ethical guidelines in providing notice to clients regarding change in professional association.  

B. Rightful Expulsion
1. As a general rule, taking away a P’s right to manage is a breach of fiduciary duty.  

2. Lawlis.  Lawlis was a senior partner and an alcoholic; the firm gave him many chances before expelling him.  Court holds that firm was in the right to expel him, in that they were very generous w/him, and that they had a “no cause expulsion clause” in their partnership agreement and exercised it.

What could have been a fiduciary duty violation?  If the expulsion had been in bad faith/predatory purpose (i.e. increasing their profits at his expense).  Ps can’t expel another in a way designed to harm or keep an opportunity from them that they are entitled to.

C. When a P breaches a fiduciary duty to the Pship which results in profits, the remedy is to disgorge those profits and return them to the partnership.

IV. PARTNERSHIP DISSOLUTION      

A. Dissolution v. Termination.  Dissolution is the “change in the relation among the Ps” caused by any P leaving the Pship.”  On dissolution the Pship is not terminated, but continues until/if “winding up” of Pship affairs is completed.  [§§ 29 & 30].      

a. Legal continuity ends upon the dissolution of the Pship; Economic continuity ends upon termination.

b. Can be altered by K – can have a K to define how to expel a P, bar Ps from winding up the business, and allow the other Ps to continue the partnership.

B. At Will.  A Pship is considered to be at will if there is no agreement as to how long the partnership is to continue.  [§31(1)(b)].  This is the default rule.  Any P can dissolve at any time as long as does violate fiduciary.

C. Term (Express or Implied).  If the Pship is to continue for a specified period or until a specific objective is achieved, it is a Pship for a term.  [§31(1)(a)].  

a. Implied Terms.  Terms can be implied from a lease, conversations, past conduct.
A P advances a sum of money to a Pship with the understanding that the amount contributed was to be a loan and repaid as soon as feasible from the Pship’s profits. The Pship is impliedly for the term reasonably required to repay the loan.  Owens.

Ps can impliedly agree to continue a Pship until a certain amount of money is earned but that implied agreement must be supported by additional evidence – a loan, alone, is not enough to establish that a partnership is for term. Page.

Page.  HB and George Page were brothers in a linen supply business with an oral K.  HB wanted to dissolve the business.  George alleged that HB was breaching duty of loyalty: cut him out of a new business opportunity.  HB wanted a declaratory judgment that this was a Pship at will.  George argues that this is Pship for a term (loan). Court holds there was no proof of any intent to have Pship for a term. All Pships are usually entered into with the hope that they will be profitable, but that doesn’t make them all partnerships for a term, nor does it obligate them to continue until all of the losses have been recovered.

D. Automatic Causes of Dissolution (Pship is dissolved when event happens) [§31]:
a. If the term ends

b. Upon express will of any P where no express term/undertaking (in good faith)

c. By expulsion of any P in accordance with such a power conferred by the Pship K 

d. If a P breaches the agreement (i.e. Term Pship) by expressly dissolving (§ 38(2)).

e. By any event which makes it unlawful for the business of the Pship to continue

f. By the death of any P.

g. By the bankruptcy of any P or the Pship

h. By judicial dissolution under § 32.
E. Dissolving an At Will Partnership. Any P has the power to dissolve the Pship by his express will at any time without any liability to other Ps, as long as he does not breach any fiduciary duties in exercising this right.  [§31(1)(b)]. 
a. Unless otherwise agreed, each P that has not wrongfully dissolved has the right to compel winding up; however, on cause shown, any P, or legal representative may obtain winding up by the court. [§37].
b. But if dissolution is caused by expulsion of a P (bona fide under Pship K), and if the expelled P is discharged from all Pship liabilities, P is only entitled to net amount due him from Pship; can’t force a winding up. [§38(1)]. 

Expulsion in bad faith: Sue for breach of fiduciary duty damages
c. Dissolution of At Will Pship in breach of K or breach of fiduciary duty:
P can still force a winding up of assets [§38(1)].
Non-breaching P entitled to sue for damages for breach - [§38(2)(a)(II)].
In other words, if P in at will Pship dissolves in order to exclude co-Ps from a business opportunity in breach of fiduciary duty, innocent Ps can sue for breach. 
1. Prentiss. Court allowed Sheffel and Iger dissolve, wind up and to bid on the Pship’s assets: the Pship was at will and was properly dissolved and there was no indication of any bad faith. Two ways to value business (in order to know how much $ to distribute to Ps through wind up): i. valuation consultant, ii. Sell it.
F. Dissolving a Pship for term.  At end of specified term, each P can force a winding up. [§37]. A partner who exercises his power to dissolve before the term expires breaches the Pship K (wrongful dissolution under § 38(2)) unless all P unanimously decide to terminate the Pship.  [§31(1)(a)].  
a. Each P who has not caused the wrongful dissolution shall have right to wind up [§38(1)] and the right to damages for breach of K [§38(2)].  OR
b. The innocent Ps, if all agree, also have the right to continue the business for the agreed term and can: (1) possess the “Pship property” (loans, capital contributions), provided that they secure the value with a bond, OR (2) immediately pay the wrongful P the value of his interest in the Pship at dissolution (not including good will), AND indemnify him against present or future Pship liabilities.  [§38(2)(b)]. 
i.e. P as creditor can’t speed up term Pship in order to get return of funds; has to collect per the K.  Owens
Wrongful P can avoid damages if court grants dissolution under § 32.

c. P who caused the wrongful dissolution [§38(2)(c)] (repetitive to (2)(b))
Pship not continued(right to wind up less breach damages
Pship continued ( no right to wind up; only has right to the value of interest in Pship (not including good-will) less damages for breach & release from existing liabilities.

G. Judicial Dissolution [§ 32].  Courts are usually very reluctant to step in and dissolve a partnership. If a P wrongfully dissolves, § 38 applies.  However, even if Pship is determined to be a term Pship, can go to court and ask the court to override the K and § 38(2) and let the dissolving P out without punishment. 

1. P guilty of conduct that prejudices the carrying on of the business [(1)(c)]
2. Willful or persistent breach [(1)(d)]
3. Business can only be carried on at a loss [(1)(e)] 

4. Other circumstances render a dissolution equitable [(1)(f)].    

Collins v. Lewis.  Parties started a cafeteria business where Lewis managed the business and Collins provided the financing. Costs for building went way above what was projected.  Eventually, the cafeteria opened and operated at a loss.  Collins wanted out and wanted dissolution.  Lewis argued that this was a term Pship and Collins cannot legally get out without being punished.  Court does not grant judicial dissolution: even if there is mismanagement, this is not enough for judicial dissolution; there has to be very very bad conduct. 
H. Dissolution scenario
a. Any P can dissolve by express will. § 31 (b).

P can seek a judicial declaration that Pship is at will; then P knows she can withdraw without penalty.

P has right upon dissolution to wind up and can seek a judicial dissolution under §32(f) to have a receiver appointed to ensure other P does not violate duties. § 37.

§ 40 (b) lays out how liabilities are paid (Creditors paid first).

b. Other P could argue that the Pship is for term (i.e. in Owen implied term was until the loan was paid back) and ( P cannot dissolve with paying a penalty.

Dissolving P can escape penalty, even if Pship for term, if court grants judicial dissolution under § 32.

I. Limiting Right to Compel Winding Up.  UPA §37 is a default provision that gives a former P (or his legal representative) the right to compel the winding up and termination of a dissolved Pship, even if the remaining Ps wish to continue the business.  At least three instances in which the right to winding-up will not be available:

a. Buyout Provision.  Pship agreement may provide that the Pship has the right to purchase the interest of the withdrawing P before that P can compel a winding up.  
b. Continuation Agreement.  A continuation K eliminates the right of any withdrawing P to compel a winding up and termination if the remaining Ps wish to continue the business.         

c. Wrongful Dissolution. E.g. premature withdrawal from a partnership for a term.

I. Other Effects of Dissolution
Termination of Actual Authority. Except for the purpose of winding up the affairs of the Pship. [§ 33]
Termination of Apparent Authority. 

Creditors.  Those who were creditors to the PShip at the time of the dissolution or who had extended credit must be given actual notice in order to terminate apparent authority.  [§ 35(b)(I)]
Others.  Apparent authority as to other 3Ps who merely had knowledge of the Pship prior to its dissolution can be terminated by notice published in a newspaper of general circulation.  [§ 35(b)(II)]
Liability for existing partnership debts.  A dissolution in no way affects each P’s liability for the Pship debts.  Ps’ joint liability remains until the debts are discharged or by K.  [§ 36]
III. CORPORATIONS
I. CORPORATE STRUCTURE
A. The Traditional Scheme.  The powers of the corporation have traditionally been allocated among the shareholders, the directors, and the officers.  The three roles may be filled by the same people, but need not be.

1. Shareholders.  The shareholders collectively own the residual interest in the corporation.  Shareholders need not be individuals, they can include other corporations and institutional investors.

i. Returns.  Shareholders derive their profits in the form of dividends, which are declared by the board of directors.  There is not, however, any automatic entitlement to dividends, nor is there any promised return for shareholders (as there is for creditors) ( Classic BJR determination.
ii. The Separation of Ownership and Control.  Shareholders do not directly manage corporations, even though they own them.  Instead, control is exercised by professional managers.  Shareholders can, however, indirectly influence the conduct of the business in the following ways:

Voting.  SHs may have the power to vote to elect and remove directors, on amendments to the articles of bylaws, and fundamental matters: amends to Articles, mergers, ratify void or voidable transactions entered into by directors and officers.  

Litigation.  Corporate managers have fiduciary obligations to the corporation and its shareholders, and the shareholders can sue for breaches of these obligations.  

2. Directors.  The directors have the legal power and duty to manage the corporation’s affairs.  The growing recognition, however, is that the board’s duty is to monitor and set policy rather than to manage.  

i. No Inherent Authority.  Individual directors have no inherent authority to bind the corporation; directors can bind the corporation only when the board acts as a body.

3. Officers.  The officers are responsible for carrying out the corporation’s day-to-day operations.  Officers are agents of the corporation, and their authority comes from a delegation by the board of directors.  

i. Major Transactions Require Approval.  No officer has the right to bind the corporation in a major transaction, such as borrowing a significant sum of money in the corporation’s name, without board approval.  

B. The Advantages of Incorporation.  

1. Limited Liability.  Absent extraordinary circumstances, shareholders have no personal liability for the debts of the corporation.  The entity remains responsible for all of its obligations.  This promotes wealth building necessary for major undertakings – people more willing to invest if they can cap their liability.  Moral hazard: risk transferred to creditors and tort victims.
i. Personal Guarantees.  The benefit of limited liability may be eliminated, however, if a creditor asks for a personal guarantee.    

2. Free Transferability.  In the absence of any contrary agreement, shares in a corporation are freely transferable—no dissolution is necessary in the event that a shareholder decides to leave the business as in a Pship.  This promotes stability to shareholders and those transacting business with the corporation.

3. Continuity of Life.  This provides for consumer loyalty and industry stability.
4. Centralized Management. Separation of ownership and control.  This has led to the rise of a professional management class, which in theory should make business better (higher profits; better/higher quality goods-at odds w/ profit duty). 

C. The Disadvantages of Incorporation.

1. Double Taxation.  Corporate income is taxed once when earned by the corporation, and then again when distributed to the shareholders.

2. Formalities.  Failure to keep up with the required corporate formalities (annual meetings, taking of minutes) may result in loss of limited liability.  Such formalities make management more cumbersome than in a partnership. 

II. CORPORATE FORMATION
A. How to Incorporate. Failure to comply can result in shareholders losing their limited liability on the grounds that they are in fact conducting a de facto Pship.  

1. Filing the Articles of Incorporation. Any person, Pship, association or corporation may organize a corporation in Delaware by filing a certificate of incorporation. DCC  §101. The articles of incorporation create a contract between the board, state, and the shareholders.

2. The minimum information that the articles of incorporation must contain are set forth in DCC §102:

i. Name Must Contain “Inc.” or Variation.  Permissible variations include: association, company, corporation, club, foundation, fund, incorporated, institute, society, union, syndicate, or limited.  [(a)(1)].

ii. Corporation’s Registered DE Address/Registered Agent.  Under (a)(2), the articles must include the full address of the corporation’s Delaware office, and the name of its registered agent for service of process – JDX.

iii. Nature of the Business.  It is sufficient to state that “the purpose of the corporation is to engage in any lawful act or activity for which corporations may be organized under the DCC.”  [(a)(3)].

1. If you want to limit what the business is doing, draft a narrow purpose clause.  If you wanted to expand the subject matter of the business, you would have to amend the articles.  

2. If directors/officers go beyond the purpose stated in the articles, they could be sued for violating a fiduciary duty: waste or an ultra vires act.

iv. Number of Shares, Par Value, and Shareholders’ Rights.  The articles must state the number of shares the corporation has authority to issue in each class of stock AND the par value of the shares of each class, OR a statement that shares are w/out par value.  The articles must also set forth the rights (voting/profits) & restrictions for all classes of stock.  [(a)(4)].     

1. If rights/restrictions are not delineated, default rules apply 

2. Par value: (i) protects investors from people selling shares for less money to some investors than others (same $ = same control of corp);  (ii) Par value also creates an “equity cushion” – tells creditors how much $ must always be in the corporation;  (iii) Par values limits what directors can do: if directors go below it ( triggers liability.

3. SH buying watered stock is liable for the balance of the price.

v. Incorporators. The name and mailing address of the incorporators [(a)(5)];

vi. Names of Initial Directors.  Only if the powers of the incorporators are to terminate upon the filing of the articles, the names and mailing addresses of those who are to serve as directors until the first annual meeting of shareholders must be included. [(a)(6)]
3. Optional Provisions.  The articles may also contain any or all of the following provisions (§102(b)):
i. Catch-all: Any provision for the management of the business and for the conduct of corporate affairs, or any provision creating, defining, limiting, and regulating the powers of the corporation, the directors, and the shareholders [(b)(1)].
i. Usually, you don’t want to be specific here b/c articles are hard to amend.  Leave management specifics to the by-laws.
ii. Require the vote of a larger portion of any class/series of stock OR larger number of directors for any corporate action [(b)(4)].  

iii. Limit the duration of the corporation [(b)(5)].  If no provision = perpetual.

iv. Impose personal liability for debts of corp on shareholders [(b)(6)].  If no provision, no SH liability.

v. Eliminate or limit a director’s personal liability to the corporation or shareholders for monetary damages for breach of fiduciary duty.  Cannot limit liability for breach of loyalty, bad faith, intentional acts.  [(b)(7)]. 

4. Review by State Official.  The state official will review the articles to make sure they are in good form.  If so, the official will file the document and the corporation is treated as having been formed.  The state will then issue a certificate of incorporation, which is the only conclusive evidence of incorporation.  

5. First Director’s Meeting.  Once the corporation has been formed by filing the articles of incorporation, the directors will hold their first meeting.  Incorporators can appoint first directors.  At this meeting, the corporation will issue shares to the shareholders, adopt the bylaws governing the corporation’s internal affairs, open bank accounts, appointing officers, etc.

6. Bylaws: a definition. The rules or administrative provisions adopted by a corporation for internal governance.  [§ 109(b)]
i. Contents of the Bylaws.  Some of the things that may be specified in the bylaws: (1) date, time, and place for the annual meeting of shareholders, (2) whether or not cumulative voting for directors will be allowed, (3) a listing of the officers and the duties of each, and (4) what shall constitute a quorum for the meeting of directors. 

ii. The original by-laws may be adopted, amended or repealed by the incorporators, by the initial directors if they were named in the Certificate, or, before a corporation has received any payment for any of its stock, by the board. [109(a)].
a) After a corporation has received any payment for any of its stock, the power to adopt, amend, or repeal bylaws shall be in SHs entitled to vote.

b) However, any corporation may, in its certificate of incorporation, confer the power to adopt, amend, or repeal bylaws upon the directors.  Such conferral shall not divest the stockholders the power, nor limit their power to adopt, amend or repeal bylaws.

c) Kidsco. When a corp.’s certificate of incorporation puts all shareholders on notice that the bylaws can be amended by the board at any time, then no vested rights exist to prohibit an amendment.

iii. Evaluate a bylaw by determining if it is both substantively and procedurally valid.  For example: a bylaw allowing the board to fill new director positions is substantively valid under § 223(a) & (b) and procedurally allowed under 109(a) or 109(b) – i.e. this is the kind of provision one would expect to find in the bylaws, which set forth rules for corporate governance.

B. Internal Affairs Doctrine.  The corporation’s internal affairs are governed by the laws of the state in which it is incorporated: shareholder voting, management of board, fiduciary duties, financial rights of stockholders. 

a. The State Code is the most important aspect in formation/management of a corporation and trumps articles of incorporation and bylaws if inconsistent.

III. CORPORATE GOVERNANCE
A. Formalities Required for Shareholder Action 

1. Meeting and Notice. Unless directors are elected by written consent, an annual meeting of stockholders must be held for election of directors on date set in Bylaws. The corp must provide notice of the place, time, and date of the annual meeting and any special meetings.  [DCC § 211(b)].
Special meetings of the stockholders may be called by the board of directors or by any such person as may be authorized by the certificate of incorporation or bylaws. [DCC § 211(d)].  

2. Quorum.  Default: A majority of the shares entitled to vote constitutes a quorum.  Articles or bylaws may set a higher or lower number.  [DCC §216(1)].

Never Lower than 1/3 of the shares entitled to vote.  [DCC §216].  

3. Voting. 
Ordinary Matters.  Unless otherwise provided in the Articles or Bylaws, a majority of the shares present or represented at a meeting is required for shareholder action on ordinary matters, such as amending the bylaws. [DCC §216(2)]. 

Fundamental Structural Changes.  Structural changes require approval by a majority of the outstanding voting shares. Board first must adopt a resolution:
i. Amendments to the certificate of incorporation [§242(b)(1)]
ii. Mergers [§251 (c)]
iii. Sale, Lease or Exchange of Assets [§271]
iv. Dissolution [§275] -- closed corp [§355]
Electing Directors. The election of directors requires only a plurality of the shares present or represented at a meeting.  [§216(3)]. 

i. Straight Voting.  Under straight voting, each share may be voted for as many candidates as there are slots, but shares must be voted in bundles.  Look at this like each seat is a “mini-election.”

ii. Cumulative Voting. Cumulative voting must be provided for in the Articles of Incorporation.  In California, it’s the default rule.

1. Example. B can take his whole package of 84 votes (28 shares x 3 seats) and apply them toward his favorite candidate. 

4. EXCEPTION: Written Consent. Unless otherwise provided in the Articles, SHs can take an action that may be taken at an annual meeting or special meeting by written consent instead, without a meeting or prior notice, if consents are signed by the holders of the number of shares that would have been sufficient to take the action in question at a meeting at which all shareholders were present and voting (i.e. majority of outstanding shares). [DCC §228(a)].  

Need “proper purpose” to use § 228 ( e.g. Does the SH have the substantive right to remove existing directors for no cause and then replace them with his own before the end of their term ( Yes: § 141 (k) provides that “any or all directors may be removed by a majority of the SH with or without cause” (unless the board is staggered)

This is an exception can be used by hostile bidders. If boards don’t want shareholders to have this tool, they will put a provision in the certificate saying shareholders cannot act by written consent.

B. Powers of the Corporation.  DCC §§ 121, 122.

General Powers.  A corporation, its officers, directors, and shareholders have the right to exercise all power granted by the law or the Articles of Incorporation, together with any powers incidental thereto, so far as such powers are necessary or convenient for the attainment of the business or purposes set forth in its certificate of incorporation.  [§121].

Specific Powers.  § 122 - every corporation has the power to:

a. Perpetual succession (unless limited by certificate of incorporation)

b. The power to sue and be sued; arbitration or proceeding

c. The power to have a corporate seal

d. Purchase, receive, lease, or otherwise acquire real or personal property

e. Appoint and compensate officers

f. Adopt, amend, and repeal bylaws

g. Wind up and dissolve

h. Make charitable donations

i. Be an incorporator/promoter/manager of another corporation of any kind
j. Participate with others in any kind corporation, partnership, LLP
C. Board of Directors.  DCC § 141.

1. Management.  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 in this chapter or the Articles of Incorporation (allows shareholders to manage closely held corporation). [§141(a)].

2. Number of Directors & Terms.  Board shall consist of 1 or more members, each of whom must be natural person. [§141(b)].

a. The number of directors shall be fixed by the by-laws, unless the certificate fixes the number.  

b. A majority of the total # of directors shall constitute a quorum for the transaction of business.  

i. Unless the certificate provides otherwise, the bylaws may provide that a number more or less than a majority constitutes a quorum, but a quorum cannot be less than 1/3 (except boards of one)

c. The vote of the majority of directors present at a meeting at which a quorum is present is sufficient unless the certificate or the bylaws requires a vote of a greater number.  Directors may resign at any time.

3. Committees & Subcommittees.  Board may designate 1 or more committees, consisting of 1 or more director, each of which shall have the authority of the board of directors in the management of the corporation. [§141(c)]. 

4. Classification of Directors (Staggered Boards).  Directors may, by the (i) certificate or (ii) by initial bylaw or (iii) bylaw adopted by shareholder vote, be divided into 1, 2 or 3 classes.  The Articles of Incorporation may grant holders of any class or series of stock the right to elect 1 or more directors to serve for staggered terms.  The terms of office and voting powers of the directors elected separately by class/series of stock may be greater/less than those of any other director or class of directors. [§141(d)].

a. E.g. Out of 9 Board members, can allow Class A shareholders to elect 6 and Class B shareholders get to elect 3.

5. Good faith reliance on experts.  Directors are protected when they rely in good faith on corp records, officers or employees, expert testimony, committees, etc. as long as (1) those people have been selected with reasonable care and (2) the board member believes the subject matter is in the person’s expertise. [§141(e)].

6. Removal.  Any director or the entire board can be removed, with or without cause, by the holders of a majority of the shares entitled to vote at an election of directors – Can  also remove directors w/out a meeting under § 228(a).
i. If there is a staggered board, unless certificate provides otherwise, shareholders may effect removal of directors only for cause.  [§141(k)].
D. Management.  Corp bylaws, or a resolution of the board which is not inconsistent with the bylaws, may determine the number/type of officers and their duties. [DCC § 142].

a. One of the officers shall have duty to record the proceedings of stockholders and directors in a book.  

b. Any number of offices may be held by the same person unless the certificate or bylaws provide otherwise.

c. Officers shall be chosen in such manner and shall hold their offices for such terms as are prescribed by the bylaws or determined by the board.  Each officer shall hold office until the successor is elected or resigns.  Any officer may resign at any time upon written notice. 

E. Vacancies on the Board.  Unless otherwise provided in the certificate or bylaws, § 223(a) & (d) allows vacancies on the board to be filled by a majority of the directors (although less than a quorum). 

IV. LIMITED LIABILITY AND THE PROTECTION OF THIRD PARTIES
A. General Rule for Shareholder Limited Liability.  Shareholders are not personally liable for the debts of the corporation because they do not have management control.  

a. Agents (officers) are also not liable because they act on the corps behalf and for its benefit.  Compare:  Ps are liable for Pships debts because they have control. 

b. Moral hazard of limited SH liability – risk is transferred: (1) voluntary creditors (lenders) – only sue corp, not SH; (2) involuntary creditors – tort victims.

B. When Creditors/3Ps Can Sue SHs Or Agents Personally for Debts of the Corp
a. Promoter Liability – Can expose shareholders or agents to personal liability

Promoter duty: disclose secret profits OR face disgorgement (doesn’t matter if the transaction was fair).

Illinois Controls. Liability between promoter and the corporation for pre-incorporation Ks is joint and several.

1. A corporation is liable for breach of an agreement executed on its behalf by its promoters where the corporation adopts the agreement or benefits from it with knowledge of its terms.  This is express or implied ratification.
2. Promoters are only released from liability if (i) the corp is formed, (ii) the corp ratifies the K, AND (iii) the k expressly provides that performance is solely the obligation of the corp.
b. Defective Incorporation. Can expose shareholders or agents to personal liability unless one of the following applies.

De facto corporation.  If there has been a good faith attempt to incorporate and carry on the business as a corporation, then outside parties cannot challenge the corporate form or limited liability protections (only the state can challenge this form)
1. Southern-Gulf Marine. Change in corporate name/location is not a defect in incorporation that would affect this analysis unless location of incorporation really mattered – i.e. effected delivery, then 3P could get out.
Corporation by Estoppel.  Parties who have dealt with each other on the assumption that a corporation existed are estopped from denying corporate form or limited liability.

c. Watered stock.  Where shareholders clearly pay less than the par/stated value, the SH can be forced by creditors to pay difference:  (1) bonus stock issued for free, (2) as discounted stock, (3) as stock issued for overvalued property

However, if the creditor’s claim is that SH contributed property that was “overvalued,” the SH will be protected as long as the Board acted in good faith in determining the value of the property. 

d. Excessive Dividends. Although the Board generally has great discretion in issuing dividends, corporate statutes prohibit distributions that would render a corporation insolvent.  Dividends may be only issued out of capital surplus (aggregate amount paid over par value or stated value for share) or net profits. A SH who receives an illegal distribution may be liable to the corp or creditors (if the corp is insolvent or dissolved) if the SH knew the distribution was illegal.
§ 174 – Creates liability of directors for any willful/negligent violation of the statute to the corp or creditors (if the corp is insolvent or dissolved) Directors are protected if they relied on corp financial reports/experts.
e. Insolvency & Fraudulent transfers.  Creditors can void fraudulent transactions or seize property fraudulently conveyed.  This often arises when management transfers assets to insiders or SHs rendering a corp unable to pay its bills.  

Fraudulent transfer: transfers made by a debtor that is intended to delay or defraud creditors or any transfer for which the debtor did not receive adequate consideration and which the debtor knew or should know would render the corp insolvent.

f. Fraud or misrepresentation by agent can expose the agent to personal liability but very hard to prove.  Simply exceeding the scope of authority is not enough.

g. Piercing the Corporate Vail. SHs are carrying on the for purely personal rather than corporate ends. (Walkovsky). Merely showing that all corporations are really one is not sufficient. (Could be enterprise liability).  Drastic remedy.

1. First Prong: Unity of Interest & Ownership. Three factors:

Failure to follow corporate formalities (SH/Board meetings never held, corporate financial records not maintained, etc.).

In re Silicone Gel Breast Implants. Lots of indicia of control.  MEC board controlled by BM.

Commingling of Assets.  SH spends corporate funds for personal use and/or spends personal funds for corporate use without proper accounting.    

Undercapitalization. So as to leave too little to satisfy creditors. 

2. Second Prong: Necessary to avoid injustice or fraud.
Some JDX don’t apply this prong in tort cases (CA: both)
SH Deliberately Trying to Avoid Creditors or Deceptive Conduct. 

Sea-land. Not enough that Sea-Land wouldn’t get paid on their K.  Need fraud, deception, or compelling public interest.
Promoting Injustice.  ( unjustly enriched if allowed to prevail 

Siphoning Profits. so as to keep it undercapitalized

h. Reverse-Piercing.  This applies only to situations where the creditor has successfully pierced the corporate veil to reach the shareholder’s personal assets.  If the creditor can show that the ( owns shares in other corporations and that these corporations are like personal assets courts will allow the creditor to “reverse-pierce” and reach the assets of these other corporations as well. 

i. Enterprise Liability (“horizontal piercing”).  If two or more corporations are owned by the same individuals and are operating what is, for economic purposes, a single business, the court may view the corporations as being parts of a single enterprise and allow creditors to reach the assets of any and all of the corporations. 

1. The Test.  The test for enterprise liability contains the same two prongs as the PCV test, except that you would look for unity of interest between the corporations.

2. Distinguish: Corporations with Different Functions.  Corporations routinely break themselves up into smaller pieces in order to limit liability, and this is fine as long as the corporations perform different functions.
V. FIDUCIARY DUTIES AND THE BUSINESS JUDGMENT RULE
A. The Business Judgment Rule.  The directors of a corp are presumed: (1) disinterested, (2) fully informed; and (3) acting in good faith that the action taken was in the best interests of the company.  
1. BJR as a Shield. Good faith mismanagement provides no grounds for legal recovery by shareholders.  Shareholders are not supposed to control the business; if they don’t like what the directors are doing, sell their shares or vote them out.

B. Overcoming the Presumption. Shareholder must plead with particular facts any one of three types of BREACH (also need Duty, Causation, Damages)
1. Duty of loyalty violation 

i. § 144 & Bayer – overcome BJR

ii. ( defense: Board ratification ( Shareholder ratification ( Fundamental Fairness (substantive (need expert) & procedural).

iii. If ratified, ( must prove waste
2. Directors’ decision was uninformed or grossly negligent (procedural due care)
i. ( must establish material facts that directors not informed of– use § 220

1. The more significant the decision, the more we would expect the directors to deliberate.  Van Gorkum
ii. Board can use an expert to research/calculate info, but the board cannot substitute expert’s judgment for their own; if they merely adopt the expert’s recommendation, this could be grossly negligent - § 141(e).
iii. Francis.  At a minimum, a director should acquire a rudimentary understanding of the business: read the financial statements, meet with officers, if you find wrong-doing you have to do something about it. 

iv. Caremark. (Gross neglect). (1) Directors have a duty to reasonably monitor corporate activities.  (2) As long as Board considers the problem and believes what they’re doing is sufficient, their decision is protected by the BJR.  
v. Van Gorkum.  (outlier – it takes failure to inform at this level for a PDC violation – material facts not known: intrinsic value of corp, terms of the merger, role of CEO in setting up deal) 
vi. ( defense: (1) Shareholder ratification; (2) fundamental fairness 
3. Waste (substantive due care) ( throwing money away, no corp purpose, gift:
i. “so one sided that no person of sound judgment could conclude that the corporation has received adequate consideration.” Brehm v. Eisner
ii. Couple with Duty of Loyalty Claim/Illegality (i.e.) proxy fraud)
iii. Ayers – ordinarily, employee compensation and other corporate payments are not waste or gift of assets as long as fair consideration is returned.  However, where directors are fixing their own compensation, evaluate as a Duty of Loyalty violation.

iv. Although SHs or disinterested directors cannot ratify waste, the existence of such ratification makes proof of waste more difficult. Ayers

v. Barlow – charitable contribution ok as long as some conceivable link to benefit of the company.  

vi. Dodge –Ford: “awful profit” – smoking gun.  The board has discretion on how to maximize returns to shareholders, not whether to.
vii. Kamin – just because one option (tax break vs. dividend) would have made a lot more money than the other, that’s not enough to get into court ( the lower profit option could have had some other benefit

viii. There is no defense to waste.
C. Directors generally do not have fiduciary duties to creditors.  Exceptions
1. For certain kinds of financial institutions (corp is trustee).  Francis
2. When corp is insolvent, directors have a fiduciary duty to creditors.

D. Duty of Loyalty Violations (Self-Interest/Conflicts of Interest). 
1. If ( can show self-interest (simply need directors on both sides of a deal), the burden shifts to ( to show fairness substantive and procedural) OR ratification (shareholder or disinterested directors), but needs to be fully informed of the material facts (i. of relationship; ii. of k/transaction).[DCC §144]. 
i. If ratified, burden shifts back to ( to prove a Procedural Due Care violation or Waste.  If “fair,” ( wins.
ii. Even if ratification meets § 144, Board still has fiduciary duty of due care; procedurally and substantively – can’t ratify its own breach: i.e. the disinterested board members can’t just approve to help out their friends. 

2. Corp Opportunity Doctrine: another duty of loyalty violation.
i. General Automotive broad test: in the line of business of corp? Even if it does not look like the corp could take advantage of an opportunity, still have to disclose, let corp decide what to do.

ii. Broz narrower test: interest or reasonable expectation to take advantage? (Ebay – spinning)   (Broz - CIS was financially unstable, could not expect to take advantage)

iii. ( defense: SHs or disinterested directors can ratify if fully informed.

3. Controlling Shareholders.  Ordinarily, shareholders do not owe a duty to one another.  Exception: controlling shareholders have a fiduciary duty to the minority shareholders (duty to disclose, etc.) 

i. Test for Shareholder liability – overcoming BJR
1. Controlling or dominant shareholder?  Need to show control, not enough just to have a majority share (e.g. installing an employee on board to do what Major tells them)
2. Benefit of the Majority Shareholder to the detriment of Minority Shareholder? 

a. Sinclair. Sinclair caused Sinven to issue “excessive” dividends; Sinclair, as a majority shareholder, was the primary recipient of them.  Court says this is not duty of loyalty violation b/c proportionate share of $ was received by minority shareholders. 
b. Zahn – calling the stock without disclosing value robbed minority shareholders of key information need to decide whether to convert their stock.

3. (’s Defense: Fairness (substantive & procedural) or Ratification/Authorization by Disinterested Shareholders
a. In the dominant shareholder context, ratification shifts the burden back to the Minority shareholder to prove “unfairness” (as opposed to “waste”).  
VI. SHAREHOLDER LITIGATION
A. On an exam, first always see if there is merit to the claim under the fiduciary duty analysis (BJR, etc.).  Then, look to the nature of the litigation – direct or derivative?

B. Derivative Lawsuits. Any recovery from such a lawsuit accrues to the corporation, and not to the shareholder bringing the suit. If you can, bring a derivative claim with a direct claim to get you by procedural requirements of the derivative claim (as long as the derivative suit claim follows from the facts of the direct claim).
a. Attorney’s Fees.  If the suit on behalf of the corporation is successful, the corporation is required to pay the plaintiff shareholder’s legal expenses, because he has benefited the other shareholders as a group.  

C. Sometime difficult to determine whether claim is derivative or direct:

1. Look at (1) nature of the harm (i.e. waste), (2) who gets the money

2. Extreme Cases of derivative claims (no way to make a direct claim)

i. Barlow – charitable contribution to Princeton – corporate waste

ii. Kamin – whether dividends should have been issued instead of saving corp money by tax shelter -- (’s were not asking for money for themselves

iii. Eisner – any compensation case

iv. Bayer – failure of duty/waste claims - compensation to corp

3. Obvious direct claims – individual shareholder rights ( $$ to shareholder

i. Van Gorkum – there was no corporation at the time of the suit; issues was how much $ shareholders were entitled too – shareholder got money; share is a K (direct and personal rights)

ii. Zahn – shareholders seeking value of stock as if they had converted the stock before liquidated (corp was liquidated, (’s not worried about the state of the corp) – still tethered to violation of duty of care/loyalty claim
iii. Dodge – (1) corp was depriving minority shareholders due to wasteful activity; looks direct because of nature of harm, who gets money; but the (2) second part of the claim of not wanting to spend the money on the expansion of the factory is definitely derivative.

D. Procedural Requirements for Derivative Suits.  These state law requirements are exceptions to “internal affairs doctrine” which says the law of the state of incorporation is what governs the rights and responsibilities of the officers and directors and shareholders.  So even in cases of DE corporation, if lawsuit is brought in NY, NY can impose the requirements – allows states to control access to their courts.
1. Have Standing: SH ( must have held shares in the corporation contemporaneous to the time harm occurred and still have the shares at time of suit. § 327
2. Post a Bond (Not required in DE): Some states require bond to be posted and an indemnification requirement; if (s lose, pay for corp’s attorney fees.

3. Option 1: Making Demand.  ( shareholder who wants to sue the corporation (the board as individuals) must first go the board and demand (demand letter) that the board undue the wrong. 

a. Wrongful Rejection.  If the board rejects the (’s demand, ( must next show the rejection was wrongful using § 220.  This “wrongful decision” is reviewed under BJR ( i.e. PDC violation ( reviewed material fact
b. Cannot Argue Excuse.  Once shareholder makes a demand on the board, he can no longer argue that demand was excused.

4. Option 2: Demand Excused – argue board review is futile (Aronson):
a. The underlying transaction is the product of an invalid exercise of business judgment. i.e. The stronger the underlying claim, the more likely you’ll get by demand.
b. A majority of the board has a financial or familial interest.  (One director on both sides will get you by BJR, but need something more to excuse demand).
c. A majority of the board is incapable of acting independently for some other reason, such as domination or control

5. Special Litigation Committees (SLC).  If demand is not excuse, SLC decision to not move forward on the suit is reviewed under BJR, if demand is excused, BJR burden is flipped:
a. Step One - To win the motion to dismiss the suit, the SLC must show: (1) that the members were independent (broad, liberal test: structural bias; any relationship? Oracle, (2) acted in good faith, AND (3) reasonable investigation was made. Limited discovery may be ordered for (.

b. Step Two: Court’s Business Judgment.  Even, if the SLC meets the three elements in step one, some court’s then apply its own business judgment to determine whether the SLC’s motion should be granted.
6. What we need to know:
a. Demand is an important hurdle

b. If you don’t mention demand in complaint, suit kicked out
c. ( supposed to make a demand, but it will almost certainly be denied and ( would have to show wrongful denial (very difficult), ( should argue demand would be futile, and therefore is excused

d. If ( has made a demand, recognize: (1) can still try to show demand refusal was wrongful under BJR; (2) can’t claim demand was futile

e. Even if the corp forms an SLC immediately, still need to ask the basic question: is demand excused?  

i. If court determines demand is not excused (board not tainted), the review will be very ( friendly (( has to show violation of BJR – demand was wrongfully denied).  

ii. If demand is excused, the burden is shifted and ( has to prove that the SLC met BJR, sometimes court will impose its own BJ.

VII. SECURITIES FRAUD & INSIDER TRADING
A. Securities Act 1933.  
a. Focuses on act of raising money; Primary market – IPOs
b. Civil liability – SEC can’t police the entire market:
i. § 11 allows private individuals to sue if there is false information in the registration statement – implicates everybody that signs the registration. Strict liability approach – do not have to show fraud.  Affirmative defense: did due diligence – wrongness was not knowable under reasonable search
ii. § 12(a)(2) – any material misstatement of any information that was provided to investors relating to the sale – includes an intentional fraud requirement.  Same analysis as Basic
B. Securities Exchange Act of 1934. 
a. SEA – Our focus: trading between investors in the secondary market
b. Existing corp decides to issue more stock, might be regulated by both laws
c. Goal: disclosure/fairness – disclosure of information (market works because of free exchange of info); not whether it is a good investment
C. Securities

a. Investment contract = investment in some kind of (1) common enterprise (lots of investors) and (2) investors are passive (no control over corp) 
b. Companies issuing stock must meet filing requirement – info to the SEC and to the prospective buyer in the form of prospectus (very expensive, lots of time)
i. Exemptions: (1) argue something is not a security; (2) exempted transactions – “private places” – non-public sale
ii. Safe harbors: (more strict) clear criteria, if meet don’t have to worry: limited number of securities, to fewer than a certain number of people
D. SEA 10-b-5 prohibits (1) using exchange/IntCom to (2) commit fraud or deceptive act (3) in conjunction with a purchase or sale of security.
E. Misstatements and Omissions under Rule 10b-5. Elements for SEC to bring enforcement **:
1. ** Jurisdictional element ( interstate commerce, national exchange or mails

2. ** Material Misrepresentation or Omission. Planning: “no comment” practice.
Material: substantial likelihood that reasonable shareholder would consider it important in deciding how to invest – i.e. affects share value
Omission in a mix of statements, certain information left out 

Speculative Events: (e.g., a possible merger), the courts will consider two things in deciding whether the information is material: (1) the magnitude of the event in light of the totality of the company activity, AND (2) the probability that the event will occur (Probability: indicia of interest – e.g. formal negotiations between highest level of people in company) 
Scienter. Intent to deceive, defraud.  Recklessness may be sufficient 
3. In the connection with purchase or sale of securities. 
Private ( can’t bring COA claiming she did not buy stock or did not sell stock as a result of the misrepresentation.
4. Reliance by ( on misrepresentation.
Causation ( “transactional reliance”

Fraud on  the Market: reliance presumed if info is material
( can rebut presumption ( e.g. ( suffers medical catastrophe, assets
5. Damages.
Loss causation – because of the bad act, ( sold low or bought high

Courts look at the price at the moment ( sold the stock and asks what the true price would have been if the information had been fully disclosed.

( can rebut the damages issue if ( can prove that the market is accurately reflecting the truth despite the lie.  

F. Insider Trading – 10b-5(a) & (c). (1) trading on the basis of (ii) material (iii) non public information (iv) in breach of duty. **SEC elements:

1. ** Jurisdictional Element.  Interstate commerce, national exchange, mails
2. ** Trading on the basis of Material Nonpublic information

a. Material: Same as misrepresentation 

b. Nonpublic information:  The information must have been nonpublic at the moment that the ( bought or sold the stock.  

c. Scienter - A purchaser or seller is presumed to have made the trade on the “basis of” as long as they knew info at the time of trade.

( rebut: another reason for sale – e.g. medical emergency

Affirmative Defense (below) – preconceived plan.
3. ** By a person in Breach of a Fiduciary Duty - Who can breach?  

a. Classic insiders of the corp whose shares are being traded (D/Os)

b. Temp insiders – If hired by the corp whose shares are being traded 
c. Tippees – If they inherit the duty – see below); and

d. Misapropriators

4. In connection w/ sale or purchase - ( traded contemporaneously as ( 


5. Reliance - Presumed – “fraud on the market”

6. Damages
a. Sold high, bought low

b. Remedies

Rescission – if ( acts before ( sells stock

Difference in value w/disclosure

1. If difficult to calculate – ALT: (’s profits disgorged

In event of a violation of 10-b-5, SEC can:

1. Get an injunction (under state law fid claim)

2. Force disgorgement of profit

3. Get civil penalties 3 or 4 times the amount D/O profited

4. For criminal liability of 10-b-5 need willful conduct
Texas Gulf. Rumors of ore strike surfaced and D/O issued press releases denying this.  Then later, the disclosure of the strike went public and D/O able to sell at $58/share.  Misrepresentation & Insider Trading COA.

7. “Duty to Disclose or Abstain.”  Any insider possessing material nonpublic information must choose between (1) disclosing such information to the public or (2) abstaining from trading in the stock.  Texas Gulf.  How to disclose?  The market must know: press releases, etc.  Some companies will have weeklong blackout periods for insiders after disclosure.

8. Temporary Insiders. It is possible for contractors (such as lawyers and accountants) to become temporary fiduciaries of the corporation.  For such a duty to be imposed, the corp must expect the outsider to keep the disclosed nonpublic information confidential.  Dirks v. SEC
a. Continuing agency fiduciary duty: not to disclose confidential information.  ( temporary insiders can’t use the confidential information even after they are no longer an agent of the corporation.
b. O’Hagan – O’Hagen works for law firm assisting with a secret merger.  Law firm not hired by the corp whose shares are being traded, so ( not a temporary insider.  O’Hagen buys shares in target corporation.  Makes a lot of money.  SEC sues: (1) not a classic insider; (2) no derivative breach, no tipper/tippee breach. Misappropriation theory: O’Hagan had duty to law firm; Ok to trade on info as long as told law firm.
G. Tipper/Tippee Liability Under Rule 10b-5. 

1. Insider’s Breach.  The insider/tipper must have breached his fiduciary duty by giving the information to the tippee;

i. No Liability without Insider Breach. Tippee’s breach is derivative; tippee inherits a fiduciary duty to the shareholders only if the insider has breached his fiduciary duty by disclosing the information to the tippee.  Dirks v. SEC.

ii. Tipper Breach = Disclosure of Information for Personal Benefit (improper motive).  The insider has only breached his fiduciary duty when he has disclosed inside information for a personal benefit or to “gift” the information in expectation of personal gain.  Where his disclosure is for a proper purpose, such as to uncover fraud, he has not committed any breach.  Dirks.

2. Tippee Knows of Breach.  The tippee knows, or should have known, that the breach has occurred;

3. Tippee Trades or Tips a Sub-Tippee (i.e. Dirks).  The tippee trades on the basis of the information that the insider gave to him or tips a sub-tippee who trades

a. If (/SEC want to go bring COA against sub-tippees, (/SEC must analyze tippee as tipper. All breaches are derivative of the original insider breach.  If no original breach, no derivative breach.  Further down the line you get, the less sophisticated the sub-tippee, the less likely they are going to realize that their tipper is breaching a duty.
H. Misappropriation Theory.  Liability arises for trading in breach of fiduciary duty of confidentiality owed to the source of the information. Can avoid liability by disclosing to the source that you are going to trade on the information. (Under insider trading theory, can avoid liability only by disclosing to the public or not trading on the information).

1. Information was Given in Trust. Relationships where confidence is presumed:
By K. (Lawyer) K to maintain info in confidence.  Rule 10b-5-2(b)(1).

History, pattern, or practice of sharing confidences and the recipient knows/has reason to know that info is confidential.  Rule 10b-5-2(b)(2).
Family.  Rule 10b-5-2(b)(3) provides a rebuttable presumption that a duty of confidence exists between family: Spouse, Parent, Child, Sibling

Rebut: ( didn’t know info was given in confidence

2. Defendant uses for Improper Purpose (Trades).  The defendant then trades on the basis of the inside information that he was entrusted with.  [Rule 10b-5-2]. 
I. Insider Trading - Affirmative Defense. 10b-5-1 (c) creates an affirmative defense for people who have a specific trading plan in place ahead of time. 

a. The plan must be preconceived; must be in writing; and the terms must be such that there is no discretion (must be specific price and/or conditions under which shares must be traded).  Martha Stewart.

J. Regulation FD.  This is a civil enforcement rule for the SEC.  It prohibits corporations from selectively disclosing information to certain analysts but not to the public.  If they unintentionally disclose to analysts, they must disclose to the public.

K. Tender Offers.  Rule 14e-3 states that anyone who (1) finds material information about the offer, (2) has reason to think that it is nonpublic, and (3) thinks the info is from an insider or some other reliable source may be liable for trading on the basis of such information.  Broader than 10-b-5: No fiduciary duty is necessary for liability.  

a. Applies Only to Companies that register their stock under the Exchange Act: (1) companies with stock traded on a national exchange or (2) companies with assets of at least $5M and 500 or more shareholders.

i. Compare: 10-b-5 applies to a publicly held and closely held corps
L. Short Swing Profits.  Any profit on a buy/sell or sell/buy w/in 6 months.

1. Applies only to companies that register their stock under the Exchange Act: (1) companies with stock traded on a national exchange or (2) companies with assets of at least $5M and 500 or more shareholders.

2. Beneficial owner. 10% Owner Immediately Before Purchase AND Sale.  ( will not be liable if she becomes a beneficial owner as a result of such sale/purchase. Foremost
3. Officers & Directors. Officers and directors are subject to §16(b) if they held the D/O position either at the time of purchase OR at the time of sale. But, the government will not bring enforcement actions on individuals who were not D/Os at the time of purchase.  Still have to disgorge even if D/O resigns within the 6-month period before selling shares.

a. Even if the D/O overall loses money on a buy/sell or sell/buy, but for some of the shares the D/O made a profit, the SEC or ( can force the D/O to disgorge profits.

b. Only applies to stock, or convertable debt that allows D/O to buy stock

4. Matching Stock.  To calculate a company’s recovery under §16(b), the court will match a defendant’s purchases with his sales.  The courts have a particularly harsh way of doing this: they will match stock sales and purchases in whatever way maximizes the amount the company can recover.  In other words, the court will match the lowest priced purchases and the highest priced sales.  The order of the transactions is irrelevant (he buys low, then sell high or sells high, and then buys low).

i. Example.  Brown is CEO of a Brown Inc.  On January 1 he buys 800 shares at $30 per share.  In February he buys another 200 shares at $10 per share.  In March he sells 300 shares for $50 per share.  Whichever shares he actually sold in March, he is treated as though he sold the 200 shares he bought at the lower price, plus another 100 shares he bought at the higher price ($30).  He thus owes (200)($50-$10) + (100)($50-$30) = $10K.  

5. The same transaction can be subject to both 10b-5 and § 16(b).  The company must be publicly traded for 16(b) to apply. 

VIII. REGULATION OF PROXY CONTESTS
A. The Aim of Proxy Laws. Proxy laws are designed in part to ensure that the information provided to shareholders through proxy statements is truthful. 

1. Record Date.  Set between 10-60 days before annual meeting scheduled.  Whoever is a shareholder of record as of this date gets to vote at meeting.  State law governs this process.

2. State Proxy law.  Regulates procedure and common law fairness in process. 

3. Federal Proxy law.  Largely concerned with fairness in disclosure and is concerned with making sure that management is adequately informing shareholders in this process.

B. Proxy Contests. 

1. Expense to Minority Shareholders.  If you don’t have a significant share of ownership, or lots of $$, you are probably not going to want to invest in this process.  That’s why proxy contests tend to be coupled with tender offers.
2. Managers Using Corporate Funds in Contests.  Incumbent managers can use corporate money to fund a proxy contest, as long as (1) the amount spent on the contest is reasonable, and (2) there is a bona fide policy dispute at issue (cannot just be a personal power contest).  Rosenfeld
3. Reimbursement of Costs. If the challenger in a proxy fight wins, can get expenses recouped as long as SHs ratify and 2 requirements above are met.

C. Proxy Fraud & SEA Rule 14a-9. Prohibits fraudulent statements in proxy solicitations.
1. Applies to: (1) traded on exchange OR (2) $5M or 500 SH
2. Misleading Material Statement or Omission
Material: same as 10-b-5, but tie to goal of proxy solicitation (i.e. elect directors)

Scienter: negligence

3. Standing. Only that ( was a shareholder and eligible to vote. The shareholder need not have voted: 14a-9 claims or direct & derivative.  No REQ for SEC.

4. Reliance: Whether a shareholder would have relied on this information in the proxy statement in voting. Usually it’s easy to presume reliance, even if there is a shareholder who didn’t believe the lie.
5. Causation.  Was the proxy solicited an “essential link” in the transaction?   

6. Damages.

Injunction – if SH sees a misstatement in enough time, SEC can tell corp to fix it/possible delay meeting to fix it

Unwind transaction – if transaction already approved

Money? Mills. Have to show reduction in shareholder value.

i. Bring with state fiduciary law claim – illegality gets you by BJR, state law claim defines the damages.
D. Shareholder Proposals and Rule 14-a-8.  A shareholder may solicit proxies in favor of his proposal, or against a proposal of management.  

1. Rule 14-a-7.  Under Rule 14-a-7, the SH may either request a SH list so that he can mail the proxies out himself, or request that management include his proposal in the proxy that they send out.

2. Eligibility & Limitations.  

a. A shareholder must hold at least $2K or 1% of the company’s securities entitled to vote in order to be eligible to submit a proposal.  

b. A shareholder may not submit more than 1 proposal per meeting; this proposal cannot exceed 500 words, and must be submitted 120 days before the company sends out its proxy.  

c. If one of these procedural requirements is not met, the company must notify the SH of the defect and allow him time to correct it.  [14a-8(a-f)].  

3. Excluding a Shareholder Proposal [Rule 14a-8(i)].  When a company wants to exclude a shareholder proposal, it bears the burden of showing the SEC why exclusion is proper. 

4. Rule 14a-8(i) lists thirteen grounds for exclusion, including:
Not proper subject under state law (e.g. shareholders don’t manage)
a. Instead of making proposal binding on corp ask for study, or make a recommendation or request – Greenhouse gas “Study” vs. Mandatory reduction in corporate salaries.

Fraudulent/misleading - violates proxy rules (14a-9)

Relates to a personal grievance – Honeywell (Vietnam)

Relevance: company can exclude if proposal relates to operations that account for less than 5% of revenue, unless the proposal is “otherwise significantly related to the company’s business” 
a. Key: How to show ethical/moral “significance”: (i) history & tradition, (ii) laws (iii) broad support.

b. Lovenheim. Goose feeding case.  
Beyond power to effectuate – i.e. influence HC reform (but “studies” are not beyond the scope of the companies power)

Ordinary business operations: e.g. hiring/firing & oversight of employees.  But for discrimination in hiring practices, SEC has found this is an “extraordinary” business decision – ( can rebut corp attempt to exclude under (i)(7) by citing broader social issues related to the management decision. 
Elections – anything having to do with specific elections OR the general manner the elections are to be run

Direct conflict with corp proposal

Substantially implemented

Duplication

Resubmissions

Specific amount of dividends

E. Shareholder Inspection Rights.  Under DCC §220, a shareholder has a right to inspect corporate records (including stockholder lists) as long as he can prove that he has a proper purpose in doing so.  This is an important right in proxy fights.

1. Proper Purpose.  A proper purpose is one that contemplates the shareholder’s concern with his investment return, or his rights as a shareholder.  An example of an improper purpose would be a shareholder trying to obtain the shareholder list in order to impose his social policies upon the corp. Honeywell   

Planning: tie the proposal into the health/welfare of the company – i.e. big public backlash against war will hurt company.
2. In Delaware, there is a presumption that ( shareholders have a right to get the shareholders list.  For other information (corporate records, etc.), the shareholders have the burden to show they have a proper purpose.

IX. CONTROL IN CLOSELY HELD CORPORATIONS
A. Closely Held Corporations.  Close corporations are non-public corporations owned by a small number of shareholders.  The majority shareholders oftentimes participate substantially in management.  Unlike with public corporations, there is no ready market for the corporation’s stock.

a. SH of closely held corporations have expectations very different from SHs of publicly traded corps: expect role in management & return in form of salary

B. Fiduciary Obligations among Shareholders.  Shareholders in closely-held corporations have a Duty of Loyalty & Care (Procedural & Waste) to each other; these are like the same duties partners have towards one another (right of management/right to profits).
C. Distinction between closed corporations and closely held corporations
a. Many states have a statutes restricting closed corporations: §§ 34

i. Articles must state that corp is closed
ii. Usually less than 30 shareholders
iii. If qualify, get protection from attempts to “pierce the corp veil” ( cannot be sued for not holding shareholders meetings, don’t have to follow corporate formalities ( still get limited liability

iv. Can restrict who can become SHs - § 342
v. Some states have provision that allow dissolution with less than a majority of outstanding shares

b. Closely held corporations

i. Small business, don’t qualify for closed corporations

ii. Usually less than 100 shares
iii. Difficult to get out like closed corporation (no market) so need special agreements like shareholder agreements
D. Two types of direct claims where one shareholder feels they are harmed by a shareholder of closed/closely held corp:
a. Controlling shareholder – Zahn/Sinclair – Controlling shareholder harms minority shareholder (can occur whether big or small corp).  This is an exception to normal rules protecting SH from liability. Zahn/Sinclair – gives test for whether minority SH can sue majority SH ( applies to large and closed corporations.

b. Wilkes COA - SHs entering into corp expecting to operate it as a Pship – SH had expectation that is not being realized: Partners have right to control, can’t make changes unless there is unanimous consent of P’s.  

i. 10-b-5 technically applies to all corps, but usually only see in big firm context.  Other laws focused on big corps too.  In the smaller corps concepts  of profit expectations of shareholders and markets don’t apply.  

ii. Courts try to help SHs of small corporations that did not plan well.

E. Abuse of Control: Freeze-Outs. A freeze-out occurs when a majority shareholder attempts to ensure that the minority shareholder is frozen out of any financial benefits from the corporation, such as receipt of dividends or employment. Wilkes COA:

a. Step One: ( Must Show Plan By Maj SHs to Deprive ( of Expected Return: 

i. History of (’s participation?
1. Ingles. ( lost. Not a family member, but been around a while
ii. Investment/expectations?
1. Ingles. Expectation: to continue as an owner; but employment K did not expressly say why he could be fired, but regardless of why fired, K allowed other shareholders to buy his shares
iii. Is minority shareholder being deprived of returns?
iv. Did ( make fair buy out offer?
1. Ingles – ( agreed to terms in employment K.
v. Excessive comp to others/ “constructive dividends”?
b. Step Two: Legitimate Business Purpose Defense: The controlling group can defend itself by demonstrating a legitimate business purpose for its actions.  

i. For example, if the ( argues that the majority is freezing him out by firing him as an officer, the majority can defend by saying that his employment was at will and terminable at any time.   

c. Step Three: Less Harmful Means.  If the majority puts up a legitimate business purpose defense, the minority shareholder may still prevail if he can show that the same objective could have been achieved through an alternative course of action less harmful to his interests
F. Remedies for Abuse of Control in Closely Held Corp
a. Wilkes – allows SH to recover expected salary.
i. Will also compel dividends equal to the “constructive dividends” that the others realized, notice of meetings.  Some relief, but ( is still stuck. 

b. Alaska – court may order a buy out if the state has a dissolution statute.
i. (1) first look to the Articles/K; (2) if a state statute allows for dissolution and if the ( meets the burden to achieve dissolution, then the court can dissolve OR allow a less drastic remedy: buyout

ii. Spectrum of state dissolution laws – just know there is a range:

1. CA: if can show “unfair conduct” then can dissolve

2. Another state: only dissolve if “illegal behavior”

3. Another state: dissolve if “frustrate reasonable expectation” 
iii. If no dissolution statute, look for other statutes that might give rise to rights that the court can expand to include buyout – i.e. appraisal statute.

iv. Alaska – Muir upset because: (1) other shareholders are using corp money for wives; (2) plant burns down, managers did not have insurance; (3) not informed of meetings; (4) would not offer her a fair buy out.  (, like Wilkes, wants to compel a buyout.  

1. Direct claims (SHs usually can’t compel these things): no opp to participate, compel dividends, buy out

2. Derivative claims

a. Duty of Loyalty violation: $$ to wives, shifts BJR burden ( return $$ to the corp

b. Waste claim: no insurance; won’t go forward – no evidence of “no corp” purpose.

G. SH Agreements, Voting Trusts, & Statutory Close Corporations
a. Wilkes and Alaska are last resort options – next: the type of planning tools that shareholders of closely held corporations can adopt to avoid these problems
i. Articles of Incorporation/Bylaws – make clear that corp will be managed by SHs: strengthens (’s claims to management rights. DCC §141(a).

ii. If state allows option to elect “Close Corp status” then incorporate under this statute ( strengthens SH claims to management rights.

iii. Buyout provisions – can be in Articles or separate agreement. Simply means one person has the right to buy another out. Need to explain, how, value, under what conditions.  Necessary b/c there is no real market for shares of closely held corps.

iv. Employment agreement (need with buyout) – Ensures jobs & salary 
v. Shareholder Agreements – Guarantee shareholder control – so the corp is more like a Pship – need with buyout provision and shareholder agreement 

b. Shareholder Agreements
i. Ks among shareholders restricting how they can act as shareholders are always fine (i.e. vote for directors) for any kind of corporation.  

ii. But, a K restricting a Director’s ability to exercise their independent discretion may be struck down.  

iii. Galler –wilkes, atlantic & galler apply to closed and closely held corporations: EXCEPTION:
1. A K restricting the free will of a Director is ok even if minority shareholders are not party to the K as along as: 

a. Minority shareholder had notice and did not object; 

b. Public Policy: no harm to minority SH or creditors (i.e. only keep directors on if they are loyal; only allow dividends if a certain amount of money is left in corp in compliance with dividend limits statute.

iv. Problem with SH Ks requiring shareholders to vote in a certain way
1. Sometimes courts will not enforce, will just order damages; so need to have a separate agreement to compel ( i.e. voting trust, irrevocable proxy
2. In a voting trust, shareholders who wish to act in concert turn their shares over to a trustee.  The trustee then votes all the shares in accordance with instructions in the document establishing the trust.  [DCC §218(a)].    
H. Agreements in other business forms
a. Buy-out provisions in Pships prevent individual P’s from using the threat of compelling a winding up as a bargaining chip with remaining partners who want to continue the business.

b. Can use agreements to alter default rules -- Can have a Pship K allowing Ps to transfer their interest in the Pship; restrict what other Ps can do

c. One thing you can’t alter in a Pship: cannot adopt a limited liability to 3Ps provision in a Pship K.

d. Pships are much more flexible in how can manage than corps

e. LLP: gives management flexibility of Pship, and limited liability of a corp

I. SH Liability & How To Protect Against
a. Powerful creditors may require SH to sign a personal guarantee.  If SH must do so practically, they should buy insurance for extra protection

b. Piercing corporate veil by creditors.  Prevent this by following corporate formalities & segregating personal $ from corp $

c. SH might be liable if paid too much in dividends.  Comply with statutes

d. SH liability for watered stock.  Ensure SHs pay at least par value & that Directors act in good faith in valuing SH property

e. SH liability for fraudulent transfers if corp insolvent
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