Business Association – Professor Guttentag – Spring 2009

Part I – Principal-Agency Relationship
I. What is it?

a. Definition – An agency relationship exists when:

1. One person (P) consents that another (A) shall act on the P’s behalf (“I want you to work for me”)

2. Subject to P’s control

3. The A consents so to act

b. Why is this helpful?  We can’t do things alone!

c. Example – Skipper and Gilligan


II. P/A Relationship Creation
a. Restatement of Agency Law §1 – an agency relationship exists when:
1. One person (the P) consents that another (the A) shall act on the P’s behalf
i. P: “I want you to do something for me”

ii. The Gorton Court got this wrong because the teacher merely let the coach borrow her car.  She has to have wanted to do it, but asked the coach to do it in her stead.  However, it is more likely the case that the coach just needed extra cars.
2. Subject to P’s control
i. Does not need to be physical control.  Can be a control provision/condition precedent (e.g. “only the coach can drive”).

ii. Gorton dissent says a condition precedent is not enough.  However, this is generally enough for there to be control.

3. The agent consents so to act.

i. A: “I will do it for you”

b. It is VERY EASY to create a P/A relationship

1. Don’t need a contract

2. No consideration is necessary (true favors can create it)

3. Intent to create a P/A relationship not necessary; need to look at the communications.
c. In certain circumstances, it shouldn’t be so easy to create the P/A relationship (courts have acknowledged this)
1. Creditor Relationships: when one lets another borrow money
A. Rest. §14(o) – creditor becomes a P at that point at which it assumes de facto control over the conduct of the debtor

i. Lending $ alone is not enough to create a P/A relationship

ii. De facto control = when they tell you what to buy with the money they lend.

(I) E.g. Mastercard telling you to buy a television from Best Buy.

B. Cargill was incorrectly decided because C was a lender.  The conditions upon the loan seem like normal conditions that ensure ability of the borrower to pay back the loan.

2. Supplier Relationships: when one supplies the other with goods

A. Rest. §14(k) – one who contracts to acquire property from a 3rd party and conveys it to another is the agent of the other ONLY IF it is agreed that he is to act primarily for the benefit of the other and not himself.

B. Cargill was again incorrectly decide because Warren was not acting primarily for the benefit of C.  He was, in fact, falsifying the books to rip off W.

d. Good transactional lawyering – draft documents that suggests less involvement in the other’s affairs, but allow more control.


III. P’s K liability for A’s breach
a. Rest. §144 – a P is subject to liability upon Ks made by an A acting within his authority if made in a proper form and with the understanding that the P is a party. ( AUTHORITY TEST
b. Types of Authority:

1. AEA (Actual Explicit Authority) – looks to communication between P and A; “I’m hungry.  Go buy me a sandwich from Subway.”
2. AIA (Actual Implied Authority) – looks to the communication between P and A; “I’m hungry.  Go get me something.” 
i. Rest. §35 – unless otherwise agreed, authority to conduct a transaction includes authority to do acts which are incidental to it, usually accompany it, or are reasonably necessary to accomplish it.

ii. Hogan – church won’t pay brother; did not explicitly authorize H to hire brother; but court decided it is usually accompanied by it because he hired his brother in the past for similar jobs; also, the court found that it was reasonably necessary to accomplish it because it was a job that required more than one man.

3. AA (Apparent Authority) – looks to the conduct of the P as it appears to the 3rd; 3rd thinks P doing things to show that it is his A.
i. Rest. §27 – apparent authority is created by conduct of the P which, reasonably interpreted, causes the 3rd to believe that the P consents to have the act done on his behalf. ( 2-PART TEST (P’s conduct + reasonably interpreted by the 3rd)
ii. In Lind, P’s conduct was appointing the A in a higher position than Lind.  Duration and relative value of the increased salary goes to the reasonableness of Lind’s interpretation of the authority.
4. IAP (Inherent Agency Power) – when the above ways of finding authority don’t work, but we know they should; it exists for the protection of persons harmed by or dealing with a servant or other agent. (Rest. §8A)
A. IAP may be found:

i. When As exceed authority (Rest. §161) – a P is subject to liability to 3rd for acts done on his account which usually accompany authorized conduct.

ii. When there are undisclosed Ps (Rest. §195) – an undisclosed P is subject to liability to 3rd with whom the A enters into transactions usual in such businesses.

B. Watteau decided based on policy reasons; if decided otherwise, a lot of poor people would appear to own bars and the Ps would be allowed to escape liability by (1) remaining undisclosed and (2) give actual instructions to agent that they cannot buy anything without disclosing it to them.  This allows A to enter into Ks that Ps will benefit from without making the P liable for it.
5. R (Ratification) – when the P approves of the acts of the A after it is already done (does not need to be an A of the P when the act is actually done); affirmance by a person of a prior act which did not bind him but which was done of professedly done on his account whereby the act, as to some or all persons, is given effect as if originally authorized by him.
A. Requirements (Rest §82)

i. P exists at time of the initial contract between A and 3rd
ii. P “manifests” choice to treat unauthorized act as authorized. (No need to the A to be the agent of the P at the time of the contract)

B. RATIFICATION AFTER MATERIAL CHANGE – Rest. §89 – if affirmance happens at time when the situations has so materially changed that it would be inequitable to subject the other party to liability thereon, the other party has the election to avoid the liability

i. E.g. House burning down after the A sells it but before the P affirms it.

6. E (Estoppel) – when it is reasonable for a 3rd to expect the P approved of the transaction by A despite a lack of manifestation.
A. Rest. §8B – a person who is not otherwise liable as a party to a transaction purported to be done on his account, is nevertheless subject to liability to persons who have changed their positions (payment of money, expenditure of labor, suffering a loss or legal liability), if:

i. He intentionally or carelessly caused such belief, and

ii. Knowing of such belief, did not take reasonable steps to notify them of the facts

B. Requirements:

i. 3rd changed position in reliance

ii. P could have prevented

iii. (conduct of P not required)

C. Koos Bros was an estoppel case rather than an apparent agency case because the store did nothing to affirmatively manifest authority (Manifestation is conduct by a person, observable by others, that expresses meaning – Rest 3d §1.03)
IV. 3rd’s K liability to P
a. E.g. Mr. Burns requiring Lisa to buy the power plant for $5 that Smithers sold him.

b. The contract is binding both ways in instances where there is: AEA, AIA, AA, AIP.

c. For R, K is enforceable against the 3rd as long as there was not a material change in position or circumstances.

d. E will not work!


V. A’s K liability to 3rd
a. 2 circumstances:

1. When the P is undisclosed or partially disclosed, P can make A liable (default rule: 3rd party elects who to sue, A gets treated as party to the K)

2. When the P is disclosed, but:

A. Clear intent of all parties that A be personally bound

B. A made K without any authority

VI. P’s liability for A’s tort

a. Rest. §219(1) – Master is subject to liability for the torts of his servants committed while acting in the scope of their employment
1. 2 constraints: Master/Servant relationship & scope of employment

b. Master/Servant Relationship

1. Rest. §2(2) – A servant is agent whose physical conduct is controlled or subject to the right of control by the master (Distinguish serv/mast relationship from a regular P/A relationship because the S/M relationship requires PHYSICAL conduct when P/A requires just conduct.)

2. An independent contractor is a person who contracts with another but is not controlled or subject to control of physical conduct.  But may or may not be an agent.

3. Rationale: there should be liability over things that you have physical control over.

4. 11 factors to consider (Rest. §220):
	Factor
	Humble Oil ( Yes M/S
	Sun Oil ( No M/S

	Is the A paid by job or with unit wage?  Unit wage ( M/S
	Volume-based
	Volume-based but capped

	Is A’s work part of P’s regular business? – more ( M/S
	Yes
	Yes

	P’s and A’s belief about relationship – more ( M/S but unclear
	No
	???

	Whether P is in business herself – more ( M/S
	Yes
	Yes

	Who provides supplies, etc.? – employer ( M/S
	Owns property and stock
	Owns property, not stock

	Location of the work – workplace of P ( M/S
	Workplace
	Workplace

	Term of the relationship – longer ( M/S
	At will
	30 days notice

	Extent of P’s control over work details – more ( M/S
	May give orders over various duties
	Recommendations; no obligations

	Whether A has distinct business – less ( M/S
	A does repairs
	A may sell other items

	Trade practice of supervision in locality
	???
	???

	Skill required of the A – less ( M/S
	Moderate
	Moderate


A. G-Tag – This is a bad list!  Termination should be the only one that matters.  Also, these are all stuff we can change without changing the substance of the relatiomship!  Court should be looking at the substance of the relationship
B. Transactional lawyering point – advise them to draft their employment agreements in a way that has no indicia of actual control, while maintaining economic power (only control needed)

c. When you can be liable despite no M/S relationship – APPARENT AGENCY
1. Miller v. McDonalds – “apparent agency creates an agency relationship that does not otherwise exist, while apparent authority expands the authority of an actual agent”
2. 2 requirements:
A. Purported P creates impression that purported A is working on P’s behalf (e.g. McDonalds logos everywhere, food is distinctly McD, McD uniforms, etc.)
B. 3rd party reasonably believes those manifestations
3. Reducing the control in Ks will not help because it is not based on control.  Rather the focus is on the indicia that there is representation that they are the apparent P.  McD can have a large sign that says “THIS STORE IS NOT OWNED BY THE MCDONALDS CORPORATION, AND IT PRIVATELY OWNED AND MANAGED.”
d. Scope of Employment
1. Definition (Rest. §228) – Conduct is within the scope of employment if and only if:

A. Of a kind employed to perform;

B. Substantially within authorized time and space limits;

C. At least in part to serve the master; and

D. If force used, not unexpected by master

2. 10 factors to consider (Rest. §229 & Arguello used some [italicized]):

A. The act commonly done by such servants;

B. Time, place and purpose of act;
C. Previous relations between master and servant;

D. Extent business apportioned between different servants;

E. Outside master’s enterprise of not entrusted to servant;

F. Would master expect such an act?

G. Similar in quality to authorized acts

H. Instruments of harm furnished by master

I. Extent of departure from normal authorized methods;

J. Whether or not the act is seriously criminal.

3. (Arguello also points out that in the gas station business, the branded stores and the owned stores are treated differently; Ks for branded stores ( no P/A relationship, while owned stores are considered P/A relationship.)

e. When you are liable despite being outside scope of employment
1. Master intended the conduct of consequences;

2. Master was negligent or reckless;

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

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

f. LIABILITY OF AGENT FOR TORTS AGAINST 3rd PARTY

1. Rest 2d §343 - An A who does an act otherwise a tort is not relieved from liability by the fact that he acted at the command of the P or an account of the P. 


VII. Roles and Duties of and Agent
a. Roles
1. A works on behalf of the and takes orders of the P.

b. Duties (CAN BE FULLY MODIFIED; these are default duties!)
1. Rest. §13 – An A is a fiduciary with respect to matters within the scope of his agency.

2. Rest. §376 – General Rule: The existence and extent of the duties the A has to the P are determined by the terms of the agreement between the parties.

3. Duty of Care and Skill (Rest. §379) – Unless otherwise agreed, an A is subject to a duty to the P to act with standard care and with skill which is standard.  More specifically:

4. Duty to Give Information (Rest. §381) – Unless otherwise agreed, an A is subject to a duty to give his P information which is relevant to affairs entrusted to him.

5. Duty of Loyalty (Rest. §387) – Unless otherwise agreed, an A is subject to a duty to his P to act solely for the benefit of the P.  More specifically:

A. §388 – account for profits arising out of employment

B. §389, 391 – not to deal with P as an adverse party without P’s knowledge

C. §390 – duty to deal fairly even if there is disclosure and adverse party

D. §393 – not to compete w/ P in the subject matter of the agency

E. §394 – not to act with competing interests

F. §395 – not to use/disclose confidential information

6. GA v. Singer – dealt with duty of loyalty.  He should have disclosed the information even though he thought the shop couldn’t handle the job; maybe they would have invested money to do so!

VIII. P/A Relationship Termination
a. EASY TO TERMINATE
b. Rest. §118 – Revocation and Renunciation: authority terminated if the P (by revocation) or the A (by renunciation) manifests to the other dissent to its continuance.

c. What happens after:

1. Termination of authority does not terminate apparent authority (§124A); apparent authority terminates when 3rd party has notice (§136) ( just notify the 3rd party of termination!

d. Using confidential information after termination:

1. Unless otherwise agreed, after termination of the agency, the A:

A. Has NO duty not to compete;

Has a duty not to use or disclose trade secrets. . . The A is entitled to use general information and the names of customers retained in his memory.

B. Business Association – Professor Guttentag – Spring 2009
Part II – Partnerships

I. What is it?

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

b. Why is this helpful?  You can share risks!

c. Example – people in a canoe; shared role in running the business
d. Governed by two sources of law: (Main Differences)
1. UPA (1914)

A. Aggregate view – the view that a partnership is nothing more than the sum of its parts

B. Mandatory duties – duties are not as malleable

2. RUPA (1997)

A. Entity view – the partnership sits independently from the states of the individual partners

B. Default fiduciary duties – duties can be contracted around.


II. Partnership Creation
a. UPA §6(1) – A partnership is created by entering into an association of two or more persons to carry on as co-owners a business for profit.
1. Like principal-agency relationship, partnership does not need to be created through a formal process; acting like partners is enough

b. How do you “Carry on as co-owners”?

1. UPA §7 – in determining whether a partnership exists:

A. (3) the sharing of gross returns does not establish a partnership (amount made by the sale of goods; AKA revenues) [joke – this is like the eggs ( just interested]

B. (4) the receipt by a person of a share of the profits is prima facie evidence that he is a partner (revenues minus expenses; AKA net income) [joke – this is like the bacon ( committed]

i. ( EXCEPTION: UPA §7(4)(d) – if you share in the net as a result of wages as an employee, then there is o prima facie evidence of partnership

(I) Fenwick – she was getting the percentage of net income as added salary ( no prima facie evidence of partnership.

ii. ( EXCEPTION: UPA §7(4)(d) – no such inference shall be drawn if such profites were received in payment as interest on a loan, though the amount of payment vary with the profits of the business.

(I) Martin – the lender was getting a percentage of the profits to pay off the loan ( no prima facie evidence of existence of partnership.

c. Elements in determining the existence or non-existence of the partnership relationship (Fenwick)

1. intent of the parties – a partnership K would fit into here.

2. the right to share in profits

3. obligation to share in losses

4. ownership and control of partnership property

5. contribution of capital

6. right to capital on dissolution

7. control of management

8. conduct towards 3rd parties

9. right on dissolution

d. Default Partnership Contract: Each of these can be changed to keep it looking like a partnership, but less so…

1. UPA §18(a) – all profits shared equally

2. UPA §18(a) – each partners shares losses pro rata according to capital contribution (might change this to each P sharing losses regardless of capital contribution)

3. UPA §18(e) – each partner gets a vote (can make someone get more votes)

4. UPA §18(h) – differences of opinion in governing partnership subject to majority vote

5. UPA §18(f) – no partner can draw a salary for carrying on a partnership business

e. Similarities/differences from forming a P/A relationship

1. Similar – both looks at substance of the relationship (not solely based on formality of how you describe yourself)

2. Difference – partnership is how you label the relationship and how you communicate the relationship to the outside world (intent is one factor); partnerships only apply to businesses for profit, P/A doesn’t.

f. OVERVIEW – 3 STEPS

1. Look at statute – “carrying on as co-owners a business for profit”

2. Look to see if they get a share of gross receipts or profits

A. Exceptions – Wages as an employee, as interest on a loan

3. Look at factors from Fenwick: intent, right to share profits, obligation to share losses, ownership and control of partnership property, contribution of capital, right to capital upon dissolution, control of management, conduct towards 3d, rights on dissolution.

III. Liabilities of partners to 3rd parties

a. UPA §9 – Every partner is deemed to be an agent of the partnership, and the act of every partner . . . carrying on in the usual way the business binds the partnership, unless the partner has no authority . . . and the person with whom he is dealing has knowledge of the fact

b. TORTS ( UPA §13 – where wrongful act or omission of any partner acting in the ordinary course of the business of the partnership, the partnership is liable.

c. PARTNER BY ESTOPPEL

1. UPA §16(1) – when a person represents himself as a partner he is liable to the other party who has given credit to the actual or apparent partnership based on that representation; he is liable as though he were an actual member of the partnership (Represented P liable to 3d)

2. UPA §16(2) – when a person has been represented to be a partner, he is an agent of the person consenting to such representation and can bind them to the extent a partner in fact could; where all the members of the existing partnership consent to the representation, a partnership obligation will result.
A. This is separate from ratification because that is when an agreement has been created and the principal accepts it at a later time.

IV. Partnership Duties
a. Default v. Mandatory duties under UPA

1. Default:

A. UPA §9 – Every partners is deemed to be agent of the partnership (thus RSA §376 - §396) apply.  DUTIES OF THE AGENT APPLY, which are all default rules:
(I) Rest. §13 – An A is a fiduciary with respect to matters within the scope of his agency.

(II) Rest. §376 – General Rule: The existence and extent of the duties the A has to the P are determined by the terms of the agreement between the parties.

(III) Duty of Care and Skill (Rest. §379) – Unless otherwise agreed, an A is subject to a duty to the P to act with standard care and with skill which is standard.  More specifically:

(IV) Duty to Give Information (Rest. §381) – Unless otherwise agreed, an A is subject to a duty to give his P information which is relevant to affairs entrusted to him.

(V) Duty of Loyalty (Rest. §387) – Unless otherwise agreed, an A is subject to a duty to his P to act solely for the benefit of the P.  More specifically:

(a) §388 – account for profits arising out of employment

(b) §389, 391 – not to deal with P as an adverse party without P’s knowledge

(c) §390 – duty to deal fairly even if there is disclosure and adverse party

(d) §393 – not to compete w/ P in the subject matter of the agency

(e) §394 – not to act with competing interests

(f) §395 – not to use/disclose confidential information

2. Mandatory:

A. UPA §20 – obligation to render true and full information on demand.

B. UPA §21 – must account for profits from any transaction connected with the partnership.

C. UPA §22 – each partner has a right to a formal accounting.

b. UPA vs. RUPA

1. RUPA §404(a) – the only fiduciary duties a partner owes to the partnership and other partners are the duty of loyalty and the duty of care.

	DUTY
	UPA
	RUPA

	Duty of Care
	Rest. §379 – unless otherwise agreed, A is subject to a duty to the P to act with standard care and with the skill which is standard.
	RUPA §404(c) – there is a duty not to act grossly negligent or worse.

	Duty of Loyalty
	UPA §21 – must account for profits from any transaction connected with the partnership.
Rest. §387 – unless otherwise agreed, an A is subject to a duty to his P to act solely for the benefit of the P.
	RUPA §404(b) – duty of loyalty limited to: (1) can’t keep as your own what belongs to the partnership; (2) can’t work against the partnership; (3) can’t compete against the partnership.
RUPA §404(e) – self interest is not dispositive (rebukes Rest. §387)

	Duty of Disclosure
	UPA §20 – obligation to render true and full information on demand

UPA §22 – each partner has a right to a formal accounting

Obligation arises only on demand.
	RUPA §403(a) – maintain books and records

RUPA §403(b) – provide access to books and records

RUPA §403(c) – furnish info unless not required to exercise rights and unreasonable.

Affirmative duty to disclose

	Ability to Modify
	UPA§ 20, 21, 22 are mandatory – there are no provisions to modify them.
Restatement duties can be changed.
	RUPA §103(b)(2) – may not unreasonably restrict access to books and records; 
RUPA §103(b)(3) – may not eliminate duty of loyalty (including disclosure), but may ID types that do not violate that duty as long as it is not manifestly unreasonable; 
RUPA § 103(c) – unreasonably reduce duty of care.


c. Salmon’s duty of loyalty – requires “not honesty alone, but a punctilio (strict observance) of an honor most sensitive” as the standard of behavior (J. Cardozo – believes you can’t think about yourself in a partnership)
1. It comes down to: he should have disclosed!
2. What disclosure does under RUPA §103(3)(ii) – all partners may authorize or ratify after full disclosure a specific act or transaction that would otherwise violate a duty of loyalty.
3. But it was outside of the scope of the 20 year joint venture (J. Andrews dissent)

A. J. Cardozo: this is business opportunity naturally arises from the partnership so it is more than just the lease.
d. Meehan – fiduciaries may plan to compete with the entity to which they owe allegiance, provided that in the course of such arrangements they do not otherwise act in violation of their fiduciaries

1. Now, most partnership agreements specify what happens with client contacts


V. Partnership Property
a. UPA §24 – the property rights of a partner are:

1. His rights in specific partnership property
2. His interest in the partnership, and

3. His right to participate in the management.

b. UPA §25(2) – nature of a partner’s right in specific property in specific property as a “tenant in partnership:”

1. Right to possess partnership property for partnership purposes (but not otherwise)

2. Right in specific partnership property is not assignable
3. Right in specific partnership property is not subject to attachment, unless partnership debt.

c. UPA §26 -  a partner’s interest in the partnership is his share of profits and surplus and the same is personal property

d. UPA §27 – assignment of partnership interest only entitles assignee to partner’s share of profits

e. Difference between UPA and RUPA

1. UPA is the aggregate view:

A. UPA §25(1) – a partner is co-owner with his partners of specific partnership property holding as a tenant in partnership.

2. RUPA is the entity view:

A. RUPA §501 – a partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily of involuntarily.

B. RUPA §502 – the transferable interest of a partner is the partner’s share of the profits and losses.  The partnership interest is personal property.

3. Substantively, these are the same, however.

f. Putnam – under both UPA and RUPA, cannot assign the actual partnership property. Can only assign interest in profits (but this was an RUPA jdx b/c it said “the interest in the real property always was and remained in the partnership ( entity view!)
1. Instead, if she wanted to transfer everything, should have dissolved partnership, distributed assets, the assign her share of assets and liabilities, then form new partnership.

2. Undiscovered legal claims are not realized until discovered (INCHOATE CLAIMS) – Money that was taken does not become real property until it is discovered that it had been taken (like minerals on land).


VI. Partnership Roles
a. Statutory scheme:

1. UPA §9 – every partner is an agent of the partnership
2. UPA §9(2) – an act a partner which is not apparently for carrying on the usual business does not bind the partnership unless authorized by the other partners

3. DEFAULT RULES

A. UPA §18(b) – every partner can spend partnership money if reasonably incurred in ordinary and proper conduct of business.

B. UPA §18(e) – partners have equal rights to management
C. UPA §18(f) – no partner is entitled to remuneration for acting in the partnership business; need to specifically contract what your salary is going to be.

D. UPA §18(h) – differences in ordinary matters decided by a majority
b. Nabisco – every partner has equal rights to management so it ended up whoever had the last word.  Each partner can overrule the other.

1. However, partner could not have went out and bought a sports car with partnership money because the partners have the right to spend partnership money if reasonably incurred in ordinary and proper conduct of business (UPA §9)

c. Day v. Sidley – 2 claims:

1. Fraud – they said no one would be worse off, but I was! ( dismissed because there was no damages (not deprived of a legal right)

A. GTag thinks there was a legal right ( voting rights as a partner.  If he knew the full consequences, he could have voted against and gotten others to do it too.

2. Breach of fiduciary duty – secrecy about merger consequences ( dismissed because “secrecy is a subset of duty of loyalty and as long as it wasn’t self-interested, it is okay. 

A. GTag thinks this is a misstatement of law – secrecy falls under duty to inform!]

3. This case is also a prime example of partnerships that contract away the equal rights to control to a centralized committee

4. Also, the K’s drafting was horrible!  Gives the executive committee broad powers then starts to take away from that and says partners have some powers ( recipe for disaster.

VII. Partnership Termination
a. In General

1. More complicated than terminating a P/A relationship.  Like living together, there are stuff you bought together that needs to be taken apart.
2. Definitions:
A. Dissolution – the point in time when you are no longer carrying on as co-owners of a business (when you move out, there are still open matters to determine)
B. Winding up – default rule; all the assets get liquidated (EBAY Rule) ( only after this is the partnership truly terminated.
C. Disassociation – word from RUPA; stage before dissolution.
3. Statutory scheme:
A. UPA
i. UPA §29 – there is dissolution if any partner ceases to be associated
ii. UPA §31 – dissolution is caused:
(I) (1) Without violation if: (a) the term is over; or (b) will of a partner
(II) (2) In “contravention of agreement” [UPA §38(2)(b) & (c) describes this]
iii. UPA §32(1) – dissolution by court:
(I) (c) partner hurts partnership
(II) (d) partner conducts himself in matters relating to the partnership that makes it not reasonably practicable to carry on. (Owen v. Cohen)
(III) (e) business can only be carried on at a loss (failed in Collins v. Lewis)
iv. After dissolution, there are 3 alternative ways to wind up:
(I) Default – sale of assets/business
(II) Continuation per agreement* – K says what happens when one partner leaves
(III) Continuation following wrongful dissolution* [UPA §31(2), UPA §38(2)] – statutorily continuing the business without the partner
(a) *partnership assets are in a new partnership
B. RUPA’s differences
i. Terminology – dissolution vs. disassociation

(I) Disassociation = you can buy out the disassociated partner and continue the same partnership.  Does not necessarily lead to dissolution.

ii. Wrongful dissolution:  Remaining partner after wrongful dissolution can continue the business if he buys out the other partner’s share.
(I) UPA – damages and good will is deducted after wrongful dissolution

(II) RUPA – damages are, but good will not deducted after wrongful dissolution

(a) Goodwill = an intangible balance-sheet asset.  Good will may also represent intangible things such as an acquired company’s excellent reputation, its brand names, or its patents, all of which have real value.
b. The power/right to dissolve:

1. Partnership for term

A. UPA §31(1)(a) – Dissolution is causes without violation if the term is over
B. How to determine whether a partnership is for term:

i. Explicit term – written in K, “partnership for 5 years”; etc.

ii. Implied term – Even if there is nothing in the agreement ( when partner advances a sum of money understanding it was to be a loan, the partnership is for the term reasonably require to pay the loan. (Owen v. Cohen)

2. Partnership not for term

A. UPA §31(1)(b) – Dissolution is caused without violation if at the will of a partner (if there is no term).

B. There is no implied term if (1) loan is made after the initial start up of business or (2) if money contributed at startup is not characterized as a loan (instead it can be equity – when partner hopes to get repaid in startup costs through profits, it is not enough to create implied term) (Page v. Page)

i. Debt – funds borrowed by the firm in exchange for claims of fixed amounts against the firm’s assets. (“Firm pays interest and at maturity pays the principle”)

ii. Equity – funds invested in the firm in exchange for residual value of firm ( all there is is right to firm’s earnings and at liquidation the assets after all claims are satisfied.
C. Freezing out a partner from partnership functions ( disassociating the partner (rightful termination if no term) (Prentiss v. Sheffel)

3. Judicial dissolution

A. UPA §32(1)(d) – dissolution by court proper if partner conducts himself in matters relating to the partnership that makes it not reasonably practicable to carry on.
i. This worked in Owen b/c “quarrels and disagreements of such a nature and to such extent that all confidence and cooperation between the parties has been destroyed…”

B. UPA §32(1)(e) – dissolution by court proper if business can only be carried on at a loss

i. This did not work in Collins v. Lewis; “mere bad blood between the partners is not enough to justify judicial dissolution; the cafeteria was losing money, but the court said it was C’s actions that caused it to do so (with his nagging, etc.)
C. Theme from Owen and Collins – essentially granting dissolution is an equitable remedy.  It punishes the bad guy (person causing the trouble of causing the partnership to be unworkable)

4. Legal effect of an order for dissolution

A. The business can proceed to winding up.

i. Assets get liquidated

(I) UPA §40(b) – order of how funds are distributed upon dissolution

(a) Firm’s creditors

(b) Claims of partner other than those for capital and profits (loans)

(c) Those owing to partners in respect of capital

(d) Those owing to partners in respect of profits

ii. Partners still owe fiduciary duties during winding up!

(I) Page – cannot act in bad faith (e.g. trying to force other partner out of business to reap in the benefits of a successful business that other partner risked to achieve) ( this could have been overcome by disclosure! (Meinhard v., Salmon)

5. When there is no order for dissolution

A. Partner cannot proceed without other partner or an agreement to buy out (Collins – partner could not dissolve so must continue at a loss and wait for L to breach, make a settlement, or dissolve in violation and risk losing damages and good faith under UPA).

c. The consequences of dissolution

1. Acquisition of assets/business by partners
A. When winding down and there is the sale of the business, the partners can bid on it (despite the fact that they are paying themselves and all they lose is the money they pay to buy out the other partner) – Prentiss.

2. Continuing the business following wrongful dissolution

A. If business is terminated ( UPA §38(2)(a)(I) – remaining cash at the end of winding up less damages

B. If business is continued ( UPA §38(2)(c)(II) – value of the interest, less damages, but calue of good-will not considered.

i. RUPA §701(b) – buyout price of a disassociated partner’s interest is the greater if liquidation value or the sale of the entire business as going concern.  Still liable for damages, but no longer loses the good will value if they amount they are entitled to are calculated.
C. Pav-Saver – K said that the patents would be returned at the expiration of partnership (unclear), but the court did not grant it and instead went with the statutory rule saying that partner could continue business after wrongful termination and retained the patents for V because they were necessary to continue (statute given more weight than the K provisions – K should have be more clear)

i. To continue business, V needs to pay PS his share of the business minus damaged (according to the K) minus the good will (according to UPA) – damages exceeded the cost of the business so V won big & even got to keep the patents)

ii. Under RUPA, the price of good will would not be taken out.
D. Pav-Saver Minority – when the parties agreed on the liquidated damages clause, it wasn’t supposed to just cover the amount of damages deducted, it was supposed to replace the statutory scheme!  The K should have been valued more.  GTAG prefers this view because these rules should be a default scheme!

d. Sharing losses
1. UPA §18(a) – Rights and duties of partners
A. Subject to any agreement b/w partners (default scheme):

i. Each partner shall be repaid his contributions and shares equally in the profits and surplus remaining after liabilities (including to those of partners)
ii. And must contribute towards all losses whether capital or otherwise sustained by the partnership according to his share of profits. 

2. UPA §40 (b) – how money is distributed

A. Subject to any contrary agreement, upon dissolution, the distribution is as follows:

i. Those owing to creditors other than partners (Martin v. Peyton)

ii. Those owing to partners other than for capital or profit (loans by them or for labor)

iii. Those owing to partners in respect of capital (each partner has a captal balance depending on how much invested in partnership minus how much was already paid out; loans)

iv. Thos owing to partners in respect to profits

3. UPA §40(d) – partners shall contribute the amount necessary to satisfy liabilities.

4. Kovacik​ – CA case; K was trying to get half of his money back.  But court decided: upon loss of money, the party who contributed money is not entitled to recover any part of it from the party who contributed only services (GOES AGAINST THE STATUTORY SCHEME) – THE KOVACIK EXCEPTION!
A. They were sharing profits 50-50, they should have shared losses the same way.

B. But court reasoned based on equity, R put in 4 months of labor, making him lose money and labor!  
i. Another justification is that capital partners are usually more sophisticated and they should be the one with the burden to negotiate this with the less sophisticated party; encourages the sophisticated to properly inform and discuss the issues with unsophisticated.
C. Problems with the Kovacik Exception:

i. What if R put in a nominal amount of capital… Then the exception gets problematic! ( difficult line-drawing issue for the default rule!

ii. Would also lead to service partners not worrying about losses ( an OPM problem (“it’s K’s money, why should I care?”)
D. RUPA (CA adopted) rejects the Kovacik Exception (everything else the same) – then it leads to statute specifically rejecting valid case law ( unsure which applies!
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Part III – Corporations

I. What is it?

a. Definition – A legal “person” possessing the following attributes:
1. Limited liability

2. Separation of ownership and control

3. Liquidity – can buy or sell stakes in the ownership

4. Flexible capital structure

5. (Requires formal creation under state laws)

b. Why is this helpful?  Able to handle larger tasks; more permanence.
c. Example – Ferry boat
II. Sources of Corporate Law

a. Internal Affairs Doctrine – the internal affairs of a corporation are dictated by the laws of a state of incorporation; corporations could be born in one state and be allowed to do business in the rest of the 49 states

1. States may not exclude a foreign corporation engaged in interstate commerce (Paul v. Virginia)

2. Most states choose to engage in DE (850K companies there)

A. Why?

i. Race to the top – states are competing ( competition leads to effective legal outcomes

ii. Race to the bottom – they choose the law that governs their internal affairs so they choose the state that favors their evil interest the most.
b. Bodies of law governing corporations:

1. State laws

A. DE laws – since most corporations are bound by this

B. MBCA (Model Business Corporate Act) – it is easier to follow and much of CA laws follow this (but CA precedent follows DE)

2. Federal laws – covers the acts of public companies (SEC Acts + Sarbanes Oxley)

3. Stock exchange rule

III. Basics of Corporate Law

a. Types of corporation:

1. Private corporations – limited number of shareholders; federal law only restricts share transferability

2. Public corporations – share are freely tradeable; but they must comply with federal disclosure rules

A. (IPO = initial public offering; going from private ( public corporation)
b. Attributes of Corporations:

1. Legal personality – they have some constitutional rights; different tax personality, requirement for formal creation

2. Limited liability – MBCA §6.22(b) – unless otherwise provided, a shareholder of a corp is not personally liable for acts or debts of the corp except that he may become personally liable by reasons of his own acts or conduct.
3. Liquidity – secondary market trading (can sell ownership stakes without affecting business)

4. Separation of ownership and control – MBCA §8.01(b) – specific governance structure, people who own it are not the ones who run it ( board of directors

5. Formal capital structure
A. Securities = permanent, long-term claims on corp assets and future earnings issued pursuant to formal contractual instruments (2 types):

i. Debt securities = funds borrowed by the firm; firm pays interest and at maturity returns the principal (fixed claims; chicken ( you’re interested); 2 types:

(I) Secured Debt = from banks

(II) Bonds = from the public

ii. Equity securities = owners of corporation; right to firm’s earnings and, in liquidation, the firm’s assets after all claims are satisfied (variable/residual claims; bacon ( you’re committed)
(I) Also includes rights to elect directors and vote on major corporate decisions

(II) 2 types:

(a) Preferred stock = hybrid between debt/equity (does not need to be repaid at a certain time like debt; is not dependent on success of company like equity)
(b) Common stock – no term, claims on what is left after liquidation; claims on future earnings; more variable

B. Capital structure = the debt securities + equity securities 

i. Strong capital structure = when there is a lot of equity and a little debt

c. Financial statements

1. Income Statement = shows operations (income – expenses)

2. Balance Sheet = company assets and claims on those assets (debt or equity); shows company’s financial position.

d. Valuing stock

1. Method 1: Assets – Debt claims to assets = Equity | Equity/# of outstanding shares = Stock value
2. Determine firm’s asset value: (1) liquidation value or (2) valuation based on firm’s future cash glows (project future revenue, subtract costs, determine discount rate, discount to present value)

3. 3 types of shares:

A. Authorized shares - # of shares the corp can issue

B. Outstanding shares - # of shares the corp has sold and not repurchased

C. Authorized but unissued – if you want more equity, can sell these shares; or can give employees stock options.

4. Remember - Running the calculations backwards gets you the value of firm’s assets.

A. Efficient Capital Market Hypothesis = the share price reflects all available information about the corp

B. By doing this, we get a market view of corp assets.  The balance sheet is an accountant’s view.

C. But the value that people commonly use are market and book equity (which is minus debt).

e. Dividends = a distribution of after-tax corporate earnings (or other firms assets) to holders of the firm’s common stock.

f. Corporate Taxation: since it is a separate legal entity, it gets taxed separately ( double taxation for shareholders = corporate tax + individual earnings tax.  2 perspectives:

1. Earnings perspective – corporate tax will deduct from all corp earnings; then goes to shareholders who get taxed for individual earnings

2. Losses perspective – corporate loses money, but the tax benefits of the losses do not travel down to the shareholder so he cannot off-set this with other personal earnings.

g. Transactions:
1. Leveraged Buy Out (LBO) = an acquisition of all of the firm’s outstanding shares using borrowed funds, secured by the assets of the company to be acquired (essentially changing some of the equity into debt)

2. Acquisitions = someone comes and offers to buy the shares of the shareholders (tender offer) by offering more money than the shares are trading at in order to purchase the rights to control the company.

3. Managerial Buy Out (MBO) – when the managers of the firm buy outstanding shares from the public using the corp’s assets as leverage.
IV. How is it created?

a. The Process

1. Step 1 – Choose a domicile (Internal affairs doctrine – so pick a state, any state)
2. Step 2 – Draft articles of incorporation & by-laws (no default rules here)

3. Step 3 – File articles with Secretary of State (IT’S ALIVE!!!)

4. Step 4 – Organizational meetings (finalize directors, appoint offices, adopt by-laws)

b. What goes in articles of incorporation

1. MBCA §2.02 – name, number of shares, address, incorporators (can include: initial directors, management, limits on rights, liability on shareholder, etc.)

2. DE §102 – name, assets, nature of corp, number of shares, mailing address (can include: provisional eliminating personal liability of directors, from Van Gorkom)

c. What goes into by-laws:

1. MBCA §2.06(b) – provisions for managing the business and regulating the affairs of the officers

d. Issues with defective formations:
1. De Facto Incorporation Doctrine – treats improperly incorporated entity as a corp if incorporator:

A. Tried to incorporate in good faith

B. Has a legal right to do so

C. Acted as if it was a corporation

i. (This helps the incorporator by granting limited liability)

ii. (But this is hard to get because it is easy to check up on your incorporation status online)

2. Incorporation by Estoppel – treats as proper corporation if person dealing with the firm:

A. Thought firm was a corporation

B. Windfall to firm owner if allowed to argue that the firm was not a corporation.

e. Promoters – people who claims to act as an agent before incorporation (Archaic now)

1. If P makes Ks, the corporation becomes party to the K if the K is adopted.

2. Promoters are liable for corp’s breaches unless company and investors release him

3. MBCA §2.04 – P is liable if the corp. is not formed yet

4. (archaic because it is really easy to incorporate now and there is no need for them)


V. Liability to 3rd Parties

a. Separation of ownership and control ( no liability by just being a shareholder.

b. MBCA §6.22(b) – a shareholder of a corporation is not personally liable for the acts or debts of the corp except that he may become personally liable by reason of his own acts or conduct; loss is only limited to the amount invested.

c. There is liability for Shareholders if:

1. They are an agent

A. If shareholder acts as agent of the corporation (principal) then:
i. No personal liability for K (since agents don’t have liability when there are disclosed principals)

ii. There is personal liability for torts.

iii. (Officers are As of the corporation so this applies to them)

2. Piercing the Corporate Veil (PCV) – the Van Dorn Test
A. Prong 1 – There was a unity of interest (formalities were not respected) – Whether a corporation is so controlled by another to justify disregarding their separate entities; factors:

i. Failure to maintain formalities of separation (maintaining corporate records)

ii. Commingling of funds and assets

iii. Severe under-capitalization

iv. Treating corporate assets as one’s own

v. (Walkovsky failed this prong.  Pepper Source met this prong.)

B. Prong 2 – Unjust Enrichment; refusing to allow PCV would:

i. Sanction fraud or

ii. Promote injustice

(I) Walkovsky – justice would be served because there would be full liability for injury

(II) Pepper Source – on remand; justice would be served because PS would be unjustly enriched if allowed to keep the goods but not pay for them.

C. ( (Respect corporate formalities and you avoid this)

3. Related concept: Enterprise liability – if an enterprise consists of numerous corporations, it is a way for the 3rd party to make the whole enterprise liable rather than corporation (can get access to more assets); makes sister corporations liable; need to show:

A. The Corporation did not respect the separate entities of the corporations (i.e. assignment of drivers, use of bank accounts, ordering supplied)

B. ( (Need to have separate books and bank account for each corp and careful accounting of supplied to avoid this)

4. Related concept: Reverse PCV - going through individual to get to his other corporations; having a liability claim against the assets of the other corporations that the other person is a shareholder.

A. Pepper Source – M was also shareholder of TN with Andre, but court found that M was the only one that had control over the assets of TN so court allowed it.


VI. Duties of a Corporation to Creditors

a. Governed by K LAW, legal analysis turns on:

1. Interpretation of express terms

2. Implied duty of good faith and fair dealing

3. (Essentially no fiduciary duties to a debt holder)

b. Details of Bonds:

1. Typically issued in $1000 denominations

2. Coupon rate = interest paid on the face value of bond

3. $1000 at 8% coupon rate = $80/year

4. Market interests change, but coupon rates are locked in ( when market interest goes up, the market rate of the bond drops; but when market interest drops, the market rate of the bond rises

5. Bond indentures = K between the corp and the bondholder (the indenture)

6. Investment Grade Bond Rating = how likely it is that bonds will be repaid

c. Typical Provisions of an Indenture:

1. Default provisions – what happened in the event of default; acceleration

2. Restrictive covenants – restricts what you are allowed to do

A. E.g. limit firm’s ability to pay dividends, limit uses of proceeds, specify debt/equity ratio.

3. Negative pledge covenant – can’t borrow money more senior to loan made on asset

4. Liquidation provision – if corp liquidates, debt paid off at face amount

5. Successor obligor clause – if sale of all or substantially all assets of corp, the surviving corp can assume debt.

A. Sharon Steel – when the corp initially plans the liquidation is when the SOC gets triggered; company must sell all or substantially all to a single purchaser.

i. But when the corp sold the 1st half of divisions, it had money (assets) that was also being sold to Sharon (J. Winters did not see it that way)

ii. Problem: J. Winters used book value rather than market value!

d. Implied duty of good faith and fair dealing

1. Met Life v. RJR – the court will only imply a duty of good faith and fair dealing if both of the parties intended for it but wasn’t in the K.  

A. Indentures can specify a debt/equity ratio so corporations cannot abuse their powers to screw over creditors.  However, these need to be bargained for and explicit in the indenture.
B. This case also introduced Federal Securities Fraud Statute, Rule 10b-5: covers untrue statements in connection with the purchase or sale of any security. ( this provision does not apply in RJR because an LBO is not considered purchasing but reassigning debt!

e. Fiduciary Duties to Creditors

1. No duty 99% of the time.

2. Possibility arises when firm’s assets fall to such a large degree that the debt claims exceed the firm’s assets; insolvency, the verge of bankruptcy; ( some courts held that the board owed fiduciary duty to debtholders.

VII. Roles and Duties of Directors
a. Directors have fiduciary duties and the role of managing the business.

b. Who are the fiduciary duties owed to? 2 views:

1. Stakeholder theory = fiduciary duties are owed to the stakeholders of the company

A.  Stakeholders = shareholders, clients/customers, employees, community around it.

B. AP Smith – court was sympathetic to this theory; individuals used to donate, but the wealth is all in corporations now, so they should act like other citizens.  ( but a big problem comes up because it is OPM (OTHER PEOPLE’S MONEY!) and they’re not free to spend it!

i. This case does not resolve which of these views apply in the law – donations to liberal arts institutions leads to free flow of properly trained personnel (maybe shareholder primacy)

C. This theory is not the law, but people still argue it for normative purposes: “this should be the law!”

2. Shareholder primacy = fiduciary duties are owed only to shareholders. (this applies!)
A. Dodge v. Ford – “it is not within the lawful powers of the board to shape and conduct the affairs of a corp for the merely incidental benefit of shareholder and for the primary purpose of helping others” ( the law definitively is shareholder primacy.

i. Ford only lost because he explicitly said he wasn’t doing it for the shareholders. 

ii. Although shareholder primacy is the law, boards are given a great amount of deference (rational basis review) for determining what is in the best interest of the shareholders; many times, benefiting other stakeholders is a legitimate means to ultimately benefit shareholders.

iii. “The directors’ room rather than the courtroom is the appropriate forum for thrashing out purely business questions” – the BUSINESS JUDGMENT RULE (BJR)
iv. *random but might need to know this: Semi-eleemosynary = of, relating to, or supported by charity.

v. *random: Determining Value of a Firm:
(I) Look at the stock: balance sheet ( assets, liabilities, shareholder equity

(II) Look at the flow: income statement ( sales, revenues, gross, net income, profit

(III) Determining if an offer is fair

(a) Step 1 – Dodge offered to sell 10% share to Ford for $35M ( $350M total

(b) Step 2 – is $350 fair?

(1) Balance sheet (book value; accountant view) said $112M; it’s 3 times that!

(2) Income statement said it makes $60M/yr, price to earnings multiple is about 6!

c. Duty of Care

1. Overview: Duty of care regulates diligence in performing tasks, but it is limited by the BJR
2. Blending Duty of Care and BJR

A. MBCA §8.30 – Standards of Conduct (Aspirational; it would be nice if…)

i. Each member of the board of directors, when discharging the duties of a director, shall act: (1) in good faith, and (2) in a manner the director reasonably believes to be in the best interests of the corporation.

ii. When becoming informed or devoting attention shall discharge their duties with the care a person in a like position would reasonably believe appropriate.

iii. Directors shall disclose material information.
iv. (This standard applies to the behavior of the decision-making, not the decision itself)

B. MBCA §8.31 – Standards of Liability (What gets you in trouble if you don’t)

i. Director may be found liable if:

ii. MBCA § 8.31 (a)(1) – Corporate charter indemnification or cleansing does not preclude liability; and

iii. MBCA§8.31(a)(2)(i) – Director did not act in good faith, or

iv. MBCA § 8.31 (a)(2)(ii) A. – Director did not believe she was acting in the best interest of the corporation, or

v. MBCA § 8.31 (a)(2)(ii) B. – Director was not informed, or

vi. MBCA § 8.31 (a)(2)(iii) – a lack of objectivity due to Director’s lack of independence,

vii. MBCA § 8.31 (a)(2)(iv) – Director failed to devote ongoing attention to oversight, or devote timely attention when particular facts arise.
C. ( Aronson v. Lewis: The business judgment rule does not protect corporate fiduciaries if their actions:
i. are not in the honest belief that action is in best interests of the corporation … or

ii. are not based on an informed investigation…or

iii. involve a conflict of interest
3. Honest Belief that Action is in the Best Interests of the Corporation
A. Dodge v. Ford (from previous section) – failed this test because he explicitly said that he was not working in the best interest of the shareholders.

i. ( court did not apply the BJR

B. Kamin v. Amex – acting in bad faith (not honest belief) = fraud, dishonesty or nonfeasance.  Possible argument why Amex did this is that otherwise it would show a huge loss on their income statement, driving their prices down ( but there is the ECMH, which takes into account all available information, so it’s accounted for.  Was a dumb move, but we’re not going to punish them/

i. ( court applied BJR

C. Rationales behind BJR: can elect new directors, competition will lead to the failure of poorly managed firms, courts don’t want to discourage risk taking

4. Based on an Informed Investigation

A. Smith v. Van Gorkom – the directors were held liable because they were not informed on the details of how VG set the price for the merger.  Courts give deference to the decision that is made, but less so to the procedure taken to make that decision.
i. DGCL §141(e) – directors have a defense to these claims by saying they relied on reports by officers (however, here, the CFO said it was a feasibility study rather than a valuation study; the CFO was against VG’s plan)

ii. ( Creates a PROCESS REQUIREMENT = hire lawyers/bankers to look at the transaction and have a meeting longer than two hours to avoid this!!!

(I) Dissent – this decision is wrong because these were all highly seasoned officers and it would be impossible for them to have not been informed! (potential counter-arg)

5. *Sidenote – Protecting Directors from Personal Liability
A. Corps, in order to recruit top businessmen as officers, don’t want to have disincentives for the position; the statutory scheme allows for them to provide protection from personal liability:

i. BJR – mentioned above; deference to the decisions of directors

ii. Indemnification from corporations (MCBA §8.51-8.56 & DE §145) – allow corporations to indemnify settlement and attorneys costs of directors as long as they are not adjudged liable.

(I) This creates a strong incentive for directors to settle their disputes!

iii. Directors/Officer insurance bought by corp. (MBCA §8.57 & DE §145(g)) – this is bought in case the company does not have the money to cover the expenses and there is no restrictions of having to settle.

iv. DE’s reaction to Smith – DE §102(b)(7): allows corps to have a provision in their articles of incorporation that says that directors will not be personally liable for damages for a breach of duty of care.
6. The Standard for Director’s Inaction
A. Minimal affirmative duties as a director to customers (Francis v. United Jersey Bank):
i. Applies when the corp holds funds of others in trust; they are:

(I) To have basic knowledge and supervision of the workings of the business

(II) Read and understand basic financial statements

(III) Object to misconduct and, if necessary, resign.

ii. In Francis, the director should have inquired further, objected to the embezzlement, and resigned if the objection did not work ( would have absolved her.

B. Duty to adopt a law compliance program:

i. Old rule: “One free bite” rule = directors are entitled to rely on honesty of their subordinates until something occurs to put them on notice ( then there is a duty to act on it.

ii. In re Caremark rule = directors have an obligation to assure that a corp info and reporting system exists ( in theory, failure might render director liable for losses caused by non-compliance to legal standards.

(I) Rationale – Van Gorkom requires board to make informed decisions; timely info is important for board to adequately supervise; fed sentencing guidelines create incentive for compliance programs (reduces penalties and it’s crazy to not have it).
(II) Elements to fulfill – policy manual, training employees, compliance audits, sanctions for violations, provisions for self-reporting of violators to regulators.

(III) GTag does not agree with this.  This is a decision for the boardroom!

d. Duty of Loyalty
1. Statutory Scheme

A. DE §144 – No K or transaction between a corp and one or more directors or offices shall be void or voidable if:

i. Informed, disinterested directors approve; or

ii. Informed shareholders ratify; or

iii. Transaction is substantively fair to corporation.

B. MBCA §8.60 – CoE if: (burden on plaintiff to show)

i. Director is a party to the transaction

ii. Director has knowledge and a material financial interest in the transaction; or

iii. A transaction which the Director knows a related party had an interest in. 

C. MBCA §8.61(b) – Duty of loyalty is okay if:

i. Qualified Directors cleans §8.62

ii. Independent shareholders ratify §8.63

iii. Transaction is judged fair §8.61(b)(3)

2. Intro to Duty of Loyalty

A. Aronson v. Lewis – BJR does not protect corp fiduciaries if they actions (3) involve a conflict of interest ( NO BJR PROTECTIONS HERE!

B. Guth v. Loft – “Essentially, the duty of loyalty mandates that the best interest of the corp and its stockholders takes precedence over any interest possessed by a director… and not shared by the stockholders generally.”

3. Corporate Opportunity Doctrine = a type of conflict of interest (CoI) transaction; when the fiduciary personally takes an opportunity rightfully belonging to the corp. (Also seen in Meinhard v. Salmon and General Auto v. Singer)

A. How to determine a corporate opportunity (Guth v. Loft):

i. Corp is financially able to take the opportunity

(I) Broz example – the troubled company just came out of bankruptcy so could not take the opportunity.

ii. Opportunity is in the corp’s line of business

(I) Consonant with the reasonable needs and aspiration to expand

(II) Broz example – maybe; aspirations can reach far and wide; but they were selling licenses rather than buying at the time.

iii. Corp has an interest or expectancy in the opportunity

(I) Interest = firm has a right to it

(II) Expectancy = in the ordinary course of things, would come to the corp

(III) Broz example – no interest because not offered to them, but maybe expectancy of the acquiring corp.

iv. Embracing the opportunity would create a conflict of interest between director’s self-interest and that of the cop.

(I) Broz example – No, B’s company already existed and owned other licenses.

e. Cleansing the Conflict of Interest Transaction

1. Transaction cleansed by actions of qualified board (MBCA §8.62)
A. Actions of the board only occur when:
i. Board meetings are either regular or special (MBCA §8.20)
ii. Action without meeting requires unanimous written consent (§8.21)
iii. No notice necessary for regular meetings; 2 days for special (§8.22)
(I) Directors can waive notice requirement in writing (§8.23(a))
(II) Director’s attendance waives notice requirement unless objected (§8.23(b))
iv. Needs to be a quorum present to vote and majority of quorum needs to be met (§8.24)
B. They need to be qualified board, meaning that they are not a part of the conflict.
2. Transaction cleansed by independent shareholder ratification (MBCA §8.63)

A. Needs to be independent shareholders, so the disinterested shareholders must vote and be a majority of them to cleanse
B. Wheelabrator – Different effects of shareholder cleansing:
i. Transaction violates duty of care ( Extinguishes the claim
ii. Director violates duty of loyalty through transaction ( burden shifts to plaintiff to show waste (There is a BJR standard here)
iii. Shareholder violated duty of loyalty through transaction ( burden shifts to plaintiff to show unfairness.
3. Transaction judged fair (MBCA §8.61)
f. Might want to talk about duty of disclosure (when talking about duty of care and loyalty) relating to duty of loyalty ( how it can cleanse!
XII. Roles and Duties of Shareholders
a. Shareholders have almost no duties but they have the role to vote, sue, and sell.
b. Controlling Shareholder’s Duty to the Minority
1. Sinclair Oil – tells us what is and what is not a CoI transaction when it deals with majority shareholders; 3 transactions:
A. Dividends paid – no, because it paid out to all shareholders (including the 10%)
B. Preventing expansion to other countries – no, because it is reasonable that Sin Venezuela was not meant to expand to other countries.
C. K between SinV and wholly owned subsidiary – yes, because it was only in the benefit of the majority, and not the minority
c. Shareholder’s Role to Sue

1. Fiduciary duties are enforced through this role

2. Direct v. Derivative Suits

A. Direct = Alleging a loss to the shareholder

i. Force payments of promised dividends

ii. Enjoin activities that are ultra vires (outside the power of directors)

iii. Claims of securities fraud

iv. Project participatory rights for shareholders.

B. Derivative = alleging a loss to the shareholder caused by a loss to the corporation (getting the corporation to sue the directors for breaching a fiduciary duty to the corp)

i. Breach of duty of care

ii. Breach of duty of loyalty

iii. Enjoining  “management-retrenching” policies

iv. (The remedies for these suits go directly to the corp, but there are attorneys fees ( benefits lawyers, not so much shareholders)

3. Who can bring derivative suits?

A. MBCA §7.41(1) – must be a shareholder at the time of the alleged wrongdoing

B. MBCA §7.41(2) – names (P) must be a fair and adequate representative of the corp’s interests

i. No conflicts of interest, such as suit for unrelated strategic purposes

C. Many states require that the (P) continue to be a shareholder.
4. Procedural Hurdles for Derivative Lawsuits
A. Bonding Requirement

i. Need to post a bond (security) for the corporation’s legal expenses 

ii. This procedure deters frivolous lawsuits (since there is a strong incentive for directors to settle)

iii. Does not exist in DE.

B. Demand Requirement

i. Most states require shareholders in derivative suits to approach the Board and demand that they pursue legal action… unless the shareholder can claim a valid excuse.

(I) This requirement is a recognition of the fundamental precept that directors manage the business and affairs of the corporation – Aronson v. Lewis
(II) DE Rule – complaint needs to include the demand made or why it would have been futile to make the demand (“demand futility”)

ii. In the form of a letter from shareholder to the board of directors:

(I) Must request that the board bring suit on the alleged cause of action

(II) Must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits.

iii. IN DELAWARE: Demand requirement is excused if it is deemed futile; (P) must create reasonable doubt that:

(I) Majority of directors are disinterested & independent, or that

(a) Grimes v. Donald – you cannot challenged the board’s independence if you make a demand on them. (If you want to go this direction, cannot make demand!)

(II) Challenged transaction was a product of valid exercise of business judgment.
(III) (Board would not usually agree to sue members of itself and pay tons of money so making a demand would likely fail (99.9% fail) + if you do so, you cannot argue that the board is interested ( need to go straight to the demand futility argument)

(a) Most cases are settled once the demand futility is granted.

iv. IN MBCA JDX: Universal demand – you have to make a demand in order to give the directors notice; can still proceed with demand futility.

(I) MBCA §7.42 – no shareholder may commence a derivative suit until a written demand is made and 90 days have expired, unless irreparable injury would result by waiting for the expiration of 90 days.

(II) MBCA §7.44(c) – can proceed after demand rejection if majority of board not independent or review not in good faith or reasonable.

C. Special Litigation Committee

i. How the special litigation committee works:  Few directors breach duty of loyalty ( can bring in new directors or use disinterested directors to form a committee ( committee decides to drop the litigation since it’s a waste of resources (committee is delegated the power to deal with lawsuits, since they are independent, they can make the decision to drop) – this generally happens after the plaintiff gets the demand excused and the suit is launched by the corporation.

ii. Instead of allowing this to happen ( Zapata 2-step:
(I) Step 1 – was the committee independent?  Inquiry into the bases of the supporting the committee’s recommendations

(II) Step 2 – Court applies its own business judgment as to whether the case should be dismissed

(a) When courts do this, it gives special consideration to matters of law and public policy on top of the corporation’s best interest

(1) C-BJR = BJR + consideration of law and public policy.

iii. In DE, they apply the Court’s business judgment; in NY, they only apply the first step of the two-step, so it falls under the regular BJR.

d. Shareholder’s Role to Vote

1. Who votes ?

A. MBCA §7.07 - Shareholders of record on a particular day (the record date) – no more than 70 days before the vote

B. MBCA §7.21 – default rule is one share = one vote (unless articles of incorporation provide otherwise)

2. When do they vote?

A. Shareholder meetings:

i. Annual meeting (MBCA §7.01) – time set in by-laws

ii. Special meetings (MBCA §7.02) – by request of Board or at written request of at least 10% of shares

B. By unanimous written consent (MBCA §7.04)
3. How they vote?

A. MBCA §7.25(c) – most matters require a majority of shares present at meeting for a quorum.

B. MBCA §7.22 – shareholders vote either in person or by proxy

i. Shareholders appoint proxy agent to vote for his shares at the meeting

ii. Appointment effected by means of proxy (proxy card) – can specify how shares to be voted or agent discretion; revocable.

4. What they vote on?

A. Election of directors (MBCA §§8.03-.08)

i. Special case 1 – cumulative voting (MBCA §7.28): allows minority to assure board representation; must be provided by the articles of incorporation.

ii. Special case 2 – classified or staggered voting (MBCA §8.06) – separate directors into 2 or 3 groups; limits number of directors that can be changed by each vote.

(I) MBCA §8.06 –  articles of incorporation provides for this
(II) DE §141(d) – through certificate of incorporation or by-law

B. Amendments to the articles of incorporation and by-laws (MBCA §§10.03-.20)

i. Articles of Incorporation modification:

(I) MBCA §10.03: (1) adopted by the board + (2) approved by majority of the votes of shareholders present (as long as quorum)

(II) DE §242(b)(1): (1) board adopt resolution + (2) holders of majority of outstanding stock must vote in favor of it.

ii. By-laws modification:

(I) MBCA §10.20: (a) shareholders may amend or repeal; (b) directors may amend or repeal unless it pertains to director election or bylaws prohibit

(II) DE§109(a) – stockholders can adopt, amend or repeal bylaws; directors also have this power only if provided for in the articles of incorporation.

C. Fundamental transactions (e.g. mergers; MBCA §11.04)

D. Odds and ends, such as precatory measures (suggestions to the board)

i. These are only advisory because directors manage the business; merely recommendations.  If board does not follow, courts will defer to BJR.

ii. What is included: political proposals that touch on the business of the company.

iii. What is excluded: SEC Rule 14

(I) Implementing would violate law

(II) Implementing would violate proxy rules

(III) Proposal involves personal grievance or special interest

(IV) Proposal is not relevant to firm’s operations

(V) Company lacks power to implement

(VI) Proposal deals with company’s ordinary business operations

(VII) Relates to electing directors

5. Special issues in voting for directors:

A. Proxy process is regulated by the SEC rules

i. Incumbent board nominates a slate of directors and company sends out the official proxy solicitation materials (can be paid for by the corp.)

ii. Competing slate needs to offer separate proxy materials with insurgents paying the cost of mailing

(I) Options for insurgents:
(a) Federal law – firm has option of mailing out “unofficial” proxy at the insurgent’s cost (but they usually charge a lot and they don’t give out names of board’s choices)

(b) State law - Or they can mail one out themselves after requesting names and addresses of shareholder for proper purpose.

(c) (DE governor recently created DGCL §112 ( allows shareholders to nominate candidates for the board if a provision is adopted to the by-laws)

B. Reimbursement of proxy costs:
i. Using the corp’s funds to promoting officers seems like a conflict of interest and breach of the duty of loyalty

(I) Rosenfeld – company can reimburse if it is a “bonafide policy contest”; it can’t reimburse proxy contests if it is a personal dispute!

(II) This ultimately leads to… 

(III) FROESSEL RULE (Judge’s name in Rosenfeld)

(a) Whether incumbents win or lose, they will get reimbursed (losers reimbursed because they are allowed to defend themselves)

(b) If insurgents win, they get reimbursed

(c) If insurgents lose, they are NOT reimbursed.
(IV) Dissent – the dispute may involve ultra vires expenditures! ( this test is impractical!

6. Special issues of precatory measures:

A. What is included: political proposals that touch on the business of the company.

B. What is excluded: SEC Rule 14

i. Implementing would violate law

ii. Implementing would violate proxy rules

iii. Proposal involves personal grievance or special interest

iv. Proposal is not relevant to firm’s operations

(I) Lovenheim - Relevance also includes ethical and social considerations; not just economics

v. Company lacks power to implement

vi. Proposal deals with company’s ordinary business operations

vii. Relates to electing directors

C. Procedure:

i. Proposal must be submitted to corp at least 120 days before date of mailing proxy materials the year before.

ii. Proponent must have owned at least 1% of company or $2000 worth (whichever is less) for at least one year prior to date when proposal submitted

iii. 1 proposal/year/company.

iv. If proponent fails to show up at meeting to present the proposal in person, proponent is ineligible to use the rule for 2 years.

v. Cannot exceed 500 words (can refer to websites)

D. Management excluding proposals:

i. Must file notice of intent to exclude to SEC; copy must be sent to proponent who can reply
e. Shareholder’s Role to Sell

1. Question 1 - Selling securities (notes, bonds, debentures, investment Ks, any interest or instrument commonly known as “security”)( federally regulated
A. Securities Act of 1933 – federally regulates sale of new securities; disclosure at the time of public offering (§5)

B. Securities Exchange Act of 1934 – federally regulates trading activity; ongoing disclosure requirement; key sections:

i. No fraud §10(b)

ii. Proxy contests §14(a)

iii. Tender offers §14(e)

iv. Insider trading §16

2. Question 2 - Is the sale a public offering?

A. Yes ( 2 provisions apply §5 of ’33 act and §10 of ’34 act

B. No (shares were already registered; or offering by issuer that is a private placement) ( only §10 of ’34 act.

i. Private placement = cannot broadly market, small # of investors offered to, smaller size of offering, no general advertising or soliciting.

C. §5 of ’34 Act:

i. Pre-registration period – prohibits offering to buy or sell any security unless you file registration statement with the SEC. 

(I) SEC sets a waiting period of at least 20 days – offers to sell are allowed, but can’t close til after

ii. Post registration period – sales can be closed, but must be accompanied by a prospectus.

D. §10(b)(5) of ’34 Act

i. Unlawful if, directly or indirectly, by use of any means or instrumentality of interstate commerce (mail or any facility of  any national security exchange),

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

(II) To make any untrue statement of material fact or omit to state a material fact necessary to make the statements made, in light of circumstances under which they were made, not misleading
(III) To engage in any act, practice, or course of business which operates as a fraud or deceit upon any person

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

3. Question 3 – Is the sale insider trading?
A. Statutory insider trading – bright line prohibition; all gains within 6 mo by statutory insiders forfeit to firm
i. ’34 Act §16 (a) – statutory insider = owning over 10% or being a director/officer; must report stake and changes to SEC
ii. §16(b) – statutory insider profits from a purchase and sale or sale and purchase within 6 mo are recoverable by the firm.
(I) Over-inclusive – catch people that make legit sales
(II) Under-inclusive – if you’re under 10% or do it 6 mo and 1 day (Bainbridge)
iii. Reliance Electric – can use a method to split up your sales.  Sell it to bring it below 10% making you not a statutory insider then sell the rest later (you only pay profits of 1st transaction)
iv. What transactions are matchable?  Hypo – 3 transactions: buy 100Sh @ $10, buy 100Sh @ $5, sell 50Sh at $7.
(I) If buying at $5 was 3 years ago, and the other two were within 6 mo of each other, then those are matched ( there is no profit so doesn’t apply.
(II) If all three happened within 6 mo, the transaction that makes the most money counts.  Therefore it will count as a $2 gain that goes to the firm.
B. Classic insider trading – firm insiders use material info not publicly disclosed to trade in their firm’s shares
i. Texas Sulpher – they knew the stock prices would sour once the info about their mineral discovery gets out and bought stocks and options.  They should have either: (1) disclosed (but this would have tipped off the surrounding farmers) or (2) abstained from trading.
(I) SEC rule §10(b)(5) fraud statute provides for an affirmative obligation to disclose material facts – not breached here because when you disclose is a matter of BJR (disclosing early would have tipped off farmers and they would have charged a lot more for the land)
(a) Materiality = substantial likelihood that reasonable person would consider the fact important
(II) For the fiduciary to start buying after disclosure, the fiduciary needs to wait a reasonable time until people can know about it.
ii. *Sidenote: How an option works:
(I) Call option = gives owner the right, but not obligation to buy a specified # of stocks at a specified price
(II) Option premium = price to buy option 
(III) Strike price/exercise price = price that it can be bought at
C. Tippers and tippees – insider trading prohibition extends to those who use non-public material information they knew was provided by tipper for 
i. Chiarella – there is no violation of §10(b)(5) fraud statute if the tippee is buying or selling for a company to which he owes no fiduciary duty
ii. Dirks – there is only tippee/tipper liability if:
(I) The tippee knows the information was provided by the tipper for the tipper’s personal benefit.
(a) A desire for public good is not a personal benefit
(b) Monetary gain, personal gain, quid pro quo, helping out a family member = personal benefit.
D. Misappropriation insider trading – insider trading prohibition extends to those who use non-public material info in violation of a fiduciary obligation
i. O’Hagan – Under Chiarella, OH is not an insider, but he is under Dirks.  Fiduciary duty is also owed to the corp that is going to get bought out (rejects Chiarella).
(I) SEC ’34 Act §14(e) deals with trading on info of tender offer.

(a) Once substantial steps towards a tender offer have been taken, this rule prohibits anyone, except the bidder, who possesses material, nonpublic info about the offer from trading in the target’s securities.

(b) Not premised on breach of fiduciary duty.  Can find doc saying there will be a tender offer on the ground ( not fiduciary ( still applies.

(1) If premised on fiduciary duty, you can fix it by disclosing.
E. (Constructive insider = If we help a company as a lawyer, we can be seen as a constructive insider)
XII. Termination of a Corporation
a. Corporations are a separate legal entity; the intent of corporations continue into perpetuity.  You don’t have to terminate a corporation.  But there are still ways to do it:
1. Voluntary dissolution:

A. Board submits a plan of termination and shareholders vote on it (MBCA §14.02(b))

B. Submit articles of dissolution

C. Can only carry on to wind up.

2. Involuntary dissolution:

A. MBCA §14.30 – dissolution by court  (a)(2)(i) if the directors are deadlocked in the management of corporate affairs, the shareholders are unable to break the deadlock, and irreparable injury to the corporation is threatened or being suffered, or the business affairs of the corporation can no longer be conducted to the advantage of the shareholders generally, because of deadlock.
Mill Street Church v. Hogan – (AIA) hired to paint church; gets help by brother ( yes auth.


Lind v. Schenley – (AA) worker getting promoted; did promoting employee have apparent authority? ( yes, auth.


Watteau v. Fenwick – (IA) selling Bovril and Cigars at a bar that people think is his. ( yes auth.


Hoddeson v. Koos Bros – (E) imposter acting like salesman selling furniture. ( no auth.





Gorton v. Doty – driving kids to a football game with borrowed car ( yes P/A relationship�Gay Jenson v. Cargill – financing company sued for undelivered K with farmer





Atlantic Salmon v. Curran – the disclosed P was either not real or already dissolved ( undisclosed P making the A liable for the Salmon K.





Humble Oil & Refining v. Martin – worker forgets to put on handbrakes on car getting serviced at the station and hits Martin ( Yes M/S relationship


Hoover v. Sun Oil – employee drops cigarette causing fire and injuring Hoover ( No M/S relationship


Miller v. McDonalds – sapphire in Big Mac; apparent agency (not apparent authority)


Arguello v. Conoco – 2 cases (branded store & owned store); gas station customer service being rude





General Automotive v. Singer – mechanic refers jobs out of his shop with commission b/c he things the P can’t handle the repairs.  This was a “business opportunity” and he shouldn’t have done it.





Fenwick v.Unempl. Comp. Comm. – whether there was a partnership between F and receptionist to not pay unempl taxes for her.  R gets salary + maybe net profit, F bore all losses, F had all management controls, both full time employees, R could terminate with 10 days notice ( not part.


Martin v. Peyton – P lends money to K in exchange for dividends, 40% in profits, and option to buy equity ( not part. 





Meinhard v. Salmon – Hotel Bristol case; M and S are partners under 20 yr lease from LG; M capital partner, S runs business; LG dies and EG inherits. LG calls S and extends the lease. ( S breached duty of loyalty to M; “punctilio of honor most pronounced”


Meehan v. Shaunessy – Meehan and Boyle left their firm with a bunch of other employees of Parker Coulter ( violated fiduciary duty by contacting clients without fairly giving the clients a choice to stay with PC & lied to other partners about plan to leave.





Putnam v. Shoaf – cotton gin case.  P’s and Charlton’s in business.  Husband P dies and wife P does not want to continue and quitclaims interest to Sh’s.  Wife finds out accountant was stealing money and says its her money ( court said no, it is inchoate claim.





National Biscuit Company v. Stroud – partner tells Nabisco that it won’t pay for any bread deliveries; other partner orders more bread.  Nabisco sues for payment of bread order ( partnership liable.


Day v. Sidley & Austin – D is profit partner at law firm.  The executive committee decided on a merger causing D to be changed from the manager to the co-manager, and making his commute longer ( D lost (but GTag does not like this holding one bit!)





Owen v. Cohen – (dissolution by court – yes; implied term dissolution) bowling alley partners.  C doesn’t work, and O seeks dissolution by court rather than going through with it without the court to make sure he has both the power and the right (doesn’t want to be in contravention of an agreement) ( he does have both power and right (there is an implied term when there is a loan; for reasonable amount of time to repay the loan)


Collins v. Lewis – (dissolution by court – no) C invested all $ necessary for a cafeteria, L to run business, but costs skyrocket in opening.  ( no right to dissolution.  Court felt bad for L. (It doesn’t work well when partners bring different things: one work, one capital, unless K is carefully written)


Page v. Page – (dissolution at partner’s will) brothers start Laundromat business with equal $ contributions.  HBP (richer) has company that loans additional money.  When business takes off, HBP wants to dissolve so he can run the business.  No fixed term so he can dissolve under §31(1)(b).  But still owes other partner fiduciary duties even after termination.





Prentiss v. Sheffel – (Acquisition of assets/business by partner) S & I own 85% of business and P owns 15%.  P says he was wrongfully frozen out of the partnership and it was wrong for the judge to allow SI to bid for the business during winding down ( it is okay to allow the other partners to bid b/c the pushed out partner gets a share of the profits.


Pav-Saver v. Vasso – (continuation following wrongful dissolution) PS provides patents (intangible asset), V provides financing.  Relationship turned sour, PS sent letter to V to terminate; V physically ousted PS to continue the business b/c it was termination w/o right ( PS had power but no right (dissolution in violation).  Judge awarded liquidated damages and did not return the patent to PS (against the provisions of the K).  Reasoned that good will shall not be considered at dissolution and if V wished to carry on the business, V would need the patent to do so.





Kovacik v. Reed – business of remodeling kitchen comes up at a loss; K provides $, R provides labor. K sues R for half of the losses ( goes against statutory scheme and reject K’s claim.





Walkovsky v. Carlton – W gets hit by C’s taxi cab; cab a part of corporation with no assets with minimal insurance coverage; trying to get money from the shareholder C instead; injured victim loses: Court says this a for the legislature to fix by raising the minimum insurance; implicates PCV and Ent. Liab.


Sea Land Services, Inc. v. Pepper Source – SL sells peppers to PS but PS did not pay.  No assets in PS so try to go after shareholder M through PCV and Ent. Liab. for TN (M’s other corp); implicates PCV and Reverse PCV.





Sharon Steel v. Chase Manhattan Bank – UV sells half of its divisions and sells the other have to Sharon.  UV had really low coupon rate bonds outstanding so Sharon wanted that to transfer over to them via the Successor Obligor Clause.  Bank says that it was liquidation so the face amount is due (they want to get the money so they could get new bonds at higher coupon rates).  Court says SOC does not apply because SOC is triggered at the time of the planned liquidation and half of the corp was sold to someone else! (GTag thinks this is wrong, they looked at book value rather than market value).


Met Life v. RJR Nabisco – RJR had a strong capital structure, but LBO gave them more debt & less equity, making them more of a credit risk.  ML did not have a restrictive covenant in the debt indenture, but tried to argue that it should be covered by implied duty of good faith and fair dealing to not dilute debt; court says the risks are clear from the beginning and if they want it, they should have bargained for it.  Only imply if we know it is what both the parties wanted.





AP Smith Mfg. v. Barlow – Directors made a corporate donation to Princeton University; shareholders challenge this; there was a statute enacted after company made the donation allowing it; Court said the statute’s modification can apply retroactively because the corp is granted its status at the will of the state; corps can do it as long as it doesn’t advance the directors’ individual pet projects (conflict of int)


Dodge v. Ford Motor Co. – Dodge bros were shareholders in Ford which was very successful; Ford gave out large special dividends until Ford decided to use earnings to open a new plant rather than pay out further special dividends.  Ford stated it was not decided in the best interest of the shareholders so he lost and he had to give out the special dividend.





Aronson v. Lewis – did not read for this class, but it lays out when the BJR does not apply.


Kamin v. American Express Company – Amex bought 2M shares of another corp. for $15/Sh, but price dropped to $2/Sh.  Amex decided to dividend the shares rather than selling it at a loss, which would off-set taxes, saving $8M.  Shareholders sue. Court applies the BJR and dismisses shareholder’s claim because directors did not act in bad faith.


Smith v. Van Gorkom – Board considers MBO ($50/Sh would be easy, $60/Sh would be hard, shares going for $38/Sh), but VG thinks it might be conflict and does not want to stay to pay off the debt, so he negotiates with Pritz at $55/Sh; managers don’t want it because they want an MBO, but the board approves the merger after 2 hour meeting; then they do a market test (not considered fair) and shareholders approve it (not informed) – Court said the board was not informed about how VG set the $55/Sh price (material details of the transaction) so he breached his fiduciary duty of care.


Francis v. United Jersey Bank – wife inherits directorship of reinsurance company after husband dies (she is inactive, listless, drunkard); her sons embezzle funds by taking out loans from the comps profits (to keep the assets the same); court says she breached her affirmative duties as a director  to customers (basic knowledge and supervision; read and understand financial statements; object to misconduct)


In re Caremark International Inc. Derivative Litigation – illegal kickbacks to healthcare providers to obtain K.  Positive obligation for corp to adopt law compliance programs?  Court says yes!  It’s crazy not to have it b/c fed sentencing guidelines reduce sentences for having it.





Guth v. Loft – not a case we read; lays out the duty of loyalty


Broz v. Cellular Information Systems Inc. – B has a cellular company and is board of a troubled cellular company; cellular operations license was given to B’s company and not to troubled one; the one acquiring troubled one considered it a breach of duty of loyalty; court says it was not a corporate opportunity after going through Guth analysis.


In re Wheelabrator Technologies, Inc. Shareholders Litigation – WM owns 22% of W, merger b/w and W suggested and would lead to WM owning 55%.  When shareholders cleanse, we do not count the 22% because they are interested; also, this shareholder cleansing has different effects depending on the type of claim brought.





Sinclair Oil v. Levien – SO owns 90% stake in SinVen; the rest of the 10% claims a breach of duty of loyalty because SO paid out large dividends to itself and the 10% and prevented SinVen from expanding; there was also a K between SinV and another corp wholly owned by SO.   Court said transaction between controlling parent corp and the subsidiary corp is a conflict of interest if it benefits parents to the exclusion of the minority corp.





Grimes v. Donald – demand requirement of derivative suits. Suit about compensation plan for CEO saying if the CEO is constructively terminated, he will get compensated (this would be a matter of BJR).  (P) lawyer made direct claim, derivative claim, sent demand to board, and pled the demand be excused; Court said if demand is made to board and they refuse to make a claim, you lose your right to challenge the board’s independence.


Zapata Corp. v. Maldonado – special litigation committee of derivative suits; court allows corporations to do this, but adopts a two-step analysis: whether the committee is really independent + court’s business judgment (C-BJR) for whether the case should be dismissed.





Rosenfeld v. Fairchild Engine & Airplane Corp. – some shareholders thought the officers (Ward) were getting paid too much and decided to launch proxy battle; corp reimbursed proxy costs of both the incumbents and winning insurgents.  Lawyer shareholder sues (could have been direct) but as derivative to gain attorneys fees.  Court said corp has to reimburse if it is a “bonafide policy contest”; also led to the Froessel Rule.





Lovenheim v. Iriquois Brands, Ltd. – L owns share of IB and is against the force-feeding of ducks for their foie gras & suggests a precatory measure.  IB challenged saying it was not relevant to firm’s operations because it was a small part.  Court says ethical and social significance is included, not just economic considerations.





Reliance Electric Co. v. Emerson Electric Co. – both companies tried to own Dodge, R won.  E owned over 10% but when R won, E wanted to sell.  Sold once to get below 10%, then sold again.  Judge said the first transaction is covered by statutory IT, but not the second.


SEC v. Texas Gulf Sulpher Co. – TGS knew they were going to make a ton of money based on soil samples but keep it secret so they can buy land around it; the fiduciaries buy a lot of stocks and options; Court said this was classical insider trading.  “Level playing field theory”


Chiarella – we did not read; Ch worked for Wall St and found out about a takeover from client.  Ch bought stocks in the company about to be taken over (so not a fiduciary for that comp); Court throws out “level playing field” theory and says it will only be a violation of ’34 Act §10(b)(5) if they are a fiduciary to the company bought or sold.


Dirks v. SEC – insider of insurance company tells D about fraud in the company.  Court says since the information given was not for the tipper’s (insider) benefit, there is no liability.


US v. O’Hagan – Grand Met buys Pillsbury and hires D&W.  OH is attorney at D&W and gathers info on takeover.  Goes out and buys shares of Pillsbury.  Court says OH does owe fiduciary duty to Pillsbury, rejecting Chiarella.
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