Business Associations Outline
TOMATOES!
I. AGENCY
a. Formation
i. Agency relationships are at the heart of every transaction and business association –easiest to form (see Doty) (association = more than 1 person).
ii. Consent by P to have A act:
1. On P’s behalf,
2. Subject to P’s control, and
3. Agent consents to act so.
iii. RSA § 1:  Agency is a fiduciary relation that results when:
1.  The principal manifests consent that the agent act on the principal’s behalf, 
a. Manifestation of consent
i. P manifests an intent to have A work on his behalf.
ii. Focus:  Principal’s conduct
iii. Factual inquiry
b. Agency relationships are easily formed
i. Gordon v. Doty – Teacher Doty offered her car to the football coach to use to transport the team members, but told him that the coach had to drive.  Coach was involved in a car accident, injuring Gorton.  Gorton sues Doty for the damages on the theory that she was the Principal.
1. Issue:  Was Coach Garst an agent of teacher Doty?
2. Holding:  Yes, P-A relationship because Doty consented by allowing Garst to drive her car, Doty exerted control when she told Garst that only he could drive, and Garst consented to act as agent when he drove.
3. Prof did not agree that Doty consented to have Garst act on her behalf.
c. K consideration is not required to create a P-A relationship.
i. When one asks a friend to do a slight service for him, an agency relationship exists even though there was no compensation or other consideration.
1. e.g. return for credit store goods recently purchased.
d. Intent to form a P-A is not required to create.
i. No magic words.
e. May be proved by circumstantial evidence
i. Showing course of dealings between the parties.
ii. Cargill – circumstantial evidence used to show P consented.
f. Special rule – When a SUPPLIER becomes an agent
i. RS § 14(K): One (potential supplier) who contracts to acquire property from a third person and convey it to another is an agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.
ii. Factors that indicate that one is a supplier rather than agent:
1. Receiving a fixed price for property irrespective of the price.  (MOST IMPORTANT)
2. Acting in own name; receiving title to property later transferred.
3. Independent business in buying and selling property.
a. MUST show supplier has independent business before concluding supplier is not an agent.
iii. Cargill – Prong weak because Cargill had right of first refusal (typical biz arrangement); also Warren was falsifying books and cheating Cargill (agent acting with conflicting interests); Cargill continuously extended credit b/c unaware of fraud.
2. Subject to the principal’s control, and
a. The principal need not exercise physical control over the actions of the agent so long as the principal may direct the result or ultimate objectives of the agent relationship.
b. Special rule – When a CREDITOR becomes a principal
i. RS § 14(O): A creditor becomes a principal at the point at which he assumes de facto control over the conduct of the debtor.
ii. Cargill – Farmers contracted with Warren; Warren contracted with Cargill.  Almost all the grain was sold to Cargill.  Cargill financed the production.
1. Interference with Warren’s internal affairs and active participation in its operations = de facto control.
2. Factors the court considered:
a. Recommendations C made by telephone
b. Right of first refusal
c. Warren’s inability to enter mortgages, purchase stock, pay dividends w/o approval
d. Periodic checks and audits
e. Correspondence criticizing finances, expenses
f. Determining W needed “strong paternal guidance”
g. Financing/power to discontinue.
3. Prof – looks like typical creditor relationship; only in extreme cases does creditor become principal. 
a. De facto control = running the business.
3. The agent consents to act.
a. Does not have to be that genuine; shown by doing the act 
i. E.g. driving the car (Doty); procuring the grain as part of normal operation (Cargill).
iv. Determined by course of action/how they behave rather than specific agreement.
v. Result:
1. Agent owes a fiduciary duty to the Principal
2. Actions of the Agent may create liability for the Principal.
vi. Hypo:  Homer buys a burger from Moe for $10.  Is Moe an agent and Homer his Principal?
1. Does Homer want Moe to work on his behalf?
a. Yes, to make the burger.
2. Is Moe subject to Homer’s control?
a. Yes, made to order.
3. Does Moe consent so to act?
a. Yes, for a few moments.
vii. They exist everywhere, for example:
1. Sole proprietors with one employee
2. The CEO of General Motors
3. Skipper and his first mate, Gilligan
viii. Major problem – Agency Costs
1. Idea:  when you have someone working for you, their interests will diverge from your interests.  Principal uses Agent to meet his goals; Agent can be imperfect, interests may conflict, and Agent exposes Principal to tort/K liability.
b. Relating to Third Parties
i. K Law – RS2 § 144: A principal is subject to liability upon contracts made by an agent acting within his authority if made in proper form and with the understanding that the principal is a party.
RS3 § 6.01-6.03: Agent with authority can bind a principal to a contract.
1. Actual Express Authority
a. Explicit discussion between two parties whereby the agent is given specific instructions as to what to do.
2. Actual Implied Authority
a. RS2 § 35: Unless otherwise agreed, authority to conduct a transaction includes authority to do acts which are:
i. Incidental,
ii. Usually accompany,
iii. Or are reasonably necessary to accomplish the transaction.
b. RS3 § 2.02:  An agent has actual authority to take action designated or implied in the principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives.
c. History of work relationship between parties and any acts necessary to achieve purpose can show authority.
i. Mill Street Church – Church elders hired Bill to paint the Church and Bill usually hired his brother, Sam, to help him.  The Church never told Bill not to hire his brother.  Bill hires his brother for this job and w/in 30 min, Sam falls and breaks his arm.
1. Issue:  Did Bill have the actual implied authority to hire his brother, binding the Church to that contract?
2. Holding:  Yes, it was a 2-person job, necessary to achieve the task, and Bill had history of hiring his bro.
3. Apparent Authority
a. RS2 § 8:  Apparent authority is the power arising from the principal’s manifestations to such a third person.
i. Requires manifestations directly to the third person from P.
b. RS2 § 27:  Apparent authority is created by written or spoken words or other conduct of the principal, which reasonably interpreted, causes third person to believe the principal consents to have the act done on his behalf.
i. P has to do something, but doesn’t require direct communication to third person.
c. RS2 § 159:  A disclosed or partially disclosed principal is subject to liability on Ks made by an agent acting within his apparent authority.
i. Disclosed P – “I’m working for P.”
ii. Partially disclosed P – Unidentified; “I’m working for someone.”
iii. Undisclosed P (NO AA here)
d. RS3 § 2.03:  Apparent authority is the power held by an agent to affect a principal’s legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations.
i. Permits argument that the agent had authority based on what P told A, not necessary to establish P to third anything.
ii. Focus: Third party’s reasonable beliefs.
1. Reasonable with respect to the transaction and whether agent had the authority.
e. 370 Leasing – Joyce ran a one-man leasing company.  He bought computers from Ampex and leased them to EDS.  Kays was a sales rep.  In dealing with Joyce, however, he seems to have been given whatever authority his superior Mueller had.  Ampex is the alleged principal.  No actual authority because neither Mueller nor Kays had the authority to act on Ampex’s behalf.
i. Evidence “traceable to a manifestation of the principal:”
1. One signature block – Mueller directed Kays to submit doc to Joyce and nothing suggested Kays didn’t have the authority.
2. Intra-office memo – Joyce acknowledged wanted all communication to be through Kay
a. RS3 would allow AA on this basis alone.
3. Limitation that only K manager could bind Ampex was not disclosed.
ii. Holding:  Ampex liable for actions of Kays.
f. To Defeat – make third party belief unreasonable by giving notice.
4. Inherent Agency Power
a. RS2 § 8(A):  Inherent agency power is the power of an agent derived not from authority, apparent authority, or estoppel, but solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent.
b. RS2 § 195: An UNDISCLOSED principal is subject to liability when the agent enters into transactions usual in such businesses with third parties (on P’s behalf). 
i. Apply when AA won’t work because no disclosed principal.
c. RS3 § 2.06(1): An UNDISCLOSED principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent if:
i. That agent had no actual authority; and
ii. If the principal
1. Had notice, and
2. Did not take reasonable steps to notify them of the facts.
Professor – why not just call this estoppel?  Do that in the 3rd RS.
d. Watteau v. Fenwick – Fenwick is bar owner who instructed agent, “only buy bottled ales and mineral waters”; Humble is agent who bought unauthorized items (cigars and Bovril – probably to sell on the side thereby harming P); bar run by Humble, his name is on the wall; P undisclosed.  Watteau is third party selling to Humble.  
i. Actual Authority – no, specific instruction not to purchase.
ii. Apparent Authority – no because Fenwick was undisclosed P.
iii. Estoppel – no, also requires disclosed P.
iv. Inherent Authority – 
1. RS2 – Yes because Humble was acting as if he ran the business, entering into usual transactions.
2. Policy – Fenwick, not Watteau should bear the loss, otherwise Fenwick gets away w/ too much = “mischievous consequences.”
3. RS3 – NO LIABILITY because P had no notice or opportunity to take reasonable steps to notify Watteau that Humble did not have such authority.
e. Hypo:  Sylvia decides to enter into the silk importing biz.  The trade is notoriously biased against women, and she fears that her company will suffer if her interest in it is known.  She therefore hires Phil as her general manager, but sets up the company so that Phil appears to the outside world as the owner.  It is common for silk importers to sell to large customers on credit, but Sylvia instructs Phil never to extend more than $50K w/o her approval.  One day, Phil doesn’t ask and extends $150K in credit.  
i. Sylvia is bound under inherent agency power b/c she entrusted Phil with the management of the biz and the transaction was usual in such biz and on P’s account.
5. Ratification
a. RS2 § 82: Ratification is the affirmance by a person of an prior act which did not bind him but which was done or professedly done on his account, whereby the act is given effect as if originally authorized by him.
b. Ratification occurs when a principal affirms a previously unauthorized act by the agent acting on the principal’s behalf.
i. A purported P can also affirm through:
1. Inaction – by failing to repudiate the act.
2. Accepting or retaining benefits while knowing tha the benefits result from an unauthorized act.
c. E.g. A student, without authorization, gets water from Sonia’s for the Professor and tells Sonia’s the Professor will pay.  Professor thanks him, goes to Sonia’s and pays.  Professor’s conduct has ratified the relationship.
d. E.g. Ralph is a janitor at a large residential complex.  He has neither actual nor apparent authority to act for the owner of the complex in renting apts.  He also lacks inherent agency power.  Nonetheless, he shows apt. 1 to Alice and agrees to rent the apt to her on a six-month lease.  Later, when Alice telephones the rental office to check on her move-in date, she speaks to the actual owner.  The owner says, “Well, you know Ralph had no biz renting that apt to you, but we’ll go ahead.”  
i. The owner has ratified Ralph’s previously unauthorized actions.
ii. Alice and the  owner are both bound to the lease.
6. Estoppel
a. This doctrine estops principals from avoiding K liability created by the agent.
b. RS2 § 8(B):  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 third parties who have changed their positions, if:
i. He intentionally or carelessly caused such belief, OR
ii. Knowing of such a belief, did not take reasonable steps to notify them of the facts.
c. P may be estopped from avoiding K liability where:
i. Their acts or omissions, either intentional or negligent, which create an appearance of authority in the purported agent; and
ii. The third party, in reliance on such an appearance of authority, acts reasonably and in good faith and changes their position,
1. Change in position indicates:
a. Payment of money;
b. Expenditure of labor;
c. Suffering a loss or legal liability.
d. Liability extends to UNDISCLOSED principals (RS3).
e. The liability is NOT bilateral – the P cannot enforce the K against the third party on this basis.
i. Only flavor of authority where this is true.
f. E.g. Student buys Cheerios for the Professor, this time the Professor is standing right next to the student when the student says “I’m buying these for the professor, he’ll pay you later.”  Sonia’s would assume student is Professor’s agent and because Professor says nothing, Professor would be estopped from avoiding liability when Sonia’s came back to collect.
g. Hoddeson – Hoddeson bought furniture from a man in a gray suit (with silver sideburns) pretending to be a sales agent.  Hoddeson suid the furniture store for estoppel, claiming the P carelessly caused him to believe the man was an employee by not keeping a watchful eye; inaction.
i. Holding:  AA won’t work because lack of manifestations.
1. Remanded to prove up estoppel elements.
7. AGENT Liability on the Contract:
a. If the principal is DISCLOSED, then the agent is NOT personally liable under the contract unless:
i. It was the clear intent of all parties that the agent be bound; OR
ii. The agent made the contract but without authority.
b. If the principal is UNDISCLOSED or PARTIALLY DISCLOSED, then the agent is personally LIABLE.
i. Agent treated as though he was a party to the K.
ii. Rationale:  Without knowing the identity of P, the third party is presumably relying on the trustworthiness and the creditworthiness of the agent.
iii. E.g. An attorney contacts an art dealer and contracts to buy a famous Picasso.  The attorney explains that she is acting for a client, but declines to identify the client.  The attorney is liable on the contract.
c. The third party must elect who to sue.
i. They can’t sue both.
d. Atlantic Salmon – Atlantic Salmon sold salmon to Curran.  Principal is Boston Int’l Seafood or Market Design, Inc., both corporations that Curran was associated with.  AS is owed $225K on the K for sale.
i. Holding:  Curran is personally liable for corp’s conduct b/c it was not properly formed.
1. Curran had a duty to inform AS he was working for a principal.
ii. Professor’s mother’s couch – company not properly incorporated, so sales agent personally liable.
ii. Torts Law (Professor argues should be more liability – make it look like K liab for company)
1. In order for the Principal to be liable for the Agent’s tortious conduct, the agent must:
a. Be an employee of the principal
b. Acting within the scope of their employment, UNLESS
i. Master intended the conduct
ii. Master is negligent or reckless
iii. Conduct violated a non-delegable duty of the master; or
iv. Servant purported to act on behalf of P and there was reliance upon that apparent authority.
2. RS2 § 219(1):  A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.
a. A servant is an agent whose PHYSICAL conduct is controlled or subject to the right of control by the master.
b. Indicators of a Master-Servant Relationship even when not authorized:
i. A is paid by job or with unit wage
ii. A’s work is part of P’s regular business
iii. P and A’s beliefs about the relationship
iv. Whether P is in business herself
1. If P is in the biz for profit/running it-more likely
v. Who provides supplies
1. If employee – less likely M-S
vi. Location of the work
vii. Term of the relationship
1. Employment at will or one party controls (Humble)
viii. Extent of P’s control over work details
ix. Whether A has distinct business
x. Trade practice of supervision in locality
xi. Skill required of the A
3. Determining whether a Master-Servant relationship exists:
a. Conduct within the scope of employment if and only if:
i. Of a kind employed to perform;
ii. Substantially within the authorized time and space limits;
iii. At least in part to serve master; and
iv. If force used, not expected by master.
b. Humble Oil – A car at the gas station was left unattended and rolled down hill injuring Martin.  Humble argued station operated by an independent contractor (Schneider).  Disclaiming liability for Manis and employees’ tortious acts.  
i. Holding:  M-S relationship between Schneider and Humble; Humble liable to Martin.
1. Humble had control over the details involved in the station’s operation.
a. Schneider made reports of operations
b. Financial control and strict supervision
c. Humble paid 3/4ths of most important operation expenses
d. Schneider only hired lowly employees
e. Agreement at Humble’s will
f. Humble does primary advertising
g. Humble owned property and stock
2. Even though nobody viewed Humble as a master, employees were paid directly by Schneider, and there was a specific K provision repudiating authority.
c. Hoover – Similar factual circumstances to Humble.  Sunoco gas station leased/operated by Barone.  Employee Smilyk dropped cig while filling car, causing a fire and injuring Hoover.  Hoover sued Sun Oil alleging master-servant relationship between Sun Oil and Barone.
i. Holding: NO M-S relationship.  
ii. Case Law Test: whether P retained the right to control the daily operations (details) of the Agent’s business.
1. Important elements to consider:
a. Duration of business relationship
b. Control 
c. Risk of loss
d. Return 
2. P had less control in Hoover than in Humble:
a. P visits, but no duty to follow advice
b. No written reports to P
c. A assumes risk/reward of profits
d. P owns property, not stock
e. Lease subject to termination by both parties
f. A can advertise other products
g. P’s logo is everywhere
4. When No M-S Relationship Exits:  An independent contractor is not subject to the master’s control and may or may not be an agent.
a. Independent contractors will be liable in contract, but NOT in tort.
b. There are 2 types of independent contracts:  AGENT and NON-AGENT
i. Agent independent contractor
1. Subject to limited control by P with respect to chosen result
2. Agent has the power to act on P’s behalf
3. Liable in K, but not in tort.
ii. Non-Agent independent contractor
1. Perhaps less control on P’s part, but
2. Agent has no power to act on P’s behalf.
3. Not liable in K or tort.
iii. Arguello – ¶s alleged that Conoco’s employees discriminated against them.  Court broke up analysis by store type:  Conoco-branded vs. Conoco-owned.  
iv. Conoco-owned:  Employee shouted racial epithets at customer.
1. Did Smith act within scope of employment?
a. Yes, her acts took place while on duty and her interaction was to complete purchase of gas.
b. Conoco authorized her to interact with customers.
c. Tort liability!
v. Conoco-branded: more evidence of racial discrimination.
1. Not employees, but independent contractors, so must be a P-A relationship to hold Conoco liable.  
2. NO agency relationship – Conoco did not control the day-to-day operations of the stores.  Their agreement was not enough to establish a relationship.
a. Provision providing there was no Agency relationship was NOT dispositive.
b. General rule:  Cannot contract out of an agency relationship.
c. Provision was relevant to how relationship was perceived by the parties.
3. NO K or tort liability!
5. RS3 § 2.04(1):  An employer is subject to liability for the torts of employees while acting in the scope of their employment.
a. An employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of work.
i. (3rd gets rid of factors)
b. RS3 doesn’t use “master” and “servant” terminology.
6. AGENT Liability in Tort
a. Agent is always liable in tort regardless of whether P is disclosed.
b. A tort is a tort is a tort.
c. Roles and duties
i. Agent’s Fiduciary Duties to the Principal:  DEFAULT RULES (can K out of them – nothing is mandatory)
1. General Rule – RS2 § 13:  an agent is a fiduciary with respect to matters within the scope of the agency.
2. Duty of Care and Skill – Unless other wise agreed, an agent is subject to a duty to the principal to act with standard care and with the skill that is the standard [in whatever context the situation arises].
3. Duty to Give Information – Unless otherwise agreed, an agent is subject to a duty to give his principal information which is relevant to affairs entrusted to him.
4. Duty of Loyalty – Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal.
a. Account for profits arising out of employment
b. Do not act adversely without disclosure
c. If act adversely, be fair and disclose
d. Do not compete in the subject matter of the agency
i. Agent may COMPARE TO COMPETE
e. Do not act with conflicting interests
f. Do not use or disclose confidential information
g. An agent who draws business away from the P for his own enrichment is liable to the P for his profits.
i. General Automotive – Singer was employed by GA as general manager.  His K stated that he could not engage in other employment.  GA was a small operation so when orders came in that it couldn’t fulfill, Singer would hire another shop to do the work and took a profit.  He didn’t tell GA.  Conflict in employment K: Singer will “devote entire time” and “not engage in other business” – different meaning, looks contradictory.  To avoid K liab, could have picked the first one only.
1. Did Singer breach his duty to inform GA?
a. Yes.
2. Did Singer breach his duty of loyalty to GA?
a. Yes, he acted in self-interest, adverse to GA’s interests.
3. Damages – Breach of fiduciary duty gets damages & DISGORGEMENT of profits.
a. Also breached his employment K.
ii. Principal’s Duties to the Agent:
1. Duty to compensate, indemnify, and protect the agent.
2. In the absence of contrary terms, P has a duty to indemnify A where payments were beneficial to P.
d. Termination
i. Both P and A have the power to end the relationship at any time, and they can exercise that power simply by communicating to the other that the relationship is at an end.  (LIKE DATING – IT’S EASY)
1. E.g.  The City Opera Company signs Maestro Donna Prima to an agreement under which Ms. Prima agrees to conduct exclusively on behalf of the Company throughout the upcoming season.  At one rehearsal, she resigns.  On two prior occasions she had made similar announcements during rehearsals only to return a few hours later.  
a. Viewed objectively, in light of what the Opera Company knows of Prima’s personality and her past conduct, the latest pronouncement does not constitute a renunciation and does not terminate the agency relationship.
ii. Authority terminates if P or A manifest to the other dissent to its continuance:
1. Revocation – what P does/the P revokes.
2. Renunciation – what A does/A renunciates.
iii. Effect of Termination
1. The termination of authority does not thereby terminate apparent authority.
a. All other powers of the agent resulting from the relationship terminate.
2. Apparent authority terminates when the third party receives notice.
iv. Agent’s Duties to Principal After Termination
1. Using Confidential Information After Termination of Agency:
a. Unless otherwise agreed, after termination, the agent:
i. Has NO duty not to compete
ii. Has a duty not to use or disclose trade secrets (e.g. customer lists), but is entitled to use general information (e.g. customer names retained in memory)
iii. Has a duty to account for profits made from the sale or use of trade secrets
II. PARTNERSHIPS
a. Aggregate vs. Entity View
i. Aggregate – the partnership is an aggregation of its partners, with no separate legal identity of its own.
1. UPA is aggregate-based
a. Characterizes partnership dissolution as “the change in the relation of the Ps caused by any P ceasing to be associated in the carrying on of the business.”
2. But treats some rights as entity rights:
a. E.g. property rights – Ps have no right to use PT assets for personal uses.
b. E.g. Every partner is an agent of the partnership
ii. Entity – a partnership is a separate legal person, with a legal identity distinct from its partners.
iii. HYPO:  A state statute prohibited banks from making loans to their own directors.  A bank made a loan to a PT in which one of the bank’s directors was a partner.  A court held that the bank had not violated the statute, since the PT was an entity separate from its partners.
1. A court in another state reached the opposite conclusion b/c it considered the PT to be just a mere aggregation of individuals, thus the loan was to each individual partner, and held the bank in violation.
b. Formation
i. UPA § 6(1) Definition: An association of two or more persons to carry on as co-owners of a business for profit.
1. To form – carry on a certain pattern of practice.
a. E.g. if you start working with someone even though there is no K and you carry on as co-owners (rather than employer/employee) of a business for profit, then you have a partnership.
b. Written agreement is NOT necessary; it’s the default bizass.
ii. UPA § 7: In determining whether a partnership exists:  
(LOOK FIRST TO AGREEMENT)
1. The sharing of gross returns does NOT establish a partnership;
a. Gross Returns – interested party/like the chicken/salesman (eggs)
i. Chicken can put in eggs and live to see another day/walk away.
b. You care about how much money the business takes in because you’re getting a commission based on total sales.
i. Don’t care about profits b/c how much you get paid stays the same.
2. The receipt by a person of a share of the profits is prima facie evidence that he is a partner.
a. Share of profits – you are a committed party/partner – like the pig (bacon)
i. Pig becomes the bacon and is fully committed.
b. General Automotive illustration:
i. Singer’s commission is 3% of gross sale to Husco ($340K), which = $10K.
ii. Profits = $64,088.  To get $10K from profits, Singer needs to be paid at a 15%.
iii. If profits from sale dropped to $32K, 15% would be $5K – Singer gets half of what he got when profits were maximized.  But if the commission $ is tied to commission (percentage of sale), then the company’s profits are irrelevant.
iv. Singer is an agent/employee, NOT a partner!
c. UNLESS such profits were received in payment:
i. As an employee
1. Fenwick – Fenwick opened a beauty shop where Chesire was his cashier.  Chesire wanted a raise, Fenwick enters into a “Partnership Agreement,” agreeing to pay same salary + 20% net profits, “if the business warrants it.”  Fenwick covers all losses.  
a. Holding:  NOT a partnership (fits exception to the pf rule) – the agreement was not conclusive – intent was to increase Chesire’s wages.
b. Factors considered:
i. Return – F can use language to deny her profits – subject to his interpretation.
ii. Risk – F bore all losses.
iii. Control – Fenwick had all mgmt control.
iv. Duties – But full time; F=mgr; C=clerical
v. Duration – either could sever w/ 10 days’ notice.
2. Direct Indicia: (employee or partner?)
a. Intent
i. Express language of agreement
b. Posture towards third parties 
i. Tax returns; others
3. Indirect Indicia:
a. Who bears risk
i. One person bearing risk less likely to be a partnership
b. Who exercises control
i. One person controls less likely to be a PT
c. Duration
i. If one can leave w/o any effect on the biz, less likely carrying on as “co-owners”
d. Liability to Third Parties
i. Partners jointly and severally liable
e. Rights on Dissolution
	“Partner”
	------------
	“Wage Earner”

	Participates in all important decisions
	(Control)
	Obeys instructions; has no important discretion

	Has expressly agreed to share losses
	(Express Loss Sharing Agreement)
	Has never agreed to share losses; when losses occur, payout doesn’t change

	Contributed property to the business
	(Contribution)
	Merely works in the business

	All payout via profit share
	(Importance of profit share)
	Profit share is only icing on the cake

	Called a Partner
	(Self-labeling)
	Called an employee



ii. As interest on a loan, though the amount of payment may vary with the profits of the business.
1. Peyton – Peyton loaned $2.5M in marketable securities to KNK.  In exchange, Peyton received dividends, 40% profits (capped), option to buy equity and inspection and veto rights.  When KNK went under, its creditor Martin went after Peyton, saying they formed a PT.	
a. PT formed? No, although there was sharing of profits, not all profit-sharing arrangements indicate a PT.
b. All the features of the agreement were consistent with a loan agreement.
2. E.g. Caesar lends money to Julio, who personally owns a company that produces and markets cheese.  The loan agreement provides that, until the money is repaid Caesar: (i) will receive a share of the company’s profits in lieu of interest; (ii) may have the marketing rights for 50% of the company’s output; and (iii) may have his own accountant check the company’s finances weekly and approve any payments to be made by the company in excess of $100.  The loan agreement also expressly states that Caesar and Julio are not Ps, but creditor/debtor.
a. CLOSE CALL 
3. Factors to consider (Fenwick)  (direct and indirect indicia)
a. Intention of the parties
b. Right to share in profits
c. Obligation to share in losses
i. Very strong evidence of PT – not a prerequisite
d. Ownership and control of the partnership property
e. Contribution of capital
f. Right to capital on dissolution
g. Control of management
h. Conduct toward third parties
i. Right on dissolution
iii. Default Rules for Partnership “Form” (UPA § 18)
1. All profits are shared equally.
2. Each partner shares losses pro rata according to his share of the profits.
a. If PT doesn’t change their rights to profits (i.e. = 50/50), then their share of losses will be 50/50.
3. Each partner has equal rights to management.
a. Better way – manage and vote based on share of profits or capital contribution.
4. Differences in opinion in governing partnership are subject to a majority vote.
5. No partner can draw a salary for carrying on partnership business.
a. Modify to give yourself a salary.
iv. No formal registration requirements.
1. + Easy to form
2. – default and greater liability
c. Relating to Third Parties
i. Partner’s personal liability is mandatory.
ii. UPA § 9:  Every partner is deemed to be an agent of the partnership.
1. The act of every partner binds the partnership, unless:
a. The partner has no authority and the person with whom he is dealing has knowledge of that fact.
iii. UPA § 13:  The partnership is bound by the partners’ wrongful acts.
iv. UPA § 15:  All partners are liable jointly and severally for partner misconduct.
1. Each P may be held individually liable for the full amount of the partnership’s debt (regardless of their percentage of profits).
2. A creditor may pursue any one of the partners individually.
v. Partnership by Estoppel:  2 Situations in which this Arises
1. Fake P binds himself – UPA § 16(1):  If a person who represents himself as a partner creates liability for himself as if he is an actual member of a partnership.
a. E.g. Bill Gates says, “I’m a member of the Burns Power Plant PT” to Lisa and “as a member of the PT, we are going to sell you a plant for $10.”
i. By estoppel, Bill Gates is bound under the K as if actually a member of the PT.
2. Fake P binds the PT – UPA § 16(2):  If a person has been represented to be a partner, he is an agent to the person consenting to that representation and can bind them as if he’s a partner.
a. E.g. Partner in Burns’ PT says, “Yeah, Bill Gates is a partner.”  Now the partnership is bound by Bill’s K even though Bill isn’t a partner.
d. Roles and Duties
i. Duties
1. Primary concern – partners who make secret profits at the expense of the PT.
2. UPA DEFAULT Rules:
a. Every partner is deemed to be an agent of the partnership.
i. Duty to share info, duty of ordinary care, and duty of loyalty apply.
b. Effect:  Not really a mandatory duty of care rule under UPA.
3. UPA MANDATORY Rules:
a. Render true and full information on demand.
b. Account for profits from any transaction connected with the partnership.
i. E.g. would cover General Automotive v. Singer if a PT
c. Each partner has a right to a formal accounting.
d. Note: demand for info need not be reasonable
i. E.g. tell me what you’re making!
e. Meehan – Obligation to disclose plan to leave when asked directly
i. PC was a large law firm.  Two key partners, Meehan and Boyle, decide to leave the firm and start their own firm.  They approach another P and associate.  They leased new space, sent letters to existing clients (on PC letterhead) and said no to Ps when they asked if they were thinking of leaving.  
1. Did Ps breach their fiduciary duties to other Ps?
a. YES – When planning to leave the PT, when asked directly, a P must answer honestly.
b. OK to start preparing to compete.
2. Also a Loyalty duty violation – unfair advantage in obtaining clients b/c letterhead indicated clients did not have a choice to stay with PC.
3. Note:  Associates in law firms are agents.
ii. Problem here was that the Ps not only prepared to compete, but acted in two problematic ways:
1. Lied when asked if prepared to compete
2. Competed unfairly by using old firm’s stationary
4. RUPA Rules:  (Mandatory, but more flexible – can be modified)
a. Duties (not fiduciary, but affirmative/no longer on demand) with respect to information:
i. Maintain books and records
ii. Provide access to books and records
iii. Furnish to each partner:
1. Without demand, information reasonably required for the partner to exercise his rights and duties (manage)
2. On demand, provide all other information unless unreasonable.
iv. Modification of info duty is permitted by agreement, so long as it doesn’t unreasonably restrict access to books and records.
b. Duty of Loyalty: (*Claimant argues highest punctilio of honor)
i. Account to the partnership and hold as trustee and profit, or benefit derived by the P in the conduct of the PT, including a PT opportunity;
ii. Refrain from dealing as or on behalf of a party with an adverse interest to the PT; and
iii. Refrain from competing with the PT in the conduct of the PT business before the dissolution of the PT.
(**Self-interest is not dispositive**)
iv. Modification of loyalty duty is permitted by agreement, so long as it is not eliminated and modification is not manifestly unreasonable.
v. Meinhard – Duty of loyalty includes affirmative DISCLOSURE obligation
1. Meinhard and Salmon entered into a joint venture (like PT but for a defined purpose) re a 20-year hotel lease.  Salmon didn’t have enough money, so Meinhard provided half and Salmon ran the hotel.  Building owner approached Salmon to expand the business and they agreed to a new lease.  Salmon did NOT TELL Meinhard.  
a. Does the new lease come within Salmon’s fiduciary obligation to his JV P as a JV opportunity?  YES – Ps owe each other the “HIGHEST PUNCTILIO OF HONOR” (Cardozo).
b. Cardozo – duty not to think of yourself.
c. RUPA – rejected!  OK to think of yourself.
c. Duty of Care:
i. Refrain from gross negligence, or worse (i.e. reckless conduct, intentional misconduct, or a knowing violation of the law).
ii. Modification of duty of care is permitted by agreement, so long as it doesn’t unreasonably reduce that duty.
ii. ROLES:  Default Rules 
1. Every partner has right to reimbursement from partnership for money “reasonably incurred” in the “ordinary and proper” conduct of business.
2. Partners have equal rights to management.
3. Every partner can bind the partnership in ordinary business matters, unless a majority agrees to change.  
a. National Biscuit Company – Freeman and Stroud are in a PT.  Stroud tells Nabisco he won’t buy any more bread – he did so b/c fed up with Freeman and thought he could just tell the supplier to stop supplying.  Freeman tells Nabisco that he wants to order more bread.  Stroud appears to be the more powerful P, but not in K so default rules apply (50/50).  Nabisco wants their money.
i. Is Stroud liable for agreement between Freeman and Nabisco?  Yes, Freeman was acting in the ordinary course of biz and has the authority to make decisions with respect to buying bread.  
ii. Because there was only 2 Ps – 50% is NOT a majority – so Stroud could not vote to change Nabisco’s conduct.
4. Unanimous consent is required for any act in contravention of any agreement between the Ps.
5. An act of a partner that does not carry on the usual business does not bind the partnership unless authorized by the other partners.
6. Partnership agreement can alter management and control.
a. Day – Day is a senior partner at the firm, but not on the executive committee.  The partnership agreement gave management power to the executive committee.  Day was running the Washington office.  Sidley Austin wants to merge with another firm in D.C.  Day was made co-manager and had to move.  Day sues, alleging fraud (the firms said no one would be worse off), breach of fiduciary duty (firm didn’t tell Day they were switching offices).
i. Holding:
1. Day did not have an equal right in management b/c he contracted out – agreed to allow exec cmte to decide.
2. No fraud – Prof argues court improperly dismissed this claim.
a. Issue:  Is Day worse off?
3. No fiduciary duty – properly dismissed: no fiduciary duty for failure to reveal information regarding internal structure of the firm.
a. No loyalty prob – in the firm’s interest
b. K provides selective disclosure is OK
e. Partnership Property
i. UPA § 24:  The property rights of a partner are:
1. Rights in specific partnership property
a. P is a co-owner with his partners of specific partnership property holding as a “tenant in partnership”
i. Consists of a right to share in the profits of the PT and the right to receive, when the PT ends, the value of any property contributed to the PT.
b. However, his rights are not really usable because of restrictions:
i. A right to possess partnership property for partnership purposes ONLY
ii. Right to specific partnership property is NOT assignable
iii. Right in specific partnership property is NOT subject to attachment, unless partnership debt.
2. Interest in the partnership 
a. = IS his share of the profits and losses.
i. The partnership interest is personal property.
ii. Can assign/sell.
b. Assignment of partnership interest entitles assignee to future profits, and undiscovered claims.
i. Putnam – Frog Jump Gin is owned by Charltons and Putnams as partners.  Husband Putnam dies, Shoafs come along.  Charlton and Putnam put money into the partnership in exchange for Mrs. Putnam’s quit claim deed release.  After Husband dies, accountant was stealing money and Shoafs take responsibility – accountant had stolen $86K.  They sue accountant, Mrs. Putnam wants her piece of the damages – argued acct. stole from her not Shoafs.
1. Partnership property – like undiscovered oil.
2. Profit/loss is made when it becomes known.
3. Quitclaim deed – improper – she got rid of everything, but only thing transferrable was her interest in the PT.
3. Right to participate in management
a. (see ROLES section)
ii. RUPA § 501
1. A partner is NOT a co-owner of the partnership property and has no interest in the partnership property that can be transferred, either voluntarily or involuntarily.
a. Entity view  tenant language gone, but nothing changes substantively.
b. ONLY transferrable asset = income stream/P’s share of the profits and losses of the PT and the P’s right to receive contributions.
i. May not assign management rights, etc. w/ agreement from Ps.
f. Termination  (Dissolution)
i. You always have the power, but not necessarily the right to dissolve a partnership.
ii. LIKE LIVING TOGETHER
iii. Three steps to termination:  (1) Dissolution, (2) Winding Up, (3) Termination
1. Dissolution
a. UPA § 29:  Dissolution occurs when a partner ceases to be associated with the partnership.
i. Compare: RUPA
1. Disassociation by one P is possible without the entire PT dissolving.
2. ALSO – good will not deducted from what disassociating P gets when he leaves.
b. UPA § 31: Dissolution is caused –
i. Without violation of the agreement between partners:
1. By termination of a definite term or particular undertaking specified in agreement;
a. Owen – Owen and Cohen enter into a PT for 3.5 months for bowling alley.  Cohen is lazy and stole money – wants to expand biz for gambling.  Owen went to court to dissolve the PT.
i. Decree of dissolution required?  YES – Cohen could not dissolve w/o going to court b/c there was an implied term in agreement.  
ii. To avoid wrongful dissolution, Owen sought a decree on the grounds that Cohen’s conduct made it not reasonably practicable to carry on their business.
iii. Implied term – when P advances a sum of money to a PT w/ the understanding that it was to be a loan repaid when feasible (=particular undertaking), PT is for the term reasonably required to repay the loan.
2. When no definite term or particular undertaking specified, by express will of a partner;
a. Page – Rich and poor brothers each put in $43K to start linen supply biz.  Rich bro gives $47K note.  Biz gets better, rich wants to dissolv.  
i. Holding – OK to dissolve at will 
ii. No implied term as in Owen b/c money not a start-up loan, so PT not formed w/ purpose to repay.
iii. Ps’ hope to repay the loan out of PT profits not enough.
iv. Note:  Even though the PT may be dissolved, the power of the P to dissolve must be exercised in good faith – not just to gain profits for himself, but to compensate co-P.
b. Prentiss – PT at will between Prentiss (15%), Sheffel, and Iger (85% together); after dissolution, court orders sale of assets.  S&I buy for $2.5M ($1.25M each).  Distributed under § 40(b).  Prentiss gets 15%.
i. 85% owners bid “paper money” b/c they get proceeds from the sale.
ii. Basis for dissolution = no longer carrying on as co-owners of the biz.
iii. S&I froze Prentiss out.
3. By express will of ALL partners who have not assigned their interests; and
4. By expulsion of any partner in accordance with powers conferred by the agreement between the partners.
ii. With violation of the agreement between partners:
1. Where the circumstances do not permit dissolution under any other provision.
2. Wrongful Dissolution – to avoid must get a decree of dissolution from the court (Owen but see Collins).
c. Dissolution by Court permissible if:
i. Partner hurts partnership, OR
1. See Owen.
2. BUT – Collins – Court held no judicial dissolution just b/c bad blood between Ps.
a. Collins and Lewis entered into PT to run a Cafeteria.  Collins provided funds, Lewis, mgmt.  Collins sought dissolution b/c losing money. Collins tried to foreclose of Lewis who wants to continue the business.
b. Jury – Collins unreasonably interfered
c. Appellate – not dissolving and letting the culpable party out.  
d. Result – no judicial dissolution; can’t dissolve w/o agreement w/ Lewis.
ii. Business can only be carried on at a loss.
d. UPA § 18:  Each P shall –
i. Be repaid contributions, and share equally in the profits and surplus remaining after all liabilities are satisfied;
ii. Must contribute towards the losses, whether capital or otherwise, sustained by the PT according to his share in the profits.
1. Kovacik – CA – parties orally agreed to form PT; K invested $10K and R invested services; split profits (NO salaries).  10 months later, K dissolves b/c losing money.  Remaining assets minus losses
a. K can’t recoup any losses from Reed
b. CA Rule:  Upon loss of any money, the P who contributes capital is not entitled to recover any money from the P who contributed only services.
i. = person who put in the money has to bear the full loss.
ii. Note:  Contributing a nominal amount of capital avoids this rule.
iii. Note:  If R had received salary, might not apply.
iv. Assumes person contributing ONLY labor is less sophisticated.
v. UPA penalizes services P/CA penalizes capital P
vi. RUPA specifically REJECTS KOVACIK – adopted by CA – what result?
vii. 
2. Winding Up
a. The Ps who have not wrongfully dissolved the PT have the right to wind up the PT affairs.
b. Following a rightful dissolution, liquidation is the typical default.
i. Each P, unless otherwise agreed (e.g. continuation agreement), may have the PT property applied to discharge its liabilities, and the surplus applied to pay IN CASH the net amount owing to the respective partners
c. When dissolution is caused in contravention to agreement:
i. Good Ps get:
1.  right to damages for breach and 
2. may continue the business;
ii. P who caused the wrongful dissolution gets:
1. Remaining cash less damages if biz terminated;
2. Value of interest, less damages, if biz continues.
a. Good will deducted
b. Good will = value of intangible assets, such as business’ reputation, brand names, patents.
c. Cf RUPA – good will not deducted.
d. Rules for Distribution of Profits (Default)
i. Order of Asset Liquidation:
1. Outsider creditors are paid off;
2. Inside creditors are paid off; (e.g. Ps who’ve made loans or leased property)
a. E.g. Owen is entitled to repayment of his loan before Cohen gets anything.
b. Includes partner salaries
3. Ps are repaid their invested capital; 
4. Any remaining funds are divided, as profit, according to each P’s ordinary profit percentages.
ii. E.g. Homer and Bill Gates create a PT and agree to share profits 50/50.  Bill invests $100 and Homer earns a salary of $40.  Moe sells the PT $30 worth of beer on credit. They sell the biz and get $150.  Liquidation ensues.
1. Moe gets paid first = -30
2. Then Homer = -40
3. Then Gates = -80 (left)  goes to Gates
4. Loss = -20 – How is it divided among the Ps?
a. 50/50 – Gates pays himself $10 and Homer pays Gates $10.
e. ALTERNATIVE to Wind-up:  (technically, new PT formed)
i. Continuation agreement – when P disassociates and old PT dissolves (UPA), by agreement, a new PT is formed.
ii. Continuation following wrongful dissolution
1. Pav-Saver – Guy invents a machine.  He owns a corp.  He teams up with a lawyer to produce and sell machines via a new PT.  They carry on for awhile.  Lawyer puts in money.  Inventor’s company leases the patent rights to the machine to a new PT.  Recession hits.  Disagreement over direction of company.  Inventor wants out and tries to terminate.  Lawyer takes over.  Inventor goes to court, trial court rules in lawyer’s favor.  
a. Holding: Wrongful termination; Lawyer can continue the biz and possess the PT property, including the patents.  
b. Inventor doesn’t get money for the patents b/c their only value = goodwill (deducted under UPC).
i. PT agreement: called PT permanent and had wrongful termination provision that said patents were to be returned.  
ii. Would get goodwill under RUPA.
c. Note:  Would get goodwill if RIGHTFUL termination.
3. Termination – once dissolution and wind-up are completed, PT is terminated.

III. UNINCORPORATED LIMITED LIABILITY ENTITIES
a. Limited Liability?  Some.
b. Formation?  Formalities required.
c. Tax treatment?  Pass-through taxation (i.e. only taxes as individuals, not as legal entity)
d. TYPES:
i. Limited Liability Partnership
1. General partnership with limited partner liability
a. E.g. only the P involved in or directly supervising is liable in torts involving the PT.
b. Closest entity to a general PT.
i. Preferable: don’t want to be liable for the torts of others.
c. Formation – file a statement of qualification with the Secretary of State.
d. Obligations are of the PT, not the P.
ii. Limited Partnership
1. Recognizes that in some cases the people who form the PT are bringing different things to the PT.
a. Some people are only bringing money – investors – not fair to have them liable when they have no conrol.
b. Encourages investment.
2. 2 types of partners
a. General – full personal liability; they invest and control the business
i. Corporation can be a general or limited partner
b. Limited – only those who participate in control can be held liable.
iii. Limited Liability Limited Partnership
1. Limited partnership in which general partners get limited liability.
2. Has both limited and general partners.
iv. Limited Liability Company
1. Make the jump to true limited liability for everyone who is invested in the business.
2. Formation: Must file with the state.
3. LLCs qualify for pass-through taxation.
4. Ideal: combine tax benefit of PT w/ limited liability of corporation.
v. S Corporation
1. Same limited liability of Corporation, and same tax treatment of PT.
2. Constraints on number of shareholders, source of corporate income, types of shareholders, deductions on pass-through losses.
vi. After companies reach a certain size, they must convert to a corporation to go public.
IV. CORPORATIONS
a. Corporation = A legal “person” possessing the following attributes:
i. Limited liability – the liability of wrongs committed by the corporation can be limited to just the corporation itself and not extended to the people who own the corporation.
1. Unless otherwise provided in the Articles, SH is not personally liable for the acts or debts of the corporation unless become so by his own conduct.
ii. Separation of ownership and control – people who own the corporation are not necessarily the same people who control it.
1. Owners elect the Board of Directors, which delegates day-to-day duties to management.
iii. Liquidity – the people who have a stake in the corporation can enter and exist easily; their ownership stake is liquid.
iv. Flexible capital structure – the way that the money comes into the business can vary.
1. Facilitates more investment.
2. Claims on the corporation’s assets and future earnings issued in the form of securities.
3. Securities:  permanent, long-term claims on the corporation’s assets and future earnings issued pursuant to formal contractual instruments.
4. Capital Structure: The debt securities and equity securities TOGETHER constitute the firm’s capital structure.
a. Debt securities – fixed claims
i. Funds borrowed by the firm
ii. Firm pays interest and, at “maturity,” returns the principal.
iii. 2 Kinds:
1. Bank debt
2. Bonds
b. Equity securities – variable/residual claims
i. Owners of the corporation
ii. Right to firm’s earning and, in liquidation, firm assets AFTER all other claims are satisfied
iii. Right to elect directors and vote on major corporate decisions
iv. Typically, divided equally among the outstanding common shares (shares of stock).
v. 2 Kinds:
1. Common stock – paid dividends
2. Preferred stock – fixed return in perpetuity
v. “[T]he limited liability corporation is the greatest single discovery of modern times.”
vi. Governed by the law of the state of incorporation.
1. State law will determine the internal affairs of the corporation.
a. E.g. Model Business Corporations Act
b. DE law
2. Public companies – governed by federal law.
3. Private companies – federal law restricts share transferability.
vii. A state may not exclude a foreign corporation (i.e. firm incorp in another state) engaged in interstate commerce.
viii. Possesses some constitutional rights; separate taxpayer (double taxation); requirement for formal creation.
1. Since 1907, Congress has banned corporations from contributing to federal political campaigns.
b. 3 Types of Corporations:
i. Closely Held – shares themselves often contain restrictions on transfer.
ii. Private – limited size or number of shareholders.
iii. Public – shares are freely tradeable.
c. LIKE MARRIAGE
d. Formation
i. Requires formal creation under state auspices
1. Unlike partnerships and agency where just look at course of action.
2. 3 Steps to forming a Corporation:
a. Pick a state 
b. Draft the Articles of Incorporation and By Laws
i. Articles of Incorporation (AKA Certificate of Incorporation; Company Chartter):
1. Must include –
a. Name
b. # Of shares
c. Address
d. Incorporators
2. May Include –
a. Initial directors
b. Management
c. Limits on rights
d. Liability on a shareholder
ii. By-Laws:
1. May include –
a. Provision for managing the business and regulating the affairs of the corporation.
c. File the Articles with the Secretary of State
i. When the corporate existence begins.
d. Final Steps After Formation
i. Conduct an Organizational Meeting
ii. Finalize Directors
iii. Appoint Officer
iv. Adopt By-Laws
ii. Defective formation
1. De Facto Incorporation – Treat improperly-incorporated entity as a corporation if its organizers:
a. Tried to incorporate in good faith;
b. Had a legal right to do so; and
c. Acted as if a corporation.
2. Incorporation by Estoppel – Treat as proper corporation if person dealing with the firm:
a. Thought the firm was a corporation; and
b. A windfall if allowed to argue that the firm was not a corporation.
iii. Promoters
1. One who claims to act as an agent PRIOR TO incorporation (raising money for the corporation/outdated concept).
2. Legal Issues:
a. Does the corporation become a party to the K?
i. Yes, if the K is adopted.
b. Is the promoter liable if the corporation breaches?
i. Yes, unless company and investor release.
c. Is the promoter liable if the corporation is not formed?
i. Yes, under MBCA § 2.04.
e. Relating to Third Parties  
i. Shareholder Liability
1. Major Break!
2. MBCA § 6.22(b):  A shareholder of a corporation is not personally liable for the acts or debts of the corporation except that he may become personally liable by reason of his own acts or conduct.
a. Shareholder losses are limited to the amount the shareholder has invested in the firm.
b. It is the corporation is a legal person that incurs the debt or commits the tort.
c. Rationale:  It’s the directors that are running the business – SH may not actually have much control.
i. Good for business – brings in investment money.
d. In order to hold SH personally liable, the claimant must pierce the corporate veil.  To pierce:
i. Unity of interest, AND
1. Test:  Is the SH doing business in his own individual capacity, shuttling his personal funds in and out of the corporation without regard to formality?
2. Factors:  
a. Lack of corporate formalities
i. Record board meetings – even if by yourself
b. Commingling of funds and assets
i. Separate bank account 
c. Severe under-capitalization
i. Enough money in account to carry out biz
d. Treating corporate assets as one’s own
3. Walkovsky – Walkovsky was severely injured by a taxi cab.  He sued Carlton personally, who owned 10 cab companies, each owning 2 cabs.  No allegation Carlton isn’t respecting corporate formalities.
a. I1: Can we hold Carlton (SH) responsible?
i. NO – unity of interest b/c formalities respected.
ii. Lesson: Respect corporate formalities and take out the min. insurance; biz can avoid some of the cost of their activities.
b. I2:  Can we hold sister corps responsible?
i. Court doesn’t resolv.
ii. Not to pierce would otherwise sanction fraud or injustice.
1. Easily met
2. Unjust enrichment = use of corporate facades to avoid its responsibilities to creditors.
3. Subjective prong
a. Evidence of fraudulent intent NOT necessary
b. More than just injured party not getting paid
c. In SL – PS shipped goods and SL owed them $$.
4. Sea-Land – Sea Land shipped peppers and Pepper Source stiffed them on the bill.  SL went after PS, but PS had no assets.  SL went after its SH, Marchese.  Marchese was the co-SH of another corp, Tie-Net, and sole SH of multiple corps.  Marchese didn’t even have his own personal banking account – used corp acct to pay alimony, healthcare for pet.  
a. Holding:  First half of test met b/c SL was undercapitalized, funds and assets were commingled, and had moved and borrowed w/o regard for source; remanded on second prong, where ct found SH had promised payment knowing = injustice.
b. Court allowed reverse pierce of corp where SH only 50% owner – unusual effect is that innocent SH being negatively affected.
i. Probably wouldn’t be allowed if he were a minority SH.
e. Reverse Piercing – 2 Steps (want to hold SH’s other corps liable)
i. Pierce the corporate veil and hold SH liable
ii. Hold SH’s other corps liable.
f. Enterprise Liability – (can’t show pierce corp veil, but want to hold sister corps liable)
i. If there is disrespect for corporate formalities taking place between various sister corporations, the larger corporate entity will be held financially responsible.
ii. Maintain separate books and bank accounts for each corp, plus careful accounting for supplies, etc.
iii. Does NOT require holding a SH liable or commingling between SH and his corp.
ii. Lender Liability
1. Cargill – Only when the lender is the principal.  See Agency discussion.
f. Roles and Duties
i. Directors’ duties to debt holders
1. Bottom Line:  Governed by K law
a. Analysis turns on:
i. Interpretation of express terms
ii. Implied Duty of Good Faith and Fair Dealing 
1. Duty owe to any party you contract with
b. No fiduciary duties to debt holders 
i. Rationale: Arm’s length transaction; clear lenders just want money and don’t give business much latitude.
2. Basic Features of Bonds:
a. Typically issued in $1K denominations
b. Coupon rate = interest rate paid on the face value of the bond
i. E.g. $1K bond with an 8% coupon rate.
1. Pays $80/year in interest for 10 years. 
2. At end of 10 years, get $1K back.
ii. When interest rates go DOWN, the market value of bond goes UP
3. Bond agreements usually in the form of standard indentures
a. Bond indenture:  K between a corporation and a bondholder
i. Typical provisions/Standard terms:
1. Default provision – if a company violates the K, a bondholder is entitled to immediate repayment of the bond’s face value (“acceleration”).
2. Restrictive covenants – 
a. Limit the firm’s ability to pay dividends
b. Limit use of proceeds
c. Specify financial ratios (e.g. debt : equity)
i. Lender wants firm to carry less debt, which reduced value of firm, making it harder for them to repay.
3. Negative pledge covenants – Restrict the firm’s ability to issue debt senior to the bond in question.
a. E.g. I lend Disney $20M, as part of K I don’t want them to pledge their theme parks as collateral to another lender.
4. Liquidation clause – If issuer is liquidated, the debt must be paid off at the face amount.
a. E.g. I lend to Disney as ongoing business.  If it sells off all its assets, I want my money back.
5. Successor obligor clause – when a corporation transfers all or substantially all of its assets to a successor entity, that entity may assume the debt obligations of the company.
a. E.g. If I lend to Disney, and it changes names and transfers everything to a new corp, then loan is still not in default.
b. At the time a plan of liquidation is determined, all or substantially all assets must be transferred to a single purchaser/not piecemeal. (Sharon Steel)
ii. Determining which indenture provisions to apply:
1. Sharon Steel – UV issued $123M face value bonds at below market interest rate.  UV adopts plan for liquidation.  Three businesses: in March, sold Federal Electric for $345M; in Oct sold oil and gas for $135M.  Mueller Brass, mining prop, and $322M in cash left.  Nov – SS bought remaining assets for $107M cash and issued bonds w/ market value of $353M to UV equity holders.
a. Bondholders want to accelerate bonds so  they can reinvest and take adv of higher interest rates
b. SS argues successor obligor clause applies b/c proceeds rec’d from earlier piecemeal sales are assets = all or substantially all UV’s assets.
i. Wants to avoid redeeming bonds b/c paying below-market interest rate.
c. Lender wants liquidation clause to apply so they can redeem the bond and re-lend at higher rate.
d. Holding – boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of liquidation unless all or substantially all of the assets of the company at the time the plan of liquidation is determined upon are transferred to a SINGLE purchaser.
i. At time of liquidation there were 3 transactions – look at all 3.
ii. Roles and Duties of Directors
1. Directors responsible for managing the business of the corporation
2. Directors owe fiduciary duties exclusively to shareholders
a. = Shareholder Primacy 
b. Dodge – Ford owns 58% of Ford and Dodge boys own 10%.  Ford decides he doesn’t want to keep paying dividends, plans to reinvest profits in the company (expand and build River Rouge plant).  Dodge sued to (1) require Ford to issue special dividends and (2) enjoin the plant construction.  
i. Holding – Ford must issue the special dividends b/c primary intent is to benefit community, then SHs (testimony), but can continue construction plans b/c court doesn’t want to question the business judgment of Ford’s Directors.
ii. SH benefit should be the Directors’ PRIMARY concern.
iii. Lesson: Directors must testify they are doing things for best interest of the SHs.
iv. Failed first exception to BJR – won’t apply if D not acting with honest belief that actions are in the best interests of the SHs.
c. Board can only take actions that maximize the wealth of the SHs (= intra vires/within power), UNLESS get a unanimous vote (then ultra vires/outside power OK).
3. Compare: Stakeholder Theory – where Ds owe a duty to everyone who has a stake in the business.
a. Including: employees, the community, customers, and SHs.
b. Based on theory that corporations under SH primacy will be evil/focus only on profits.
i. E.g. Ford Pinto case
c. Counterarg – Corporations can be smart, savvy, and public-oriented but still believe they are ultimately serving the long-term interests of shareholders.
4. Note:  Both Directors and Officers owe fiduciary duties.
5. To protect Ds from liability:
a. Business Judgment Rule
b. Draft Waiver into Articles of Incorporation:
i. Eliminate or limit D’s personal liability for breach of duty of care, unless Ds do not act in good faith or fraudulently.
ii. Duty of loyalty can NOT be waived
iii. SHs decide if they want the right to enforce a duty of care claim against their Board.
c. Corporate Indemnity
i. A corporation can indemnify a Director if:
1. D acted in good faith; and
2. No reasonable cause to believe D’s conduct was unlawful.
ii. Promotes settlement.
d. Directors & Officers (D&O) Insurance 
i. Can cover a broader scope of wrongs than indemnity, including: 
1. D’s illegal and bad faith acts 
6. 2 Fiduciary Duties:
a. Duty of Care – Ds must act in good faith, in a manner reasonably believed to be in the best interest of the corporation, 
i. = Standard of Conduct – ONLY ASPIRATIONAL because it is limited by the business judgment rule.
ii. Procedural, not substantive review.
1. Lower standard – the court won’t look at what you did, only HOW you did it.
iii. Compare: Torts
1. A duty of care is a legal obligation imposed on an individual requiring that they adhere to a reasonable standard of care while performing acts that could foreseeably harm others.
iv. Also, must be informed, and devote ongoing attention.
v. D’s INACTION is not covered by the BJR
1. Francis – Reinsurance brokerage business.  Charles Sr. died and handed over 48% interest to wife.  She was a D, but was inactive, listless, and drank too much.  Charles Jr. and bro were active in management and embezzled large sums in form of nominal “loans.”
a. Holding – B/c D of company that held funds in trust, she breached her duty of care by failing to maintain basic knowledge and supervision, real financial statements and object to misconduct.
b. She was the PROXIMATE CAUSE of the client’s loss b/c if she’d pointed out the illegal action, boys would’ve returned money.
i. Prof – Sons started stealing 3 years before wife became a D and “would steal the shirt off [their dad’s] back.”
2. Additional AFFIRMATIVE DUTIES if corporation holds funds in trust:  (Francis) (Duty extends to customers) 
a. Maintain basic knowledge and supervision;
b. Read and understand financial statements; and
c. Object to misconduct and, if necessary, resign.
7. Business Judgment Rule 
a. Presumption: Ds are informed, act in good faith, and in the best interests of the shareholders.
b. Courts defer to Directors’ business judgment (BJR) if: 
i. Honest belief acting in best interests of corporation (DUTY OF CARE)
1. “Corporation” interpreted = Shareholders
2. Ford – lost under this prong b/c acting in primarily in community’s interests.
a. Only way to fail is to make clear you are not acting in the shareholders’ best interests.
3. Kamin – Amex thought it was a good idea to buy stock in DLJ.  Bought 2M shares for $30M.  Value decreased, then worth $8M.  Amex then dividended out the stock to SHs.  SHs claimed that if the Board would’ve handled it differently, (e.g. sold instead of dividend) they would have been offset against a $26M tax loss.
a. Holding – Whether or not to dividend was a matter of biz jmt.  Mere errors in jmt are not sufficient grounds for interference.
b. Offsetting benefits of providing stock as dividend – avoid showing $26M loss on balance sheet.
c. ECMH relevance – accordingly, investors already know and have calculated it into share price, so Ds made a bad decision by foregoing tax benefits.
ii. Based on an informed decision (DUTY OF CARE)
1. Burden of proof on the party attacking the Board’s decision.
a. They must prove GROSS NEGLIGENCE.
b. Ds RARELY lose on this ground.
i. Never before Smith/1985.
2. “Informed Decision” is not: (Van Gorkom)
a. Failing to read agreement
b. Meeting for only 2 hours
c. Failing to hire expensive investment bankers and lawyers
d. Testifying that you prepared “back of the envelope numbers”
3. Smith v. Van Gorkom – Romans (CFO) does work on possible MBO.  Van Gorkom (CEO) thinks there’s a conflict of interest.  Van Gorkom talks to Peterson, the controller, and tells him that he wants no one on staff to know what he’s doing and Peterson runs study about feasibility of LBO at $55/share.  VG meets with Pritzker (takeover specialist) and P tells VG must consummate by Monday (it’s Fri).  Romans learns of deal an hour before presented to Board.  2-hour Board meeting approves merger w/o reading documents and based on oral reps of VG and COO, Roman’s stmt about MBO feasibility.  VG signs agreement w/o reading at Lyric Opera House.  Upper mgmt pissed demands active solicitation.  Board approves amendments sight unseen.  SH approved merger.
a. Holding: Board didn’t make an informed decision and their subsequent action did not cure this problem – not a fair market test; approved amendments sight unseen; SH approval was uninformed.
b. Ds had last laugh – biz going downhill anyway
c. Effect: Longer Board meetings, slower delays, more attorneys, take fewer risks.
4. DEFENSE:  Directors may rely on reports from officers, but not blindly, they must make inquiry into whether the reports are informed.
a. Smith – defense didn’t apply because VG (officer) was uninformed and the Board has a duty of inquiry – they cannot rely blindly.
5. DEFENSE:  Board’s uninformed decision can be cleansed if it is ratified by a properly informed shareholder vote.
a. Board has duty to ensure vote is informed.
iii. Not a self-interested transaction (DUTY OF LOYALTY)
c. If the BJR is overcome, the result is personal liability, unless the D is protected by some other means.
d. Rationale – 
i. Encourages risk-taking (by Board)
ii. Avoids judicial meddling (judges are not biz experts)
iii. Encourages directors to serve (qualified persons)
iv. SHs can elect new Ds
v. Competition will lead to the failure of poorly managed firms.
e. Duty of Loyalty
i. Mandates that the best interests of the corporation and its SHs take precedence over any interest possessed by a director and is not shared by the SHs.
ii. Regulates self-dealing transactions.
iii. BJR doesn’t apply.
iv. APPROACH:
1. Does the transaction involve a conflict of interest?
a. MBCA:  Conflict of interest if:
i. D is a party to the transaction;
ii. D has knowledge and a material financial interest in the transaction; OR
iii. A transaction which D knew a related party had an interest.
Related Party = person living in home of D
b. Apply Corporate Opportunity Doctrine (below)
c. Is a director or shareholder receiving a benefit from the firm not received by all?
2. If so, has the transaction been properly cleansed?
a. DE: No contract or transaction between a corporation and 1 or more of its Ds or officers shall be void, if:
i. Informed, disinterested directors approve; 
ii. Informed DISINTERESTED SHs ratify; OR
Wheelabrator – read in “disinterested” and effect of ratification is to SHIFT the burden to the claimant to show waste.  Waste  a LOT of deference to biz jmt 
iii. Transaction is substantively fair to the corp.
(Court will look at substance of the tx.)
b. MBCA: Duty of loyalty OK if:
i. Qualified Ds cleanse;
ii. Independent SHs ratify; OR
iii. Transaction is judged fair.
c. Has there been an approval by disinterested Ds, by disinterested SHs, or has the transaction been adjudged fair?
3. If it has not been cleansed, void the transaction.
v. Corporate Opportunity Doctrine – A corporate opportunity exists where: (Guth)
1. Corporation is financially able to take the opportunity;
a. Not dispositive
2. Opportunity is in the corporation’s line of business;
a. Corp has fundamental knowledge, practical, experience, and ability to pursue the activity.
b. Consonant with the corporation’s reasonable needs and aspirations for expansion
c. DECIDING FACTOR
3. Corporation has an interest or expectancy in the opportunity; and
a. Something to which the firm had a legal right
b. Expectancy = something that would likely come to the corp in the ordinary course of biz.
c. E.g. officer bought land to which the corp had a contractual right.
d. E.g. officer took renewal rights to lease corp had – officer took expectancy.
e. (line of biz is broader than this factor)
f. Strong argument – DECIDING FACTOR
4. Embracing the opportunity would create a conflict between D’s self-interest and that of the corporation.
a. Seizing the opp creates a conflict.
5. D – argues they are ELEMENTS (“and”)
6. SH argues FACTORS (per Guth court – weigh).
7. Broz v. Cellular Information Systems, Inc. – Broz was sole SH/Pres of RFB Cellular AND member of Board of CIS.  Potential corp opp is to buy cell phone franchise (“Michigan 2”).  CIS was in financial trouble, being acquired by PriCellular.  Mich 2 sellers contacted Broz, not CIS.  RFB bought license.  Pricellular completed purchase of CIS.  
a. Did Broz violate Corp Opp Doctrine?
b. Holding – NO – no duty owed Pricell til after tender complete.
i. If court had done test at point Pricell acquired CIS, test met – corp opp!
c. Prof – court was favorable to Broz in applying that test and found he didn’t take corp opp.
vi. Assure that a corporate information and reporting system exists.  (In re Caremark)
1. Caremark suggests this part of Duty of Good Faith 
2. Seems should be subset of Duty of Care, but it’ s not.
f. Duty of Good Faith??
i. Stone – calls it a subset of Duty of Loyalty
ii. DE:  ONLY TWO FIDUCIARY DUTIES
iii. Shareholder Duties
1. Shareholders owe one another no duties, unless they are controlling shareholders, and then they owe fiduciary duties to the minority.
a. Rationale: Controlling SHs win every Director election.
b. “With great power comes great responsibility.” – Spiderman 
2. Duty of Loyalty
a. APPROACH – 
i. Step 1:  ID transactions
ii. Step 2:  Does each involve a conflict of interest?
1. TEST – A conflict of interest exists only if a controlling shareholder receives benefit to the exclusion of the minority shareholders.
iii. Have each of them been properly cleansed?
1. Informed, disinterested Ds approve; 
2. Informed, disinterested SHs approve; OR
a. “Disinterested” read into statute by DE judges
b. Wheelabrator – Effect of SH approval
i. Duty of loyalty claims against controlling SHs = burden shift to claimant to show unfairness
ii. Policy –worried about the manipulation of the vote by interested SHs.
3. Transaction is substantively fair to the corporation.
a. Sinclair court didn’t look at substance.
b. Prof says have to look at substance.
b. Sinclair Oil Corp– Sinclair Oil was a holding company with multiple subsidiaries.  Conflict of interest between the parent and the subsidiary company (set up to do biz in Venezuela).  Problem is the parent owns 97% of subsid.  Minority objected to three aspects of relationship: 1) Sub’s large dividends; 2) Sub prevented from expanding; 3) Breach of K between Sub and another sub 100% owned by Sinclair to manage foreign relations (Sinclair got the oil w/o having to comply with K duties).  3% argues expansion prevention is violation of corporate opp doctrine – can’t take advantage of oil reserves in Asia; and that breach is inherently unfair.
i. Holding – YES breach re breach if K b/c 3% did not receive benefit and not cleansed b/c inherently unfair.
1. Prof – WRONG!  Court didn’t look at the substance of the K to determine if it’d been cleansed like the statute requires.
ii. Holding – NO breach re expansion opp. b/c corporate opportunity was not in line of biz because not “consonant with the corporation’s reasonable needs and aspirations for expansion.”
c. In re Wheelabrator – Waste owns 22% of Wheelabrator and has 4 members on Board.  Waste and Wheelabrator want to do a stock switch so that Waste owns 55% and is controlling SH.  Make the 4 interested members leave and have 7 disinterested members for a committee to set up process to fairly evaluate tx/cleanse.  Board approved tx, SHs ratified.
i. Court says when tx voted upon, Waste only owned 22% and not a controlling SH.
ii. Court only had to determine whether Director COI – there was.  Issue then was whether it was cleansed – court said burden shift to claimant to show wasted; difficult to show so cleansed.
iii. Holding – Transaction NOT VOIDED.
iv. Roles of Shareholders
1. Rationale – BJR latitude is acceptable because SHs have other means of control:
a. Sue
i. Limited 
b. Vote Ds out
i. Limited 
c. Sell shares
i. Not that satisfying
2. SHs can sue directly or derivatively – APPROACH:
a. Determine: Direct or Derivative?
i. Test:
1. Who suffered the alleged harm – the corporation or the suing stockholder?
2. Who would receive the benefit of recovery or other remedy?
ii. Direct Suit – A suit alleging a direct loss to a shareholder.
1. Bases for direct claims:
a. Force payment of promised dividend
b. Enjoin activities that are ultra vires
c. Claims of securities fraud
d. Protect participatory rights for shareholders
iii. Derivative Suit – 2 suits in one
1. Compel corporation to sue another; and
2. The suit against that other party
3. Remedy from the principal suit goes to corporation
4. Corporation is required to pay SH attorney’s fees if suit is successful or settles.
a. Attorney fees motivate person to bring the suit.
5. Bases for derivative claims:
a. Breach of duty of care
b. Breach of duty of loyalty
c. Enjoin “management retrenching” practices
iv. Tradeoffs: Direct vs. Derivative
1. Derivative Advantages
a. Possibly more attractive damages
b. Undoubtedly more fee allocation
2. Derivative Disadvantages
a. Damages and other remedies usually go to the corporation not the SHs 
i. Lawyers don’t care.
b. If suit is direct, plaintiff sues.
c. If suit is derivative:
i. Can plaintiff bring the suit?
1. Must be:
a. SH at the time of the alleged wrongdoing;
b. Fair and adequate representative of the corporation’s interests (named P); AND
i. No conflicted interests, such as suit for unrelated strategic purpose.
c. Must continue to be a SH.
ii. Meet Bonding Requirement
1. Not required in DE
iii. Meet Demand Requirement
1. Policy – the demand requiremtn is a recognition of the fundamental precept that Ds manage the business and affairs of the corporation.
2. What is it?  Typically a letter from SH to Board that:
a. Requests the Board to bring a suit on the alleged cause of action; and
b. Is sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merit.
3. DE:  Always plead demand futility (never make demand) because if SH makes a demand, he has (1) waived the right to argue the Board is not independent (that there’s a Duty of Loyalty problem) AND (2) loses the ability to plead demand futility.  (Grimes)
a. Grimes – DCS hired Donald as CEO.  Entered into employment agreement in order to get him.  Agreement said if he was terminated he would get salary until age of 75; bonus and medical.  He could deem it termination w/o cause if Ds unreasonably interfere w/ his job.  SH (Grimes) sued on 2 claims: direct = Board abdicated its power; derivative = excessive compensation.
i. Holding – Direct claim he loses on the merits – BJR.
ii. Holding – Derivative claim – he makes demand and pleads demand futile.  Court evaluates demand refusal under BJR – not second-guessed.  B/c SH made demand, waived right to plead COI so BJR doesn’t apply.
iii. Rule: Compensation issues fall under Duty of Care and receive BJR protection.
(Arg—should be Duty of Loyalty b/c COI if executive being compensated is also on the Board and has role in picking Ds.)
4. Model Act:  No SH may commence a derivative action until a written demand has been made and 90 days have expired from the date the demand was made unless irreparable injury to the corporation would result by waiting for the 90 days’ expiration.
a. DEMAND REQUIRED – so that Board knows what’s going on BUT, making a demand doesn’t waive the interested/independence argument.
5. RULE – Demand excused if show demand futile, by showing reasonable doubt (using tools at hand) that:
a. Majority of Ds are disinterested and independent, OR
b. That challenged transaction was a product of a valid exercise of business judgment.
c. “Tools at hand” = limit on discovery – Ps can gather info on their own (about public company) to prove demand futile prior to real discovery.
iv. Overcome Special Litigation Committee decision
1. The Board has the right to “seized” the litigation by appointing an untainted committee (the SLC). (Zapata)
2. Court will review the decisions of the SLC by applying the Zapata 2-Step:
a. Step 1 
i. Inquiry into the independence and good faith of the committee.
ii. Inquire into the bases supporting the committee’s recommendations.
b. Step 2
i. Court applies its own business judgment as to whether the case should be dismissed.
NOT BJR!!
c. Court is asking whether the suit is worthwhile/not just deferring to the Board’s judgment.
d. The court will see if whether the dismissal will eliminate or minimize the levers SHs have to affects Ds’ decision-making.
i. “Public policy and matters of law”
3. Zapata – SHs bring lawsuit – demand was NOT made and excused as futile.  5 years later, 4 defendant Ds no longer on Board; Ds appoint 2 new outside Ds then create SLC composed solely of 2 new Ds.  Investigate to see if should continue and decide to dismiss case.  
a. Holding: Applies intrusive review b/c concerned new Ds will be too generous & b/c SHs only have a few ways to make Ds do their job.  SLC properly dismissed the suit.
b. If applied BJR, there would be no more derivative suits – would effectively wipe out this SH power.
c. P’s arg:  If court allows SLC to dismiss, effectively eliminating SH’s power to prevent Ds from getting away with murder – important lever. 
3. SH Voting
a. Who votes
i. Shareholder of record:  Whoever holds shares on that date gets to vote.
1. No more than 70 days before the vote (SH meeting)
2. E.g. if SH meeting is on 5/30, must hold shares on or after 3/20.
ii. Default Rule: 1 share/1 vote 
1. Unless AOI provide otherwise
2. Media companies use different practice
3. E.g. if you own 100 shares, you get 100 votes
b. When they vote
i. Shareholder meetings
1. Annual meetings – time set in bylaws
2. Special meetings – by request of Board or written request of at least 10% of shares
a. Provisions vary state-by-state
3. Action may be taken with out a meeting so long as there is unanimous written consent from all SHs.
c. How they vote
i. Most matters require a majority of shares present at the meeting at which there is a quorum.
ii. SH appoints a proxy (or proxy agent) to vote his/her shares at the meeting.
1. Appointment effected by means of a proxy (proxy card)
a. Can specify how shares to be voted or give agent discretion
b. Revocable
2. Most SHs vote by proxy
d. What you can vote on (MAIN ISSUE)
i. Shareholders are entitled to vote on:
1. Election of Ds
a. Cumulative Voting 
i. Must be provided for in the AOI
ii. Mathematically allows minority to assure Board representation
b. Classified or Staggered Boards
i. Separate Ds into 2 or 3 groups
ii. Limits number of Ds that can be changed by one SH vote.
iii. (like the way we vote for Senators -1/3 elected every year)
iv. more difficult to implement SH democracy – can only get rid of 1/3
v. DE: can adopt in By-laws or AOI
· easier to adopt staggered voting in DE
vi. MBCA: can adopt only in AOI
c. Which Ds you can vote for:
i. Incumbent board nominates a slate of Ds
· The company sends out the official proxy solicitation materials
· E.g. Lovenheim
ii. A competing slate currently needs to be offered in separate proxy materials
· Insurgents pay the cost of the mailing
· SEC considering allowing D nomination by > 1% of SHs
· E.g. Rosenfield
d. Rosenfield – In this proxy contest, the incumbent board put up their slate of Ds and then there were SHs who proposed a competing board.  Each group provided material that complied w/ rules – costly.  Spent money to solicit votes.  The new slate won.  SH brings derivative suit, challenging what happened w/ the money.  When new board elected, majority of SHs voted that their costs should be reimbursed.
i. Holding – 
ii. Froessel Rule – Incumbent board’s proxy costs are paid regardless of the outcome; insurgent costs may be reimbursed only if insurgents win.
· UNLESS contest is over a bonafide policy rather than personal dispute.
· Policy = you want to fire D, others don’t
iii. Result: proxy contests are RARE
iv. Alt: give dissident Ds access to the company materials (SEC proposal).
e. Process for Proxy Contests
i. Proxy process regulated by SEC rules
ii. Insurgents send out “unofficial” proxy solicitation before they solicit proxies
iii. The company sends out the official proxy solicitation materials
· may include SH proposals
2. Amendments to the AOI or By-laws
a. Amendment of AOI
i. MBCA requires (1) adoption by Board and (2) approval by a majority of the votes of the SHs present (as long as quorum).
ii. DE requires (1) adoption by Board and (2) approval by majority of holders of outstanding stock
· Higher hurdle in DE – not just a majority of those who show up, but those owning outstanding shares.
b. Amendment of bylaws
i. MBCA permits (1) SHs to amend/repeal and (2) Ds to amend repeal unless pertaining to D election or if bylaws prohibit.
· SHs can adopt a bylaw that prohibits Ds from modifying the bylaws
ii. DE permits only the SHs to amend/repeal unless Ds have the power as provided in the AOI.
3. Fundamental transactions
a. E.g. mergers
4. Odds and ends, such as “precatory” measures
a. Suggested actions that Board undertake
b. 14(a)(8) allows qualifying SHs to put a proposal before their fellow SHs and have proxies solicited in favor of them in the company’s proxy statement.
i. Expense is born by the company.
ii. Cannot vote on the proposal if not in proxy
c. When precatory measures can be excluded:
i. Binding language
· SHs have no right to manage (D’s)
ii. Implementation would violate the law
iii. Implementation would violate proxy rules
iv. Involves personal grievance or special interest
v. Not relevant to firm’s operations
· Relevant = affects at least 5% of assets or not otherwise relevant to business
· Includes ethical and/or social significance (Lovenheim)
vi. Company lacks power to implement
vii. Deals with company’s ordinary business operations (i.e. power of Ds)
viii. Relates to electing Ds.
(SEE PROCESS FOR EXCLUSION BELOW)
5. SH Proposals: Eligibility
a. Timing:  Must be submitted at least 120 days before the date on which the proxy materials were mailed for the previous years’ annual SH meeting.
b. Holdings: Must have at least 1% or $2K (whichever is less) of the issuer’s securities for at least one year prior to the date the proposal is submitted.
c. Length:  Proposal + supporting statement cannot exceed 500 words.
6. SH Proposals:  Process for Exclusion
a. Management files a notice of intent to exclude with the SEC.
i. Accompanied by an opinion of counsel if any of the stated reasons rely on legal issues.
ii. Mgmt must notify the SH-proponent of remediable deficiencies in the proposal and provide an opp for them to be cured.
b. A copy of the firm’s notice and statement must also be sent to the proponent, who may (but need not) reply.
7. SH Proposals:  SEC Response
a. If staff determines proposal can be excluded, they issue a no-action letter.
b. If staff determines the proposal should be included, they notify the issuer of possible enforcement action if the proposal is excluded.
c. “The SEC reluctantly referees the SH proposal process.”
8. Lovenheim – SH wants to put in the company’s proxy statement a proposal to study about how the foie gras the company distributes is produced.  It’s not over 5% of company’s biz, so company claims it can exclude it.  SH argues cannot be excluded because significantly related to issuer’s biz.
a. Holding – “Otherwise significantly related” includes ethical or social significance, so can NOT be excluded.
b. Court thinks it’s a waste of time for SEC to monitor shareholder proposals.
4. SHs can sell
a. Federal law applies
i. Securities At of 1933 – what company must do
1. Regulates the sale of NEW securities
2. Disclosure at the time of public offering
3. Key section: 5
ii. Securities Exchange Act of 1934 – regulates trading activity
1. Regulates TRADING activity
2. Ongoing disclosure required
3. Key sections: 10(b) No fraud; 14(a) proxy contests; 14(e) tender offers; 16 insider trading
b. Security
i. 1933 Act § 2(a)(1) – Any note, stock, bond, debenture, or investment contract or, in general, any interest or instrument commonly known as “security.”  
c. Analysis:
i. Are you selling a security?
1. If yes, federally regulated.
2. Security is defined broadly and easy to meet.
ii. Is your sale a “public offering”?
1. If no, avoid §5, but §10 still applies
a. Still subject to federal rules
b. Some disclosure may still be required
2. Not a public offering if either:
a. Shares were already registered (secondary trading)
b. Offering by the issuer is a private placement
i. In private placement, some disclosure still may be required.
ii. Private Placement Test:
· # of investors offered to
· size of offering
· manner of offering (e.g. only friends?)/no advertising or solicitation
3. If yes, terms of 1933 Act apply:
a. Pre-registration Period
i. Prohibits any offer to buy or sell “security” unless you file a registration statement with the SEC.
ii. Registration statement = prospectus/disclosure statement
b. Waiting Period
i. Offers to sell are allowed, but can’t close until after the effective date.
· determined by SEC
· at least 20 day
c. Post-registration Period
i. Sales can be closed, but must be accompanied by a prospectus.
ii. Prospectus = disclosure about what SHs purchased.
4. If not a public offering, 10b-5 still applies:
a. It shall be unlawful for any person…to make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading…in connection with the purchase or sale of any security.
iii. Is your sale insider trading?
1. IT = buying or selling of shares using insider information.
a. Inside information = information about the firm which is not publicly available.
b. Buying and selling using non-public firm info is not always insider trading.
i. E.g. if just smart and know “Old Dogs” will be a hit, so buy Disney, may not be IT.
2. When is it IT?
a. How was the info gathered?
i. As fiduciary – more likely IT
ii. Overheard in public – less likely
b. How do you use the info?
i. Buy/sell in advance of tender offer – more likely
ii. Buy/sell on open market – less likely
TYPES OF INSIDER TRADING
d. Statutory – 
i. Bright Line Prohibition – All gains within 6 months by statutory insiders are forfeited to the firm.
1. Statutory Insider = owner of over 10% of shares, director, or officer who profits from a purchase and sale or sale and purchase.
a. If D leaves w/in time period, no longer a statutory insider.
b. The sale and purchase must occur w/in 6 months of each other.
2. Only covers transactions where the trader is a statutory insider BOTH at the time of the purchase and the sale.
a. Reliance
3. Any recovery goes to the company
4. “Both over and under inclusive”
5. Courts interpret the statute to maximize the gains the company recovers.
ii. Reliance Electric Co. – Emerson was going to try to take over Dodge so they buy a bunch of shares.  Reliance actually merged with Dodge.  Emerson wanted to sell shares.  They bought 13.2% in prep of tender offer. So became stat insider upon purchase – court looks at position after transaction.  Emerson sells stock a couple months later and now owns 9.96%.  This reduction was subject to the stat insider trading rule and gain went to Reliance.  Remander sold w/in 6 months.
1. Holding – doesn’t matter that it was a planned series of transasctions.  They were no longer stat insders when sold the remaining 9.96%, so could keep those profits.  
2. Other option – wait 6 months, then sell the stock.
e. Classical Insider Trading – 
i. A fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary.
1. Chiarella – Only those who owe a fiduciary duty to the corporation or SHs will be liable under this theory.
a. Chiarella – Chiarella works for printing press.  A company was taking over another company and hired him to work on required printing.  Chiarella bought stock in the target company.  He’s not a fiduciary of the target company, so SC lets him get away w/ it.  
i. Holding: He didn’t violate 10b-5 because no duty owed the company that didn’t hire him.
b. BUT SEE Misappropriation
ii. Difficult for insiders to trade in their own stock b/c they have to disclose or abstain when they have insider information.
1. Disclose or refrain
2. 10b-5: If firm says no comment and you have that info, you have to abstain
a. Will also charge the company 
i. “in connection with” satisfied if press release would cause reasonable investors to rely thereon and cause such investor to purchase or sell corp’s securities.
iii. Insider Trading Violates 10b-5: Disclose or Abstain Duty
1. Rationale – Over time, federal courts have developed rules against insider trading based on implied fiduciary duties of confidentiality.
a. Anyone in possession of material inside information must either abstain from trading or disclose to the investing public, if the person obtains the information in a relation of trust and confidence – a fiduciary relation.  (Texas Gulf Sulphur)
2. It shall be unlawful for any person, directly or indirectly, to:
a. Make any untrue statement of material fact or to omit to state a material fact necessary to make statement not misleading.
i. Material = whether there’s substantial likelihood that a reasonable SH would consider the fact important.
(Evidence includes stock price fluctuation)
ii. Misleading = consider meaning of statement to a reasonable investor
b. In connection with the purchase or sale of a security.
3. SEC v. Texas Gulf Sulphur – TGS begins exploring eastern Canada.  11/12/63: based on core sample results, TGS begins land acquisition (Pres commands secrecy).  11/12/63: TGS insiders begin acquiring shares and call options.  3/27/64: Land acquisition complete.  4/11/64: Unauthorized press reports.  4/12/64: Misleading press release issued.  4/16/64: Official statement made at 10AM.  
a. Holding: 10b-5 not only requires that affirmative statements made be true, but also requires that the company not omit material information necessary to correct statements made.
b. No ongoing disclosure duty – timing is a matter of business judgment for company officers.
c. Extends 10b-5 to insider trading
d. Materiality – whether there is a substantial likelihood that a reasonable SH would consider the fact important.
i. Stock price increase = evidence of materiality
e. Managers’ choices:
i. Disclose:  A fiduciary may trade on confidential information by first disclosing the information to the person to whom she owes the fiduciary duty.
ii. Abstain from trading
f. TGS/COMPANY was ALSO charged! 
f. Includes tippees in some circumstances
i. Insider trading prohibition extends to those who use non-public material information they know was provided by tipper (insider) for the tipper’s personal benefit.
ii. Constructive Insiders – an outsider can become a fiduciary of a SH if he is a lawyer/accountant.
iii. Tippee inherits duty to disclose or abstain if
1. Personal benefit test – tipper will benefit directly or indirectly from the disclosure; AND
a. Personal benefit:
i. Monetary gain
ii. Reputational gain
iii. Quid pro quo
2. Tippee knows or has reason to know of the breach.
iv. Other tippees can inherit prior tippee’s duty with the same test.
1. And can know about either the original tipper or tippee flunking the personal benefit test.
v. Dirks v. SEC – Equity Funding was committing fraud.  Secrist leaves firm, calls and tells Dirks about EF’s fraudulent conduct.  Dirks interviews officers and underlings tell him not true.  Dirks calls Wall St. Journal who doesn’t believe him and wont run the story.  Dirks isn’t invested in EF, but tells other investors to sell their stock.  
1. Holding – Dirks not guilty of tipper/tippee insider trading because Secrist (the tipper) was not passing on the insider information for his own personal benefit.
2. Dicta – established CONSTRUCTIVE INSIDERS
g. Misappropriation
i. Insider trading prohibition extends to those who use non-public material information in violation of a fiduciary obligation.
ii. O’Hagan – O’Hagan was a lawyer working on a deal for Grand Met to buy Pillsbury.  He used the info to buy stock in Pillsbury.
1. Holding – OVERTURNS CHIARELLA and he is liable even though he used the info to trade in different firm’s stock.
2. Outsider Trading – those w/ no relationship to the company in whose securities they trade also have an abstain-or-disclose duty when aware of material, nonpublic information obtained in a relationship of trust or confidence.
h. Insider trading is prohibited during a tender offer (14e-3)
i. Once substantial steps have been taken towards a tender offer, no one, except the bidder, who possesses material, non-public information about the offer may trade in the target’s securities.
ii. Not premised on breach of a fiduciary duty.
iii. If O’Hagan disclosed and the company approved, he would still be in violation of 14e-3.
g. Termination
i. Voluntary Dissolution
1. Board submits and SHs vote on proposal to dissolve.
2. Submit Articles of Dissolution to the state
3. Can only carry on to wind up
ii. Involuntary Dissolution
1. If there is a deadlock.

V. ACCOUNTING TERMINOLOGY
a. Revenues:  The amount of money that results from selling products or services to customers.
i. AKA sales or gross
b. Profit:  Revenues less expenses (where expenses include taxes).
i. AKA net income, or net, or bottom line 
c. Income Statement:  Financial statement that indicates results of operations over a specific period.  
i. AKA profit and loss statement (P&L)
ii. Like a paycheck
d. Balance Sheet:  Summarizes the company’s financial position at a given point in time.  Usually at the end of the month, quarter, or year.
i. Describes the assets of the business, AND the claims on those assets, either of creditors in the form of debt or owners in the form of equity.
ii. Prepared according to Generally Accepted Accounting Practices (GAAP) 
iii. Like a bank statement.
e. Profit margin:  The percentage of every dollar of sales that makes it to the bottom line.  
i. Profit margin = net income/sales
ii. AKA Return of Sales (ROS)
f. Authorized shares:  Number of shares the corporation can issue.
g. Outstanding shares:  Number of shares the corporation has sold and not repurchased.
i. The shares that matter – value of what each share is worth x outstanding shares.
h. Authorized but unissued:  Shares that are authorized, but not yet sold.
i. Book Value vs. Market Value
i. Market Value = Price per share X # of outstanding shares
1. The Efficient Capital Market Hypothesis (“ECMH”): the price of a stock reflects all available information.
a. Recently, ECMH not receiving as much respect, especially from courts.
ii. Enterprise Value
1. Value of one share = Equity Value (or assets – liabilities)/# of shares
iii. Book Value = Assets – Liabilities (debts)
1. E.g. Bill and Ted decide to open a guitar store.  They sell 5,000 outstanding shares of stock for $10/share.  The sell 20 bonds with the face value of $1K each.  They use all the proceeds to purchase guitars to sell out of Bill’s room.
a. Balance sheet will have:
i. Assets = $70K (in guitars)
ii. Liabilities = $20K (in debt)
1. On this same side of the sheet is $50K in shareholder equity.
b. Book value = $70K – 20K = $50K
2. If Bill and Ted then sell a share of their store for $7, the 
a. Market value = 5,000 X $7 = $35,000
j. Stock and Flow
i. Stock – Balance sheet (assets, liabilities, shareholder’s equity)
ii. Flow – income statement (sales, revenues, gross, net income, profit)
k. Acquisition
i. Someone comes along and buys all a company’s shares.	
1. Result: they own the company
ii. Hostile Takeover – Don’t necessarily ask D’s opinion, just go directly to SHs.
iii. LBO – subset of acquisition
1. An acquisition of all of the firm’s outstanding shares, using borrowed funds, secured by the assets of the company to be acquired
	1)	Why execute a LBO?
			a)	Help to finance purchase
			b)	More risk = more return = more discipline 
2. Similar to when purchasing home (don’t have $ to buy house, so you tell the bank, I am going to buy the house, and borrow money, I will put some money down, but the rest will be borrowed against that asset in order to fund that purchase)	
3. Effect = Weak capital structure
l. Insiders – those who obtain material, nonpublic information because of their corporate position—directors, officers, employees, or controlling shareholders have the clearest 10b-5 duty not to trade.
m. Constructive (Temporary) Insiders – those who are retained temporarily by the company in whose securities they trade—such as accountants, lawyers, and investment bankers—are viewed as having the same 10b-5 duties as corporate lawyers.
n. Outsiders (with Duty to Source) – those w/ no relationship to the company in whose securities they trade also have an abstain-or-disclose duty when aware of material, nonpublic information obtained in a relationship of trust or confidence (O’Hagan).
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