
1) Practice of Business Law
(1) Classic paradigm: says people make decision based on
(a) Rational – AND 
(b) Self-interest
a) Economics of Business
i) Risk: i.e. Uncertainty; can be good or bad
(1) Can Reduce it by: diversifying portfolio, contracting to minimize risk, and allocating the risk to other parties
ii) Valuation: not a science it is an art form (it is a guesstimate); Different than Price
(1) Price: amount willing to be spent by buyer
(2) Value: economic worth of an investment to an owner, more subjective, making a judgment call-not science; NOT trading price, but rather the fair market value.
(a) Market Capitalization: # shares outstanding * trading price 

1) Agency Law
a) Formation of Agency Relationship
i)  RULE 
(1) Manifestation by Principal that the Agent shall act on his behalf
(2) Agent accepts the undertaking
(3) Understanding that the Principal is in control
(a) Burden: to prove the relationship exists is on proponent	
ii) NO need to INTEND to create the relationship, court makes determination  look at totality and see if facts satisfy elements
iii) Owe a fiduciary duty of loyalty, care, competence and diligence if agency exists
(1) Basile v. H&R Block: no agency relat, no intent (/control given) for HR to act on behalf
b) Scope of Agent’s Authority
i) Actual Authority: Principal manifests specific authority (expressly or implicitly communicated) to the agent.
(1) Manifestation is determined by the agent’s reasonable interpretation in light of circumstances
(2) Agent has actual authority to do collateral acts that are incidental or reasonably necessary to accomplish the acts that the principal expressly authorized 
(3) Principal bound by what agent does 
ii) Apparent Authority: To a 3P, it is reasonable for them to believe that the agent has authority to act on behalf of principal
(1) Require 
(a) 3P reasonably believe agent has authority (i.e. w/in scope of authority)
(b)  belief is traceable to principals manifestation that agent has authority
(2) Fails when 3rd person has notice that agent is exceeding actual authority
iii) Udall v TD Escrow: apparent authority by indirect manifestation  house auction
iv) CSX v Recovery Express – no apparent authority by email with domain name
c) Principal’s Liability (for Agent’s Torts)
i) Generally: 
(1) 2 categories where principal is liable for acts of agent 
(a) Principal authorizes (actual authority) agent to engage in conduct that is tortious
(i) liable even if principal may not have intended the conduct to be tortuous
(b) Agent acting with apparent authority where ability to commit the tort is sufficiently related to the agency relationship
ii) Vicarious Liability (or Respondeat Superior)
(1) Employer is liable for the torts EE if: 
(a) must be an Employee and within scope of employment 
(i) no VL for an independent contractor
(ii) NO VL if EE is acting outside the scope of employment unless:
1. Employer intended the conduct or the consequences
2. Employer was negligent or reckless
3. Conduct violated a non-delegable duty of employer
4. Employee was aided in doing tort by existence of the ER-EE relationship
(2) Fisher v Townsends – Must be employee-employer rela to have VL liability; Chicken catcher driver
iii) Relationship Status: Employer/Employee or Independent Contractor
(1) what you call it isn’t binding; determined by the behavior of rela
(a) Depends on level of physical control employer maintains over conduct
(2) Servant
(a) Every employee is a servant (agent) to the employer (even Igor and Walt Disney)
(b) However not all agents are servants as some agents are independent contractors (only matters if employee to be a servant)
d) Agent’s Liability
i) [bookmark: sp_999_1][bookmark: SDU_1]Disclosed principal: 3P knows principal’s identity (has notice)  (agent NOT liable)
(1) Principal and the 3P are parties to the contract; and 
(2) Agent is NOT a party (unless agent and 3P agree otherwise)
(a) Possibly liable to principal for breach of fiduciary duty  (agent liable)
ii) Partially Disclosed Principal [Unidentified Principal]: 3P has notice, but does not know principal’s identity  (agent liable)
(1) Agent is a party to the k and liable 3P (unless agent and 3P agree otherwise)
(2) this is rule of promoter liability 
iii) Undisclosed Principal: 3P has no notice agent is acting for principal  (agent liable)
(1) Agent is a party to the contract and liable to 3P; can’t contract out of this
(2) So other party getting a windfall here cuz only bargaining for agent
e) Fiduciary Duties
i) Duties of Agent to Principal: yes
(1) Fiduciary obligations
(a) duty to act loyally for the principal’s benefit
(b) not gain any material benefit from the agency relationship (ex. a tip)
(c) not compete with, nor act adversely to, the principal
(d) Only use the principal’s property for agency purposes 
(e) cannot communicate confidential info to others
(2) Non-fiduciary obligations
(a) Act within the scope of actual authority; 
(b) Comply with all reasonable instructions/ contractual obligations from principal;
(c) use reasonable care 
(d) Give principal info agent believes the principal would want to know
ii) Duties of Principal: no
(1) Principal is Not a fiduciary so owes none – free to act in own best interest
(2) non-fiduciary duties owed to agent 
(a) duty to fair dealings: gd fth, honor contract, indemnify for costs performing duties

1) General Partnerships
a) Background
i) CL Problems: 
(1) when partner died, the partnership terminated 
(a) lawyers get around w/ Survivorship clause
(b) Now dissolution plus new concept of Dissociation
(2) partnership was originally personal 
(i) Now it is an an entity distinct from its partners - RUPA §201(a)
ii) 4 Reasons partnership continues to be used
(1) lack of alternate forms – law prohibits certain types of biz from incorporating (professional services – lawyers, doctors, etc)
(2) Tax advantages - flow through tax
(3) formed inadvertently
(4) formed purposefully w/o legal advice 
iii) 2 Types
(1) Term partnership: partnership limited to a certain amount of time
(2) At-will partnership: partnership of indefinite term
(a) Why Term P’Ship is favored:
(i) If Partnership at will, then partner can withdraw 
1. get buyout price at anytime and get instant capital (could really hurt business)
2. could cause dissociation; where at term pship is protected for the term
b) Formation of General Partnership
i) Partnership: association of two or more persons to carry on as co-owners of a business for profit, 
(1) decision of whether a partnership exists is a matter of law; not intent (most states)
(2) Elements
(a) Contribution
(b) Mutual control
(c) Agreement to share profits
(i) Strongest evidence of partnership
(d) Intent to Form
(i) Prof: not important (in most states) cuz can be inferred from above elements and facts
ii) Contract/Partnership Agreement: very broad freedom of K
(1) can do most anything in partnership agreement except exceptions in RUPA 103
(a) Default rules NOT waive-able: RUPA 103
(i) Cannot restrict rights of third parties
(ii) Cannot eliminate fiduciary duty
1. but can carve out activities that are not manifestly unreasonable  King case
(iii) Cannot eliminate power to disassociate 
(iv) Cannot eliminate the duty of good faith and fair dealing;
(v) Cannot also vary the partners’ rights to information or vary the principle of joint and several liability of the partners
(2) if don’t have clause on issue, then RUPA default rules fill em in 
(a) If not in RUPA, principles of law and equity govern -  RUPA §104 
(3) Random
(a) don't need a written partnership agreement – but highly desirable 
(b) Any modification to partnership agreement requires unanimous vote
iii) Cases
(1) Tondu v. Akerley - no partnership – no intent or agreement (MT, many disagree w/ result)
(a) Person asserting partnership has burden to prove that there was a partnership
(2) MacArthur Co. v. Stein: partnership – meet all elements w/ inferred intent, what call is irrelevant; storm trackers
(a) Maynard: says diff here cuz 3rd party reliance
(3) MLR v UAB Research Foundation: no partnership, just agreement to agree  so no intent
(a) Maynard:
(i)  shows danger of Letter of Intent (LOI) as exposes you to litigation risk  could serve to prove that both parties intended to form partnership 
(ii) prob makes difference that both parties were sophisticated
c) Financing the Partnership
i) Partner Contributions
(1) No requirement for equal contributions
(2) Could be in any form of money, service, property, expertise
ii) Partnership Property
(1) Property acquired by the partnership belongs to the partnership, NOT any one individual partner - RUPA 203
(2) RUPA 204      
(a) Property is partnership property if acquired in the name of: 
(i) the partnership, or 
(ii) one or more partners with an indication in the instrument transferring title to the property of the person’s capacity as a partner OR of the existence of a partnership but without an indication of the name of the partnership.
(b) Property is acquired in the name of the partnership by a transfer to: (i) the partnership in its name, or (ii) one or more partners in their capacity as partners in the partnership, if the name of the partnership is indicated in the instrument transferring title to the property.
(c) Property is presumed to be partnership property if purchased with partnership assets (even if not acquired in the name of partnership or the name of one of the partners)
(3) RUPA §8 - Partnership property: (1) All property brought into the partnership or subsequently acquired by purchase or otherwise, on account of the partnership, is partnership property; 
iii) Partners’ Interest in the Partnership
(1) RUPA 501 – A partner is NOT a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily
(2) RUPA 502 – The only transferable interest of a partner in the partnership is the partner’s share of profits and losses AND the partner’s right to receive distributions.  The interest is personal property.
(a) a transferee doesn’t have managerial rights/become a partner b/c not all partners consented just get share profits/loss and right to receive distr
d) Distributions to Partners
i) RUPA 401 – Partner’s Rights and Duties
(1) Each partner has an account that is:
(a) Credited with the money they contribute + profits – liabilities
(b) Charged with the amount distributed by the partnership to the partner – partners share of the loses
(2) Each partner gets the same amount of profits and losses unless otherwise agreed upon
(3) a partner may use or possess partnership property ONLY on behalf of the partnership 
ii) Allocation and Distribution:  partnership is a flow-through
(1) Allocation: Profits are allocated amongst partners and must be reported as income. Partners pay taxes for allocation even if they don’t receive it as a distribution.
(2) Distribution is the portion of profits a partner actually receives in cash
(a) No guarantee of distribution, requires majority vote 
iii) No guarantee of salary (unless agreement says so)
iv) Starr v Fordham: require fairness in distributing profits; law firm loser who sued for fair portion of profits after he quit 
e) Management
i) RUPA 401
(1) Each partner has equal rights in the management 
(2) Decision in the ordinary course of business requires majority vote
(a) whether to distribute profits is in ordinary course
(3) Any act outside the ordinary course of business or an amendment to the partnership K requires unanimous consent
(4) A person may become a partner only with consent of all partners
f) Personal Liability 
i) RUPA § 301 Partner is Agent of Partnership
(1) Every partner is an agent of the partnership and the act of every partner in the ordinary course of business binds the partnership UNLESS there was no actual or apparent authority 
(2) An act outside of the ordinary course of business by a partner does not bind a partnership UNLESS it is authorized by the other partners
ii) RUPA § 305
(1) (a) a partnership is liable for loss or injury caused to a person because of a partner’s conduct in 
(a) the ordinary course of business or
(b) with authority of partnership  (tort and contract)
iii) RUPA § 306(a) 
(1) all partners are jointly & severally liable for all obligations of Partnership
(2) A partner is not personally liable for anything that occurred before they became a partner
iv) RUPA §307
(1) Exhaustion Rule, must first exhaust partnership assets before going after partners
(a) unless claim against partner personally (ie he was negligent) 
(b) Judgment against partnership is NOT by itself judgment against partner – cant go after partner assets unless there is judgment against partner  so must sue all partners to get claim against them
v) RUPA §405      
(1) A partnership can sue a partner for breach of agreement or breach of a duty to the partnership that causes harm to the partnership
(2) A partner can use a partnership or other partners to:
(a) Enforce partners rights under the agreement or RUPA
vi) Kansallis Finance v. Fern – no benefit to partnership, so other partners NOT vicariously liable; dude at law firm sent fraudulent letter to person
(1) RULE: When a partner is acting WITHOUT actual or apparent authority, partnership can still be held liable if there was an intent by the partner to benefit the partnership  case narrows §301
vii) Maynard: best way to limit liability – give actual notice (problem transaction cost)
g) Fiduciary Duties
i) RUPA §404: partners owe each other the duty of loyalty, care and of GF and fair dealing. 
(a) only fiduciary duties owed is Loyalty and Care
(i) discharge duties consistent gd fth and fair dealing
(2) Duty of Loyalty 
(a) Not to compete with the partnership; hold profit in trust, not misappropriate
(i) Cannot eliminate but can create carve outs   King case
(3) Duty of Care
(a) Refrain from engaging in grossly negligent or reckless conduct; shirking duties
ii) Meinhard v Salmon: find duty to disclose when partnership opportunity; partner didn’t tell other partner about a new lease opportunity 
(1) RULE
(a) There must be NEXUS between the business venture and the opportunity because of role in the partnership. If not nexus, then no duty
(b) Partner should disclose all material facts of opportunity received based on being in the partnership to the partnership.
iii) Clancy v King: shows can modify fiduciary duties in K, but still must act in GF in pship
iv) conflict of interest, (this alone is not breach), there has to be a breach of either loyalty care 
h) Dissociation and Dissolution
i) Dissociation (withdrawal)
(1) RUPA § 601: Events that cause DISASSOCATION
(a) Express Will
(i) personal relationship so always unilateral right to get out; cannot be contracted away
(b) Upon…
(i) happening of an agreed-upon circumstance (or pursuant to agreement)
(ii) Partner is expelled
(iii) Partner becomes a debtor in bankruptcy
(iv) Partner’s death
(c) Judicial determination
(i) Ex. wrongful conduct; material breach of partnership agreement or duty owed; conduct makes not reasonably practicable to carry on business
(2) RUPA § 602 Power to Dissociate; Wrongful dissociation
(a)  (a) You have a right to disassociate at any time, whether it is wrongful or rightful
(b)  (b) Wrongful disassociation  ONLY when the partner breaches an express agreement OR if partner disassociates prior to the end of a term partnership.
(i) if wrongful diss, partner is liable for damages caused (damages deducted from buyout)
1. if wrongful and definite term – get payment at expiration of term – unless partner can show payout will not cause undue hardship
(3) RUPA § 603 Effect of Dissociation
(a)  (a) If a partnership disassociation results in a DISSOLUTION and winding up of the partnership business RUPA 800 applies, otherwise RUPA 700 applies
(i) Routes (see below)
1. §701 – Mandatory Buyout
2. §801 – Mandatory Dissolution
(b) Upon a partnership disassociation, the following partner duties/right are terminated: 
(i) right to participate in the management and conduct of the partnership bus 
(ii) duty to not compete with the partnership
(4) RUPA 701: Mandatory Buy Out
(a) Buyout price: hypothetical value of the partner’s account had the partnership dissolved on that day. 
(i) It is the greater of: 
1. Liquidation value 
a. What a willing buyer would pay a willing seller, NOT emergency sale value
2. Value of going concern without the dissociated partner
a. might be greater cuz of brand name or goodwill  which equal nothing come piecemeal sale
(ii) minus any damages if wrongful dissociation, plus interest from date of dissociation
(5) Liability of Dissociating Partner
(a) RUPA § 702 – Dissociated Partner’s Power to Bind and Liability
(i) for 2 years after disassociation the partnership is bound by an act of the disassociated partner (DP) which would have bound the partnership before disassociation only if 3P: 
1. Reasonably believe DP was a partner, 
2. Did NOT have notice of the partners disassociation
3. Does NOT have knowledge due to statement filed with the state 
(b) A disassociated partner is liable to the partnership for any damage caused to the partnership arising from an obligation incurred by the disassociated partners under (a). 
(6) RUPA 703 – Dissociated Partner’s Liability to Other Persons
(i) A disassociated partner can be liable for partnership liability that was incurred before disassociation and a partner is not liable for conduct after disassociation, UNLESS:
1. Partner who dissociates is liable for partnership transaction, within 2 year after dissociation, if liable under RUPA 306 and at time the 3P
a. reasonably believes was partner, 
b. not have notice and 
c. not deemed to have knowledge per state filing
d. so it is basically is a 2 yr trail of apparent authority – unless notice
(b) Partnership creditor and the partners continuing the partnership can agree to release the disassociated partner from liability 
(i) Maynard: to make sure when you dissociate that you have no liability
1. Make new P/A before you sign any long term deals (very unlikely)
2. Change the terms of lease
3. Get Release from 3P and other partners
ii) Dissolution
(1) Dissolution: assets are liquidated, pay creditor, then after pay out what is left to partners, distribute based on capital accounts
(1) RUPA § 801: Mandatory Dissolution
(a) A partnership is dissolved and MUST be wound up when:
(i) In an at-will partnership, a partner disassociates by express will
(ii) In a definite term partnership
1. When half of partners remaining AFTER either wrongful disassociation, disassociation by death, or by RUPA 601(6)-(10), decide to wind up business within 90 days of disassociation
2. All partners want to wind up
3. Expiration of the term
(iii) An event agreed to in the agreement 
(iv) event makes it unlawful to continue
(v) On application by a partner, a judicial determination that 
1. economic purpose frustrated; 
2. not reasonably practicable to carry on;  Brevig Case
a. cuz of a partner’s conduct, OR
b. to continue be in conformity with partnership agreement
(b) RUPA § 802   
(i) (a) partnership continues after dissolution, but only for the purpose of winding up. 
(ii) (b) all partners can waive right to dissolution and wind up (not wrongful dissociated partner)
(c) RUPA 804
(i) A partnership is bound by a partners act after dissolution that
1. Is appropriate for winding up the partnership, OR
2. An act that would have bound the partnership under RUPA 301 before dissolution AND if the 3P did not know of dissolution
(d) RUPA 806: Partner’s liability to other partners after dissolution
(i) After dissolution a partner is liable to the other partners for the partner’s share of any liability incurred under RUPA 804
(ii) A partner who knows of the dissolution and incurs partnership liability under RUPA 804(2) by an act NOT appropriate for winding up is liable to the partnership
(2) McCorkmick v. Brevig: dissolution of co. by finding not practicable to keep company going 
i) Limited Liability Partnerships:   MAYNARD: Don’t need to know about LLLP
i) Must register and file with the State as an LLP
ii) Shield partners from personal liability from partnership debts, BUT partners will still be liable for their own actions, the actions of other partners with whom they are working closely, and for the actions of those who the partner supervisors (under theory of VL) 
iii) RUPA - § 306(c) An obligation of a partnership incurred while the partnership is an LLP, whether arising in K, tort or otherwise, is solely the obligation of the partnership. A partner is not personally liable for an obligation solely by reason of being or so acting as a partner.
(1) full shield – no personal liability – only partnership liable

Corporations
1) The Incorporation Process
a) Generally
i) Corps are exclusively creates of statute 
ii) company cannot have liability until it comes into being
b) Promoter Liability  Prior to Incorporation
i) Promoter: Person who organized the corporation and is acting on behalf of that corporation before it is formed has personal liability:
ii) Release of personal liability for Promoters 
(1) Default Rule: promoter is liable if acting on behalf of undisclosed business, UNLESS:
(a) 3rd party was looking to corporation for liability and not promoter
(i) K made prior to incorporation which is made in the name and solely on the credit of the future corporation. 
(b) Novation: the parties intended to discharge the promoter and substitute the corporation once the corporation was formed and adopt the contract
(i) To be enforceable novation requires Consideration
(c) Adoption: The new corporation, once formed, can formally adopt the contract, BUT the promoter can still be liable unless novation  – how is this done:
(i) Explicit: formal resolution of the board
(ii) Implicit: acts by the corp. in furtherance of K (write checks, etc)
iii) Moneywatch v. Wilbers: promoter liability on K before corp formed; 3P just added new corp did not do novation. To release promoter from liability requires intent.
c) Formation of the Corporation
i) Need a person, paper and act!
(1) natural person must be incorporator
ii) General
(1) Internal Affairs Doctrine 
(a) State in which a corp is incorporated will govern the corporation’s internal law
(i) Domestic Corporation: corp doing business in the state in which is incorporated. 
(ii) Foreign corp: corp doing business in a state in which is it NOT incorporated (has to qualify to do business in state other than incorporation- if not qualified, might have to pay fine and cannot sue in the state)
(2) Corporation’s Name
(a) The name must indicate/ID that the business is a corporation
(i) MBCA 4.01: must have ltd, corp, inc. or co. in the name
(b) Name must be “distinguishable” from the name of every other corporation on file with the Secretary of State (MBCA and DE law)
(i) MBCA requires that the name not be different in minor ways (such as capitalization/ punctuation/ plural vs singular/use of articles)
(ii) CA additional requirement – cannot be deceptively similar
(c) IF delay in filing name
(i) Reservation (MBCA 4.02)
1. If a domestic corp, atty can reserve (MBCA§4.02) name for 120 days under MBCA to file Articles (CA only reserve for 60 days and not renewable)
(ii) Registration (MBCA 4.03): used by foreign corp. to freeze a corp.’s name in a state
iii) Articles / Certificate
(1) Must include following provisions (MBCA 2.02(a))
(a) Name and address of each incorporator
(b) Name of person who will act as agent for SOP
(c) Maximum numbers of shares authorized to issue
(d) Corporate Name
(2) Default rules: 
(a) Exists in perpetuity; separate legal entity MBCA §3.02
(b) Purpose - any lawful act MBCA §3.01:
(i) CA need general purpose clause
(c) Directors – all corps must have Bd of directors
(i) MBCA 8.03 – only need one director (Corp cannot be a director, director must be a natural person)
(ii) CA – at least 3 members on board – except IF 
1. 2 shareholders: can have 2 directors
2. 1 shareholder: can be 1 director
3. before shares of stock are issued: can be 1 director
(3) To change provisions within: Need board AND shareholders approval
iv) Filing 
(1) must be filed by secretary of state
(2) Corp existence begins when Articles are Filed – MBCA 2.03
(a) just b/c deliver to Sec state doesn't mean filed – state has to accept
(b) when filed become De jure corporation
v) Organizing the New Corporation:
(1) Organizational Meeting
(a) incorp holds meeting, elect initial board, then later up to SH to elect
(i) Do not need to name the director’s names initially in A of I 
1. most time Bd not in Articles – but ByLaws
(b) need to adopt By Laws: rules and regulations that the corp set up to govern corp’s affairs. (these deal with minutia/day-to-day issues) 
(c) when bylaws and articles conflict – Articles trump
d) Defective Formation – De jure v De facto and Corp by Estoppel
i) De jure [In law]
(1) No mistake, filed with State and pending approval, no personal liability to the promoter; shield of limited liability in place
ii) De facto [In fact]
(1) Partially formed corporation, requires a good faith, actual attempt to form a corporation by complying with the State’s statute but made a mistake
(a) 3 Requirements       
(i) Law authorizing corporation
(ii) A good faith effort to incorporate (comply with statute) and 
(iii)  Use/exercise of corp powers
(2) good against all of world, EXCEPT the state
(3) MBCA §2.04: imposes liability on active promoter and saves passive partner
(a) Require: Impose liability only on persons who 
(i) act as or on behalf of corporations 
(ii) AND know that no corporation exists.
(4) Cases
(a) Hill v County Concrete: hold personally liable, no gd fth when know that cant have certain name but don't tell 3rd party
(b) Harris v Looney: only personally liable if act like corp AND know not formed: Partner A is culpable cuz he held himself out as a corp even tho he knew was not one; Other 2 partners (Inadvertent Partners/Passive Partners) were protected cuz had no idea
iii) Estoppel
(1) No attempt to create a corporation but a court will find that one existed just so one creditor cant deny corp existence
(2) Doctrine of Corp. by estoppel ONLY applies where  (RO – not sure if correct)
(a) both parties reasonably believe they are dealing with a corporation; AND
(b) neither party has actual or constructive knowledge that the corp does not exist.  
(3) Equitable principle  Must have acted in good faith 
(4) Cases
(a) American Vending v Morse – no corp by estoppel when knew wasn't formed
(i) NOTES: estoppel is a double edged sword. For example, M could have estopped attys from denying corporate status, and attys could estop M from denying corp status.
(b) Frontier Refining v Kunkel – not give 3P a windfall when act as if indiv. were owner; 
(i) gas station case; Other owners did not assume to act as a corporation at any time.
e) Ultra Vires Doctrine: 
i) Allows for relief when a corporation acts beyond its stated purpose 
(1) Current: Rare in current times b/c most incorporation statutes only require statement of lawful purpose
ii) WASTE is the only UV doctrine alive today
(1) Waste: conduct/trade that is beyond the range under which no reasonable person would act if you find this you can void the transaction
(a) Most common - Selling corporate assets for consideration that is disproportionately small or for no corporate purpose —beyond what any reasonable person would trade for (Rare if acting in GF)

2) Financing the Corporation   
a) General
i) must give prior 3 year balance sheet and income statement to potential investors
ii) Financial statements are required, in CA, to be prepared in accordance with GAAP
b) Accounting: Balance Sheets and Income Statements
i) Income statement     
(1) Revenue minus expenses = profit
(2) 2 important principles:
(a) Matching principle – requires report of all revenues/expenses in one particular period (i.e. annual, quarterly).  Allows biz to make comparisons with other periods.
(b) Conservatism principle: when have to make a judgment call should err on side of conservatism – promotes comparability b/w statements
(3) Profits go to owners these are the owners equity. 
(a) (the default rule is that all partners/owners get profits equally, but you can modify this)
ii) Balance Sheet
(1) Assets = Liabilities + Owner’s Equity
(a) Assets: current and fixed;
(b) Liabilities: current and long-term; 
(i) Contingent liabilities: those which are not on the balance sheet. These can affect the worth of the business, BUT might not affect the book value. 
1. (Ex. of contingent liability- P finds out that the wax used on his surfboards causes cancer- therefore, people COULD sue, but the liability is contingent on someone suing)
(c) Owner’s equity: partner’s equity and shareholder’s equity
(2)  “book value”: = asset minus liability (so basically = owner’s equity) 
(a) NOT “true value” of company cuz takes into account the cost at the time the asset was acquired, NOT present value of the asset. 
(i) (i.e. if you bought google stock for $1k and now it is worth $3k, then the book value is less than the worth of the business)
(3) Transactions
(a) If borrow money: we raise assets (cash) and liability 
(b) If gain money: raise assets (cash) and equity
(c) If buy stock: decrease cash and create stock on assets side (do not touch liabilities or equity here)
(d) If distribute dividend: decrease cash and decrease equity
iii) Taxation of Business Entity
(1) Partnership Tax – Flow through treatment
(a) Individual partners are responsible for the tax on their share of the profits, even if NO distribution (i.e. $ is kept in the company)
(2) Corporate Tax – Double Tax Burden
(a) Corporation is treated as a separate entity- and is taxed on its gross profits. Corp pays corporate income tax. (highest tax bracket 34%). 
(b) if/when distribute out dividend – the dividends are reported on personal income tax (this is what is called double taxation)
(i) rich like to retain earnings in corp – don't pay tax, then value increase, later sell, gain only tax per capital gains tax – more favorable
c) Capital Formation
i) Debt v Equity and “Hybrid”
(1) Debt: fixed claim (entitled to interest and principal), no managerial rights – lender/borrower relationship; Ex. a loan
(a) Tax advantage of debt: interest on debt is tax deductible (dividend payout is NOT) 
(2) Equity: managerial power and residual layer of ownership
(a) second claim if co. defaults; When make distribution  results in double taxation
(3) Hybrid – mix of each 
ii) Equity: several diff types
(1) Intro: 
(a) Liquidation Order
(i) Creditors (must be must) then preferred SH then common stock holders
1. Default rule= that you have NO liquidation preference UNLESS the articles provide for it. 
2. after payment of any liquidation preference, distribute any remaining funds to common stock (residual claimants)
(2) Common Stock    
(a) Rights are established in Articles of Incorporation – if don't set out then everything is common stock with same rights, preferences and privileges
(b) Voting rights: 
(i) Generally one vote per share
(ii) Right to elect directors and vote on certain fundamental issues
(c) Financial rights = right to receive distributions
(i) 3 types of distributions
1. Dividends: distribution of profits (while co is still alive)
2. Liquidation: (or dissolution) payments, – paid in priority 
3. Redemption: payment by corp to SH to acquire (“redeem”) their stock
(3) Preferred Stock   
(a) Voting Rights
(i) Generally, preferred stock is non-voting (unless otherwise stated in the Articles)
(ii) Board cannot change the amount of preferred stock stated in the Articles unless approved by the preferred stock holders 
1. Brd must first obtaining the preferred stockholders’ consent to such changes (usually by a majority vote of such class) – even if such shares are otherwise non-voting
(b) Financial Rights
(i) First to receive dividends and first stock to be paid during liquidation and generally at a fixed price (but creditors still have priority over preferred)
(4) Different Types of Stock Preferences
(a) Dividend Options: (i.e. cumulative or non-cumulative)
(i) Cumulative: If the board does not declare dividends, the corporation assumes a continuing, accumulating obligation (dividend overhang) to pay unpaid dividends before it pays future dividends 
(ii) Non-cumulative: If is not paid that year, it is gone.
(b) Voting or Non-voting Preferred Stock
(c) Liquidation (or Dissolution) Preference
(d) Participating Stock: (i.e. “pay again”) 
(i) Receives dividends along with the common stock even though it has already received its preferential dividend
(ii) Non-participating does not
(e) “Blank Check Preferred” Stock
(i) Board can establish the financial terms of the preferred stock at time of issuance to accommodate the economy 
1. before issue file Certificate of Determination w Sec of State
(f) Redeemable Preferred Stock     
(i) at option of corporation – “Callable”
1. can be used to avoid dividend overhang 
(ii) at option of holder – “demand note”
1. interest on demand note can be deducted as biz expense
(g) Convertible Preferred Stock: preferred stock can be converted into common stock
(i) Convertible at option of holder  
(ii) once convert cant go back – given up preference
(h) Redeemable Common Stock     
(i) Option of holder – 
1. Most states (CA incl.) hold common stock is not redeemable – if redeemable will impair creditor rights, only acting opportunistically
(ii) Option of corp – callable common stock
(i) Convertible Common Stock: 
(i) Most states hold common stock CAN be converted into another class of stock 
(ii) Most states (CA incl) say you CANNOT have common stock convertible into debt 
iii) Debt Financing 
(1) Two important characteristics of debt:
(a) Interest on debt is tax deductible- HUGE tax advantage.  
(b) priority in liquidation 
(2) General
(a) Choices
(i) Short v long term debt
(ii) Inside v outside debt
1. Outside debt: Loans made by 3Ps
2. Inside Debt: Loans made by Shareholders
a. Zeroing out Strategy: get gross profits low as possible to minimize taxes 
i. Ex: avoiding taxes by leasing property (rent is deductible), paying owners a salary, avoid double taxed dividends
b. But if TOO much debt, then might invite IRS audit
(b) Thin Capitalization: high debt-equity ratio
(i) legal risks of Thin Capitalization
1. Pierce Corporate Veil
2. Equitable Subordination
3. IRS audit – can re-characterize 
(3) Types of Debt Securities 
(a) Bond – long term secured debt
(i) secured with some asset of the business  Ex. land, receivables, equipment
(b) Debenture – unsecured long term debt
(c) Debt covenant – terms to protect lenders
iv) Mechanics of Issuing Stock      
(1) Issuing Stock: Terminology
(a) Default rule: stock is freely transferable unless you restrict someone’s ability to transfer shares. 
(b) Stock is personal property, but it is a capital asset, so when you sell stock, the capital gain is what is taxed. 
(c) Authorized shares: maximum number corporation can sell – MUST be in Articles 
(d) Issued shares: the number of the authorized shares that were actually distributed to shareholders (either common or preferred)
(e) Outstanding shares = number sold and not reacquired/redeemed
(f) Redemptions: Repurchase of corporations shares (triggered by corporation calling or SH exercising options)
(i) What happens if redeem:
1. DE – not retired – becomes Treasury stock – authorized, issued, not outstanding
a. No minimum price, cuz they are treasury shares  already put in par value into stated capital
2. Retired – not to be reissued – evaporate, decrease total number shares; i.e. VOID and go to stock heaven
3. MBA – reacquired - become authorized, but unissued – default is can be reissued
(ii) Limitations: 
1. Subject to same economic tests as dividends 
2. At least one SH has right to vote – one share must remain outstanding at all times
(g) Warrant: ability to purchase common stock on friendly terms
(2) Par Value   
(a) Par value = minimum issuance price 
(b) DE retains concept – must be stated in Articles
(i) Model and CA abandon
(ii) Watered Stock Liability: shares issued for less than par value
(c) Balance Sheet Accounts
(i) Stated Capital: par value times number of share issued  cannot be used to pay dividends (DE)
(ii) Capital Surplus: the excess over the par value (can be used to pay dividends)
(iii) Retained Earnings – Represents accumulations of earnings/losses (can be used to pay dividends)
(iv) E.g. Co. issues 300 shares of stock w/ par value of $2 @ $5/share – Total cash received is $1500 (assets side of balance sheet) -- $600 is stated capital, and $900 is capital surplus
(3) Consideration used to acquire stock
(a) CA– legal tender consists of money paid, labor done (past services) or tangible/in property received
(i) CANNOT use promissory note nor contract to work (future services)
(b) MBCA & DE – anything of value – so future services and promissory note ok
(i) DE Bd must make sure the Value of the consideration meets the minimum issuance price (par value times number shares)
(c) All – Bd decides value of non-cash consideration – decision is binding and conclusive as long as no fraud
(4) Preemptive Rights: (not default rule; pretty rare nowadays)
(a) right of an existing SH to maintain her percentage of ownership whenever there is a new issuance of stock for cash.	
(b) Today: most states (MBCA, CA): SH do NOT have preemptive right unless Articles provide – “opt-in” 
(i) @ CL: presumed to be available
v) Dividends: 
(1) Legal Restrictions on Dividends
(a) Generally 
(i) No dividend until Bd declares. 
(ii) Dividends are paid out to owner of the stock at the record date or if no record date, declaration date, and last payment date
1. Declaration date: the day that the board declares a dividend 
2. Record date: the day on which the SH become entitled to receive the dividend
(b) JX
(i) DE: can pay out of capital surplus or retained earnings
(ii) When no par value, cannot distribute dividends if insolvent
1. Tests for insolvency: Directors could be liable if make div and co is insolv
a. Equity test: insolvent if cant make debts when they come due 
i. can take into account pay coming even if balance sheet doesn't say
b. Balance Sheet Test: Make sure assets are greater than liabilities, insolvent if not
i. Neglects: liabilities that have not been incurred (utilities, interests, rent)
c. Legal Capital Rule: (DE) the capital accounts determine whether there are legally available funds to make distributions to shareholders
i. can distribute retained earnings (net profits)
ii. can also use capital surplus
iii. Can’t pay out of stated capital
3) Piercing the Corporate Veil 
a) PCV
i) Equitable Doctrine that allows creditors to get around the shield of limited liability of corp.
(1) 2 Major Policy Areas where PCV possible
(a) Fraud – shareholder/director is not playing fair
(b) Fundamental Unfairness – limited liability would create inequitable result (not fair to limit the creditor to the assets of the business)
ii) Factors: factors vary by state; very fact intensive
(1) Separate Corporate Identity
(a) Undercapitalization
(b) Failure to observe corporate formalities
(c) Payment by the corporation of individual obligations 
(2) Fraud or Inequitable Consequences
(a) Fraudulent misrepresentation by corporate directors
(b) Use of the corporation to promote fraud, injustice or illegality
(3) Alter Ego
(a) Using the corporation to shield personal liability 
(b) Commingling of funds
(4) (CA has 19 factors – not exhaustive – key is equity
iii) 2 FACT PATTERNS WHERE PCV ARISES: 
(1) Small closely held corporations 
(2) Enterprise Liability: see below 
iv) Differences in PCV between K creditor (Brevet) and a tort creditor (Baatz). 
(1) in contract creditor case aren’t as worried about undercapitalization b/c bargain 
(2) but in tort cases its more compelling – biz should internalize foreseeable risk
v) Cases:
(1) Brevet: no PCV, burden on K creditor
(2) Baatz: – no PCV for tort liability, have adequate capitalization, meet formalities; tort creditor case  drunk, bar case
(3) Hanewald: no PCV, but held liable b/c of watered stock claim
b) Enterprise Liability: PCV but holding a corporate parent liable for its subsidiary’s debt
i) seek to aggregate corporations into a single enterprise and hold entire enterprise liable
ii) 2 Basic Cases
(1) Parent-Subsidiary: vertical integration
(a) parent forms corp and operates biz as wholly owned subsid
(2) Sibling Corp: horizontal integration
(a) often individual who owns multiple corporations
iii) Cases:
(1) Smith v. McLeod: find enterprise liability for contract creditor when 3 corps are one enterprise; K creditor; Colonial Mat Co. case
(2) Goldberg v Less Express Cab – remand to decide if cab co.’s separate enough (look unfair); taxi cab case
(a) Maynard: should have gotten enough insurance to cover their foreseeable risk. 
(3) Forsythe v. Clark USA: guys die in fire. Estate sue parent co. on direct participant theory 
(a) Pres is the same at both companies  the Pres is wearing diff hats then; employee of both companies, shareholder, on board
4) Role of Directors and Officers
a) Board of Directors  
i) Intro
(1) Bd is NOT an agent – b/c Bd not subject to control of corp – unlike officers which are
(2) Bd act collectively – no individual power for Bd member
(3) Every corp must have (exception 7.32 shareholder agreement)
(4) All corporate powers exercised by/under the Board 
ii) Corporate Norm:  board manages the business affairs of the corp MBCA 8.01; DE 141
(1) board monitors the business affairs bc not practical that board would have detailed knowledge
(a) Most states give CEO the power to bind the company to anything that arises in the ordinary course of business
(2) Grimes v Donald – Del – Bd can delegate not abdicate; $1M severance package did not abdicating Brd’s duties to manage biz aff
iii) Committees 
(1) Bd can delegate substantial management functions to a committee of a Bd, which usually must consist of two or more directors, but CANNOT delegate all managerial responsibility: cannot amend bylaws, fill bd vacancies, cannot declare dividends, cannot recommend fundamental changes
iv) Corporate Governance
(1) Selection
(a) Incorporator hold meeting to elect original Bd – can put in Articles, but usually don't
(b) number of Bd members set forth in Articles (must be one or more)
(2) Election and Term
(a) Default Rule: Annual shareholder meeting to elect; Directors serve for 1 year
(b) 2 Ways to Modify Default Rule 
(i) Classified Bd   
1. Create diff classes of shares, each share has right to elect a board member (MBCA 8.03(c) and DE allow)
2. Lehrman v. Cohen
(ii) Staggered Terms      
1. Divide the board into groups, and give longer than 1 yr term so that only portion of board is up for re-election each year (MBCA 8.06)
2. Humphreys v Winous:
(c) Holdover Directors: term has technically expired but haven’t had a meeting to elect replacement, so holdover until their successor has been duly elected
(d) Vacancies: (ex. Death or resignation)
(i) DE – vacancies filled by Bd only
(ii) MBCA 8.10 – vacancy can be filled by Bd or shareholders (practical Bd, cuz they can act quicker)
(3) Removal of Directors
(a) “H have the power, called amotion, to remove directors during their term
(b) Directors can be removed with or without cause  depends on state statute [§8.08(a)]
(i) BUT Most crts require if remove for cause need meeting – person entitled to Notice and be heard – just fair
(ii) Cause: Fraud, failure to perform duties in good faith
(iii) Ct can intervene and be persuaded to remove a director, but only under extraordinary circumstances. (fraud, gross abuse of authority, etc)
(c) Directors elected to a classified board may only be removed by the same set of shareholders that elected them 
v) Board Meetings
(1) MCBA § 8.21: Board can take action in 2 ways ONLY: 
(a) Unanimous Written Consent (oral consent from each member is NOT enough); 
(b) Valid Meeting
(i) 2 types of meetings:
1. Regular Mtg (set out in by-laws; no need for notice)
2. Special Mtg (need to give notice for this)
a. 2 days Notice requirement, unless notice is waived
i. Waiver occurs either by signed writing or attending the mtg without making an objection
b. Do NOT have to give notice about content/purpose of meeting unless articles or bylaws require
(c) Do not have to get everyone together in same place, so long as all directors can hear each other and participate in meeting (telephonic hearings okay)
(d) Directors cannot have proxies and there can be no voting agreements between directors. 
(2) If have meeting need 4 things
(a) Call: Not required for annual meetings, just special meetings
(b) Notice: Only needed for Special Meeting; 
(c) Quorum: Minimum amount of voting power that has to be present 
(i) 8.24 – default rule: Majority of Authorized Director positions. No proxies allowed
1. can modify – but cant bring below 1/3
2. authorized – not number currently in office, so if vacancy still must count
(ii) every time vote must have quorum – if someone leaves, cant take action (Breaking quorum – allowed in MBCA; not in DE)
(d) Sufficient Vote: 
(i) Default rule: majority of directors present MBCA § 8.24:
1. Present: can be present by conference call – but all have to be able to simultaneously hear each other 8.20(b)
b) Officers  
i) Officers as Agents
(1) can wear different hats – see which one at time of action if Director hat then NOT agent
ii) Scope of Authority
(1) Old: used to be seal 
(2) California §313: creates a “Safe harbor” for 3rd party
(a) In the absence of 3rd party’s actual knowledge that signing party had no authority, signature of person from each category is sufficient to bind the corp:
(i) category 1: Chairman of the Board, President, or VP (operations) AND
(ii) category 2: Secretary, Asst Secretary, CFO, Asst Treasurer (money)
(b) Snukal v Flightways: (Cal) if Pres and Sec’y sign then 3P protected, even if same person wearing 2 hats
(3) MBCA – no similar statue – 8.40(c)
(a) Bd shall assign position for maintaining and authenticating records – so 3rd party can rely on documents authenticated by Sec’y
iii) Liability
(1) Corp 
(a) For action taken by Officer if have Authority; 
(b) for torts of EE if done within scope of employment
(2) Officer: 
(a) Not liable: if 3P knows identity of corp., and that agent is acting on its behalf
(b) But liable: for torts or personal guarantee or fraud or conversion
(3) HD Irrigating v Kimble: Corp Officer is personally liable for own tortious conduct; corp liable under VL provided w/in scope of employment
(4) How to sign:
(a) If you want company to be liable, sign with entity name, by __(individual)_, and then give position in company. 
iv) Removal
(1) Board can remove an officer at any time, with or without cause
(a) Andrews v. Southwest: (Wyom) Bd can remove officer, no special relationship
(2) It is the responsibility of the officer to bargain for “protection” 
5) Role of Shareholders
a) Shareholder Voting
i) Intro
(1) SH required to meet once a year to vote for Bd (default)
(2) SH also required to approve Fundamental changes
(3) Can vote to remove a board member and under default rules, amend the bylaws
ii) Call and Notice
(1) NOTICE req’d for ALL SH meetings. §7.05
(2) 2 Types of Meetings
(a) Special meeting: time, day and place AND have to disclose the content/purpose of the mtg.  Then you are limited to discussing that purpose at the mtg
(b) Annual meeting: anything is fair game at 
(i) Annual notice has to tell the day the time and the place (10-60 days before the mtg).
1. Default Rule: Is that there is no agenda for the annual mtg. Shareholders can stand up and discuss anything they want. 
2. McKesson v Derdiger – DE Ch – must follow notice rules to the letter; must give SH notice within 10-60, NOT 61 days
(3) Can Waive notice – §7.06
(a) Express waiver: in writing, signed by the SH and delivered to the corporation. (can be signed before or after the mtg) 
(b) Implied waiver: when the shareholder attends the mtg without objecting to the defect in notice. (if you believe that notice is defective then you must object at the beginning of the mtg) 
iii) Quorum
(1) Number that must be present in order to have valid meeting 
(a) MBCA §7.25 – A majority of shares entitled to vote (Default)
(b) California §602 – same but in no event shall quorum consist of less than 1/3 of shares entitled to vote
(c) shareholder meeting – count quorum at start – if leave don't break quorum
(2) Record Ownership
(a) Record Owner owner on the record date; entitled to vote [MBCA §7.07]
(b) Beneficial owner: actual owner with a financial stake in the shares; not the record owner
(c) Record Date – 2 important contexts
(i) when Bd declares dividend – SH as of date gets
(ii) annual meeting – Bd fix record date when set meeting only shares of that date can vote
(d) If sale of share after record date, then new owner is beneficial owner and will want to get a proxy to vote instead of the record owner
(3) Proxy 
(a) Shareholder appoints a proxy to vote on their behalf, creates an agency relationship
(b) 2 Types
(i) Limited: SH authorized the agent to vote in particular way
(ii) General: agent authorized to use his/her discretion in voting
(c) MBCA §7.22   
(i) Proxy relationship requires writing or electronic transmission
(ii) Freely revocable unless expressly written (conspicuous) and coupled with interest
1. CA does not need it be coupled with an interest to be irrevocable
2.  (interest can be pledge, agree to purchase or has, employee contract)
(iii) Proxy is valid for 11 months
(d) To revoke proxy: 
(i) Give a later proxy revokes a prior proxy or
(ii) attend a mtg and vote differently on the ballot 
iv) Voting Rules / Sufficient Vote
(1) On matters OTHER than Election of Directors
(a) DGCL §216 (traditional CL) – Majority of shares present
(i) Abstention = “no” vote
(b) MBCA 7.25 – Majority of shares actually voting
(i) Abstention – true abstention (can have 999 abstain and 1 yes is ok)
(c) California §602(a) 2 part test
(i) Majority of shares present and voting (only look at yes and no votes, Abstention votes don’t have any effect), AND
(ii) Majority of required quorum (abstention votes effect the vote here, they count as no vote)
(2) Fundamental Changes:
(a) Ex – Amendment of Articles/bylaws; acquisition/merger; increase the # of authorized shares; dissolution; Substantially sell all of assets
(b) Statute will often mandate the number of yes votes that it will take to make a fundamental change these cannot be changed in articles or by-laws. Statutes can require either:
(i) absolute majority (DE): (majority of shares outstanding), regardless of how many are present at the mtg.
(ii) super majority: just something higher than the absolute majority (commonly 2/3 of outstanding shares)
(iii) unanimity: (maybe in small corp) – statute sets floor not ceiling
(3) Action by Written Consent
(a) MBCA – need Unanimous written consent of all outstanding shares 
(b) DE/CA – only need absolute majority 
(i) (CA – BUT not less than minimum vote necessary to take action at meeting in which all shares entitled to vote)
(c) Election of director by written consent?
(i) CA 603(d) – NO – unless unanimous – b/c have mandatory cumulative voting
v) Shareholder election of Directors
(1) Straight voting – default rule
(a) SH can vote their number of shares for EACH director 
(b) Favors majority  majority  basically elects the entire board
(2) Cumulative voting –
(a) number of total votes that each shareholder may cast is first computed and each SH may distribute their shares as they choose
(b) Multiply the total number of votes a shareholder has by the # of vacant seats (# of votes * # of seats), and allow shareholder to distribute that number as he/she chooses (so could use all of your on one director candidate).
(c) Number of shares needed to elect one director  [S/(D+1)] + 1
(i) S= # shares voting; D = # directors being elected
(d) Favors minority  
(3) If there is a tie bt candidates this creates a vacancy and previous bd member will stay in role as holdover and board will fill vacancy
(a)  (actually either bd or shareholders can fill, but bd acts quicker usually)
(4) JX
(a) DE/MBCA: straight voting (opt-in to have cumulative voting)
(b) CA: Cumulative voting is mandatory and must elect all each year (no staggered terms)
(i) Once you become a public company (“listed corporation”), you can opt-out of cumulative voting and/or divide Bd into classes for terms CA §301.5
(5) Other ways to minimize impact of Cumulative voting
(a) shrink size of Bd
(b) classified Bd
(c) remove director voted by the minority 
(i) CA 303(a)(1) – removing directors – look at votes cast against removal
1. are the No votes sufficient to elect director if director were voted cumulative at election where same total votes being cast? – if No votes were sufficient to elect A1, then A1 cant be removed  i.e. a “back-stop” – keep maj from removing person minority elects
2. MBCA §8.08(c): has similar backstop provision to 303(a)(1); 
3. DE is silent. 
(d) Preventative takeover measures
(i) Staggered term elections
(ii) Removal for cause clause
(e) Random
(i) Humphreys v Winous – OH – effect of cumulative voting AND staggered terms; Although this virtually nullifies effect of cumulative voting it is okay cuz the statute authorizes cumulative voting, but it does not guarantee the effectiveness of votes using cumulative voting. 
b) Shareholder Inspection Rights
i) Reporting
(1) MBCA requires Periodic but not Transaction reporting 
(2) DE requires no Periodic reporting (but do require all material info before vote)
ii) Examination of Corp Docs
(1) MBCA and DE give shareholder inspection rights but the SH bears entire burden and cost of obtaining the documents 
iii) Proper Purpose
(1) Statutory requirement in some states (incl. DE) that SH must have a proper purpose to examine docs
(a) Statutes divide shareholder records into 2 kinds: 
(i) 1) organizational docs: stock records, organizing docs, resolutions, minutes
1.  Burden on corporation to to show improper purpose 
(ii) 2) everything else, including contracts, financial records, personnel docs, etc. 
1. Burden on P to show that purpose is proper to get these docs
(b) Compaq Computers v Horton – DE – crt allows SH to obtain SH list for proper purpose  
c) Federal Proxy Rules   
i) These ONLY apply to publicly-traded/reporting companies
(1) either list stock on NASDAQ or NYSE, - OR - 
(2) A company must have -- Assets of $10M or more; and class of equity security holders numbering 500 or more
ii) Every public company must make periodic reports to its SH to help decision making:
(1) Form 10-K – comprehensive discussion of the company and the financial and operational results of the prior year
(a) Form 10Q filed on a quarterly basis with the SEC
(2) Form 8-K – promptly follows the occurrence of certain significant events
iii) Proxy rules require companies to send to SH the proxy statement (packet of information including ballot, annual report, proxy, etc.)
(1) SEC rules  full and adequate disclosure of all material facts
iv) Proxy fraud rule: Applies ONLY to the Proxy statement – If it’s false or misleading, the company can be sued. Rule 14(a)(9)
v) “shareholder proposal rule”: requires public companies to include a SH’s proposal in its proxy materials sent to all shareholders IF certain conditions are met. Rule 14(a)(8)
(1) Excludable:
(a) conduct of ordinary business not suitable for proposal – b/c Bd runs
(b) (1) energy use recommendations; (2) Executive compensation. 

Fiduciary Duties
1) Duty of Care   
a) MR 8.30/ CA § 309
i) A director must perform his function in:
(1) good faith 
(2) with the care of an ordinarily prudent person in a like position under similar circumstances and 
(3) in a manner he reasonably believes to be in the company’s best interest
(a) DE: violation must be of gross negligence
(b) MCBA/CA seem to operate on a negligence standard
ii) When discharging duties - director can rely on the following if reasonably believes to be competent and reliable
(1) officers of corporation 
(2) a committee of board members of which the director is NOT a member
(3) legal counsel, public accountants, other persons (retained for skills or expertise) 
b) Misfeasance: 
i) Decision by board was made on faulty process when the director’s decision does not reflect a good faith exercise of informed decision-making
(1) Bad Faith: (fraud, illegality, conflict of interest)
(2) Not informed: board did not make reasonable efforts 
ii) Shlensky v Wrigley – Ill App – Pl doesn't plead COA b/c BJR  which presumes action in best interest of company if no fraud, illegal or conflict of interest is found
iii) Smith v VanGorkom – DE – duty of care includes Informed decision, but need gross negligence for liability; board made hasty decision to merge co. on little info
c) Nonfeasance: Director has failed to act
i) The failure to act or detect wrong doing, if a director is on NOTICE of facts suggesting wrongdoing then directors will be liable if there is sustained or systematic failure of the board to exercise oversight
(a) Bottom-line: Bd has to monitor and be informed. Cannot ignore a problem if you are made aware of a problem; if there is no indication of any problem, board has to have adequate programs in place to detect problems and if problem arises, have to act immediately!
d) Raincoat Protection by DE  created in response to VanGorkom - DE §102(b)(7) 
i) Can cap or eliminate personal liability of Directors for breach of fiduciary duty of care, negligence, and gross negligence by amending the Articles
(1) Exclusions: 
(a) CANNOT eliminate Duty of Loyalty, Act/omissions not in GF or Improper Personal Benefit or Intentional misconduct/knowingly violate law
(b) Does not limit equitable relief – ie an injunction
ii) DE Default: Must amend the Articles to OPT-IN; need absolute majority in publicly traded company 
(1) some states have it as opt-out clause
e) Business Judgment Rule 
i) In the absence of fraud, illegality, or self-dealings, there is a presumption that in making a business decision (or failing to take action), the directors of a corporation acted on (an informed basis, in good faith, and in the honest belief that the action taken was) in the best interest of the company
(1) Initial burden is on the P to rebut the presumption
(a) Ways P can overcome the presumption:
(i) show fraud, illegality, or self-dealing/conflict of interest
(ii) The board did not act in GF bc of fraud, illegality, or conflict of interest/self-dealing OR
(iii)  Uninformed decision making 
1. DE: gross negligence, 
2. CA/MBC:  negligence 
2) Duty of Loyalty
a) Generally
i) Corporate directors and officers are not permitted to use their position of trust and confidence to further their private interests; the best interest of the corporation and shareholders take precedent
(1) Basic Q   is a conflict of interest (but COI doesn’t always make the transaction invalid)
(a) self dealing 
(i) interested director transactions (most important)
(b) usurping corp opportunity 
(i) Ex. competing ventures
ii) Random
(1) financial harm is NOT a prerequisite for breach of duty of loyalty (ie Geller)
(2) crt scrutinize duty of loyalty a lot more than duty of care
b) Corporate Opportunity Doctrine 
i) Intro 
(1) Definition: insider should not be able to take a business opportunity for own personal advantage if really belongs to corp – No absolute prohibition
(2) Threshold question – what is a corporate opportunity?
(a) 5.05(b) definition  
ii) TEST determining Corporate Opportunity 
(1) ALI Test   
(a) Corp Opp definition under ALI:
(i) (1) opportunity to engage in biz activity which director/officer became aware of
1. as a function of position OR
2. reasonably believe expect to be offered to corp
(b) Director can take the opportunity free from any challenge if meets below require:
(i) FULL AND ADEQUATE DISCLOSURE of the opportunity and the COI + the corporation rejects the opportunity 
(c) There is NO time frame under ALI for when the bd has to bring suit  so director must make sure corp rejected it
(2) Interest/Expectancy test: 
(a) rooted in property law and aims at protecting corp’s interest and expectancy in something. Think about what “belongs” to the corporation. Also looks at the corp’s financial ability to take the opportunity. 
(i) Critique - Narrow crts feel that financial opportunity should NOT be determinative
(3) Line of Business Test 
(a) Opportunity closely related to the line of business and company would be reasonably expected to be interested in the opportunity (financial ability)
(i) Courts won’t find financial incapacity as excusing a director’s conduct b/c there are always ways of finding money
(4) Fairness Test   
(a) Is it fair to corporation – Look at the underlying fairness/equitable nature of the transaction from the eyes of the corporation 
(b) Critique – too vague/unpredictable
(5) Miller Test
(a) Two prongs: (1) line of business, (2) fairness 
(b) critique – worst of all worlds
(6) DE Standard 
(a) Corporation has the practical experience and ability to pursue the opportunity
(b)  The opportunity is logically and naturally adaptable to the present business, having regard for its financial position
(c) Is consistent with its reasonable needs and aspirations for expansion
(7) Rejection (in general):
(a) Must be by a majority of independent and disinterested directors or SH
(b) DE: can waive rejection in advance; MBCA cannot
(8) Northeast Harbor Golf v Harris – ME – Crt found that Pres usurp a corp. opportunity from the golf club by using the ALI Test
(a) Remedy: constructive trust: H holds prop in trust for club; all gain of prop goes to Corp and injunction
c) Self-Dealings
i) Self-dealing occurs when a director or officer enters into a contract with the corp  duty of loyalty violation only occurs where corp. exchanges too much for what it is receiving
(1) transaction must involve a direct or indirect interest w/ one of the company’s directors 
(a) Look for any transaction that has been made between the corp on one side and a director’s interest on the other side
(i) Ex. of interested director transactions: directors; director’s relatives; some other business in which director holds a substantial financial interest
(2) Modern approach: Director loses the protection of the BJR unless the transaction has been cleansed of its taint of self-dealing, if cleansed, there is a rebuttable presumption of fairness and the burden shifts to the P to show the transaction was not fair
(a) CL approach: Ks with self-dealing were voidable
ii) Ryan’s: A self-dealing occurs whenever a director or officer enters into a contract, as on both sides of the transaction (for the board and then their private interest)
(1) If corporation exchanges too much 
iii) Cases
(1) Tomaino v Concord Oil – RI – self-dealing was fair to corp at time of transaction; tank in ground case
(2) Geller v Allied – Mass App – breach of duty of loyalty even though no harm and not on both sides of deal – but incentive to make deal in own best interest (Prof: all time favorite case); Dunkin Donuts finder’s fee case
d) Standard of Entire Fairness 
i) When directors are on both sides of the transaction, they have a burden of proof to establish the transaction’s entire fairness:
(1) Fair Price
(a) Economic and financial consideration
(2) Fair Dealing
(a) Timing of the transaction, how was it initiated, structured, negotiated, disclosed to directors, and how was approval obtained
(3) HMG v. Gray DE ch – establish entire fairness std and set aside a deal; HMG selling land to NAF, later find out Gray is director on both sides of transaction – company wants to set aside transaction even tho got Mkt price– G was principal negotiator; G breach of fiduciary duty of loyalty
e) Cleansing Doctrine 
i) Steps for applying Cleansing statutes:
(1) Is there a quorum 
(2) Are there interested parties? 
(3) is the transaction cleansed under safe harbor provision? 
(a) (if it does fall under the safe harbor then burden on P to show that transaction is not fair, if is it not, then it is voidable unless the D can to meet entire fairness) 
ii) Cleanses a transaction where a director is on both sides of a transaction; acts as a safe harbor for interested directors 
(1) Need EITHER board or SH approval of transaction 
(2) If the cleansing doctrine does not apply, the director can argue entire fairness to enforce transaction 
iii) CA safe harbor statute §310 (basically same as DE §144 for our purposes)
(1) Wont set aside a contract/transaction b/c of conflict of interest If:
(a) Shareholder Approval: 310(a)(1)
(i) Full disclosure of all material facts
(ii) S/H vote in GF
(iii) Majority of disinterested shareholders required for approval
1. i.e. interested director cannot vote his shares
(iv) (No requirement that transaction is fair – if vote assume its in their best interest – Very difficult to challenge)
(b) Board Approval: 310(a)(2)
(i) Full disclosure of material facts 
(ii) GF approval by disinterested directors
(iii) Vote sufficient without counting vote of interested director
1. interested director cannot vote but may be counted for purposes of a quorum 
(iv) Fairness of transaction to corp. (“just and reasonable”) – at time of transaction 
(c) Judicial Approval  called the Fairness Prong 310(a)(3)
(i)  Interested director has burden of proving fairness (at time of transaction)
iv) “shifting burden of proof std”
(1) BJR presume acting in best interest unless… self-dealing 
(a) so then burden on interested to show fair
(2)  but if get “cleanse” then person challenging has the burden to show that the transaction is NOT fair 
(a)  tough cuz disinterested directors will say that their decision is protected under BJR 
(b) Cleansing: does not automatically validate the transaction – just more comfort 
v) Shapiro v Greenfield: check if party was disinterested to see if deal can be set aside
f) Special Committee
i) can have a special committee to review the self-dealing transaction; if fully informed than committee will give BJR protection  to decision
(1) so committee with disinterested director can cleanse under Board approval 
(2) Model and DE min = 1 director – but CA require minimum of 2
3) Shareholder Derivative Actions 
(1) When SH sue they can bring direct action – OR – derivative action
(a) direct action: something belongs to SH individually – like shareholder list in Compaq 
(b) Derivative action: is the SH ability to sue on behalf of the corporation – derived from the corporation’s power to redress harm to itself. Recovery goes to corp
b) Requirements for Derivative action
i) Standing: Plaintiff must be a SH at the time that:
(1) Alleged harm took place, and
(2) At the time of filing the suit
ii) Demand 
(1) SH must notify Bd and Demand them to start litigation;
(a) If refuse, and then must show either 1) the board was wrong (subject to BJR) or 2) that the demand is futile	
(i) IF Wrongful – then not protected by BJR
1. BJR for Bd decision not to take action
2. NO BJR for conflict of interest
(ii) Demand can be excused if P show it is “Futile”: 
1. reasonable doubt that a majority of the board would be disinterested or independent in making a decision on demand
a. Disinterested: No financial or other interest 
b. Independent: Properly exercise independent judgment
(2) cannot settle w/o crt approval
c) Committees - To evaluate a SH demand, the board often delegates the task to a special committee of non-implicated directors; but Special committees rarely find that litigation is in the best interest of the corporation and therefore demand is almost always refused.
i) PSE&G – NJ – about process for a committee; demand was properly rejected
(1) Std’s of Judicial Review – for a Bd Special Litigation Committee Decision
(a) NY: BJR  most deference (old CL)
(b) MA – Modified BJR   BJR + crt should decide whether SLC’s decision was reasonable
(i) burden on corp (special committee or board) to show independent, unbiased and act in GF  therefore entitled to BJR
(ii) crt review decision making process – not substantive issues
(c) DE: 
(i) Demand is required. If done, BJR.
(ii) IF demand is excused: 
1. Corporation has burden to show committee was independent, acted in GF, and had a reasonable basis for its decision; if met 
2. Court intervenes and exercises its own judgment as to whether refusal was reasonable
(iii) NO discovery here, most plaintiff friendly though
(a) N. Carolina – 2 part test 
(i) (1) Committee has burden to show why entitled to BJR
(ii) (2) Court decides if reasonable
b) Executive Compensation 
i) std of whether excessive is Waste:
(1) Waste: An exchange that is so one sided that no business person of ordinary, sound judgment could conclude that the corporation has received adequate consideration (Disney)
Closely Held Corporation
1) Formation
a) MBCA: Must elect to be a closely held corporation, with 50 or fewer SH
i) If already a corporation, a 2/3 votes to amended the Articles allows to OPT-IN as a closely held corporation
b) CA: Requires 35 SH or less, and must elect to be a closely held corporation in the Articles
(1) Even if not, court can still determine the intention was for a closely held corporation 
(2) Opt-in with unanimous vote; opt-out with at least 2/3 vote
(3) Can – can interfere w/ Bd if ALL SH agree; can’t if public
c) DEL: Requires 30 SH or less, must elect and shares must have transfer restrictions 
2) Restrictions on Shareholder Governance Rights
a) Preemptive Rights: prevent dilution in later interest of stock
i) Permits each current shareholder to maintain his/her proportionate interest by purchasing the same percentage of to-be-issued shares on the same terms and conditions as proposed by the board 
ii) Opt-in – need to be in Articles
b) Supermajority – creates a veto power to a minority shareholder
i) MBCA must be in Articles – DE can be in articles or bylaws
ii) Issue of creating DEADLOCK
iii) Other tactics for Minority SH to bargain for:
(1) Cumulative voting 
(2) Classified Bd 
3) Voting Restriction Agreements
a) Voting Trusts: divorces voting rights from ownership  
i) Definition: Shareholders transfer legal title to their shares to a voting trustee who, for a defined period and according to specified instructions, has exclusive voting power over transferred shares.
ii) Requirements – MBCA § 7.30
(1) trust agreement must be in writing
(2) shares must be specifically transferred to the trustee
(3) trust must be limited in duration to no more than 10 years
(4) trust agreement must be on file at corp. principal office
iii) Lehrman v Cohen – DE – difference b/w Divest and Dilution, adding class w/o financial rights ok here b/c solves deadlock
b) Pooling Agreements: allowed cuz do not affect the board decision-making power
i) Definition: where shareholders get together and decide how to vote their shares and enter into agreement to vote a certain way (i.e. Combining voting power)
(1) different than voting trust b/c each SH continues to be SH of record and thus does not sever rights from shares
(2) diff than SH agreement cuz only ensures who is elected to the bd, NOT what is done once the bd is elected.
ii) Ringling-Bros – DE – no specific performance of pooling – should have done irrevocable proxy; 
(1) Would the case be decided differently today? Yes, 
(a) §7.31(b) statute today provides for specific performance of pooling agrmnt – but must get a crt order – avoids practical prob of people knowing if have implied
(b) 7.22 – Irrevocable Proxy: Need to be coupled with Interest – here interest is being party to voting agreement – that's sufficient, just need in Writing
4) Shareholder Agreements: 
a) Generally
i) Where shareholders are trying to bind the bd to make decisions in a certain way 
ii) 2 ways to validate SH agreements: 
(1) All SH are parties (no harm no foul) + slight impingement on bd’s discretion; Clark v. Dodge-
(2) elect to be close corp. (300(b))
b) Cases
i) McQuade – NY – K’s that impinge authority of Bd is void for PP; 
ii) Clark v Dodge – NY – exception to McQ if ALL SH agree AND invasion of power is slight
iii) Galler v Galler – Ill - “slight impingement” ok even if seem to violate McQ – crt likes planning
iv) Zion v Kurtz – NY – allowed for close corp even though not in Articles b/c both SH knew (intent) it was supposed to be a close corp; helped that no 3P were hurt
(1) Diff JX
(a) NY and CA follow majority – ok if ALL sign
(b) DE: must make election to be “close corporation” in certificate
5) Stock Transfer Restrictions and Use of Buy-Sell Agreements
a) Although shares of stock in a corporation are freely alienable, the Articles of bylaws may impose restrictions on the transfer of shares
i) The restriction MUST be noted conspicuously on the front or back of the certificate OR is contained in the information statement
ii) Restrictions are enforceable for any REASONABLE purpose (i.e. can’t unreasonably constrain)
(1) Serves a legitimate purpose of the party imposing the restraint, and
(2) The restraint is not an absolute restriction on the recipient’s right of alienability 
iii) Random
(1) Default rule in corporations  shares are freely transferable UNLESS corp restricts them 
(2) Default rule in partnerships  shares are not freely transferable w/o consent of ALL partners
(3) Courts approach stock transfer restrictions with suspicion – ct. will construe narrowly
(4) Restrictions can be limitation on or obligation to transfer
b) Right of First Refusal: first right to buy back stock before anyone else does; 
i) Its an option – not a guarantee 
ii) have to ask corp if they want to buy, and then have to ask other SH, then if no one wanted them, he could offer to outside buyers. 
c) Buy-Sell Agreement: Binding guarantee of purchase by comp/SH 
i) Obligates the company to buy the shares, if unable (insolvency test), then SH are on the hook to purchase them – mandatory unlike right of first refusal
d) Cases:
i) Harrison v NetCentric: MA – no breach of K to buy back unvested shares b/c he hadn’t earned yet
(1) Breach fiduciary
(a) Agreement says apply MA (heightened duty) but corp is DE so Internal Affairs and DE law applies – no fiduciary among shareholders	
(2) Contract (good faith and fair dealing)
(a) MA law applies b/c not internal aff but doing biz in MA
ii) Man O War Restaurants, Inc. v. Martin: KY – forfeiture to buy back stock at original price he had been given – not valid provision cuz unreasonable  need to give value
iii) FBI Farms: IN – crt enforces stock transfer restriction even though decrease value for 3rd party b/c restrictions Reasonable and he Knew
6) Dissension and Deadlock
a) Where the directors of the shareholders are at an impasse  Generally only a prob for closely held
b) Solutions:
i) Arbitration, compromise, buy-out
ii) Dissolution 
(1) Voluntary:
(a) Requires board resolution and shareholder vote
(2) Involuntary:
(a) Dissolution is at the discretion of the Court, even when all factors are met, generally when the corporation is NOT profitable 
(b) Elements:
(i) Director deadlock
(ii) Oppression
(iii) SH deadlock
(iv) Waste
c) Cases:
i) Gearing v Kelly: NY – Deadlock; Director dies; other director stays away brd meeting to not allow a quorum  court says this is wrong; Basically, ct said that even though it was not a valid mtg, she did not act equitably and therefore she cannot seek this equitable remedy (the ct does not HAVE to invalidate the election, it MAY invalidate the election- which is what makes this equitable decision). She lost the right to complain bc in effect she has breached her fiduciary duty by not showing up- the bd has a duty to manage the corp and should elect another bd director.  
(a) Must have failed for at least two consecutive meetings to bring dissolution action 
(i) Even after that, dissolution is still at discretion of the court
ii) In re Radom: Involuntary dissolution not ordered when company healthy
(1) Ct will only grant dissolution if the interests are so discordant as to prevent efficient management of the corp (the corp fails financially, etc…)
7) Fiduciary Duty of Controlling Shareholder/Parent Company
a) In some jdxs, majority shareholders owe a fiduciary duty to minority SH; 	
i) if this is the case, then the minority SH can sue directly – no need to do derivative suit. 
ii) it gives partnership like qualities to SH
(1) DE does not do this
b) Two standards of review
i) IF self-dealing  THEN apply intrinsic fairness standard
(1) Intrinsic fairness standard: Burden of proof on parent company to prove, subject to judicial scrutiny, that transactions with subsidiary were objectively fair.
(2) Self dealing: parent is getting benefit to the exclusion to the minority comp.
ii) IF NO self-dealing  THEN apply BJR
(1) Business judgment rule: Board of directors enjoys presumption of sound business judgment
c) Cases
i) Closely Held Corp:
(1) Fought v. Morris: -MI- shows controlling SH have fiduciary duties
ii) Publicly Held Corp:
(1) Sinclair Oil v. Levien: DE – parent owes fiduciary duty to subsidiary, but normally judged thru BJR, unless self-dealing
8) Oppression
a) Majority cannot freeze out minority by acting oppressively towards minority shareholder
i) Unique to closely held corps
b) Factors: Exclusion of management, withholding dividends, excessive salaries to majority SH, no income stream to minority SH, firing minority SH
c) Remedy if SH can prove directors acted in manner that’s illegal, fraudulent or Oppressive
i) Dissolution (rare), at discretion of crt
ii) or buy-out (if profitable prob this one)
d) 2 Tests to measure oppression
i) Focus on conduct of majority SH’s – is that conduct oppressive (more common
(1) Atlas Food: SC – find oppression, but case-by-case, focus on Conduct of majority
ii) Focus on the Reasonable expectations of minority SH 
(1) substantially defeat reasonable expectations (objectively), reasonably under the circs 

Insider Trading and Securities Fraud
1) Securities Fraud
a) CL fraud – intentional misrepresentation of material fact that induces someone to rely to their detriment 
(1) Eye to eye is worse than arm’s length tx and triggers insider more easily
(2) Good News worse than Bad News
(a) Good news is buying from current SH’s so personal and kinda owe duty
b) Rule 10b-5
i) Implied private right of action against fraud in the purchase or sale of securities
ii) Applies to publicly traded or closely held companies
iii) Rando
(1) Rule 10(b)5 by itself does NOT create duty to disclose info/speak, but if you speak, must be completely truthful (it is a company’s obligation to not lie) OR co can say “no comment”
(2) Punitive damages not available for 10(b)5 claims, but can get punitive for fraud 
(a) (10b-5 to get into fed crt – then can have pendent state fraud claim to get punitive damages)
iv) Text of Rule §10b-5
(1) Person CANNOT
(a) to defraud
(b) To make any untrue statement of a material fact 
(c) To engage in any act, of fraud or deceit 
(2) In connection with the purchase or sale of any security”
i) Elements of Implied Cause of Action under Rule 10b-5  Securities Fraud
(3) Jurisdiction
(a) Must be Interstate commerce 
(i) Use of the facilities of interstate commerce enough, i.e., telephones, fax (Dupuy)
(b) In connection with the purchase/sale of Security 
(4) Standing to sue
(a) P must be Actual buyer or seller, or the SEC; very narrow
(b) Defendant can be anyone engaging in wrongful conduct; very broad
(5) Scienter
(a) Intent to deceive, manipulate or defraud
(i)  More than negligence
(ii) Courts are split on Recklessness; most believe gross recklessness
(6) Material Fact– misrep or omission must meet this standard of materiality (Basic)
(a) material = Information a reasonably prudent investor would consider significant/important in influencing his/her decision to buy or sell shares
(b) If situation is speculative (i.e. merger, forecasts) use different test Balancing Test: Weigh the probability that the event and the magnitude of the event 
(7) Reliance
(a) Actual
(i) Face to face dealings
(ii) Fraud on the Market  Creates a rebuttable presumption to show actual reliance
1. Presumption that the plaintiff relies on the integrity of the market and price established based on all publicly available information (Basic)
2. rebuttable presumption of reliance (i.e., transaction causation) in cases involving:
a. Misrepresentations in open market transactions
b. Non-disclosure 
i. P has to prove that the company has failed to disclosed a material fact
3. Burden on D to rebut – Any showing that severs link between alleged misrepresentation and either price received/paid by plaintiff, or his decision to trade is sufficient to rebut the presumption of reliance 
a. BUT this is a heavy burden bc have to show this for each P.
(b) Causation: Must prove that reliance proximately caused the harm (Dura)
(8) Damages – Economic Loss
v) Conduct that violates 10b-5
(1) Fraud – misrepresentation or omission – Basic 
(2) Insider Trading – Cady, Chiarella
(3) Tipper-Tippee Liability – Dirks, O’Hagan
vi) Cases 
(1) Basic v Levinson: USSC – use material and balancing test to determine; merger is material 
2) Insider Trading
a) Duty to Disclose or Abstain (Texas Gulf)
i) CL Doctrine
(1) Minority Rule
(a) No duty to disclose information to a shareholder unless Special Facts: Facts that a reasonable investor would consider important in making decisions whether to buy or sell
(2) Majority Rule
(a) Director who obtains insider information in his role as a director holds the information in trust for the shareholders  Creates a duty to disclose when purchasing stock from a SH
ii) 10b-5: “Duty to Disclose or Abstain”
(3) Modern USSC: Mere possession does not trigger duty. To trigger duty to disclose must have an INDEPENDENT SOURCE of a duty that gives rise to an affirmative disclosure obligation.
ii) Cases
(1) In Matter of Cady, Roberts & Co – SEC – Duty to Disclose or Abstain when relationship and unfair to take advantage; director tells broker about dividend during meeting break
(2) SEC v Texas Gulf Sulphur – 2nd Cir – Party of Information; duty to disclose or should have abstained from trading because they had material non-public information; mining find; 
(3) Spr Crt Scales back on Scope of Duty to Disclose/Abstain
(a) Chiarella – Spr Crt – Reject Parity of Information test – 10b-5 violations tied to insider’s breach of fiduciary duty; Court ruled since no duty, 10b-5 cannot reach him because no fraud; printer company guy; 
(i) Rule: Possession of information + non disclosure is NOT enough to show violation of 10(b)(5). There has to be an independent source of a duty (fiduciary duty/relationship of trust) that gives rise of duty to disclose. 
(4) [bookmark: _GoBack]SEC not happy – so promulgate – SEC Rule 14e-3 – if get material nonpublic information about a TENDER offer – then must abstain (so Chiarella would be in trouble under 14e-3 nowadays even tho still not guilty under 10b-5)
b) Tipper-Tippee Liability Liability under 10b-5
i) Definitions
(1) Tipper: Insider in possession of material non-public info
(2) Tippee: Receives info from tipper and passes info onto people who trade based on this info. 
ii) Test for tippee liability: i.e. A tippee violates §10b-5 when:
(1) Tipper had a Duty  Tippee Inherit a Duty 
(a) so ONLY when Tipper/insider has duty and passes info along in breach of their fiduciary duty to SH  then tippee become Temporary insider
(2) Tipper breaches his duty
(a) Personal benefit test – Insider must personally benefit (pecuniary or non-pecuniary; direct or indirect) from passing the material nonpublic information to tippee 
(3) Tippee knows or should know there has been a breach by the tipper 
(a) OR has knowledge of tipper receiving a personal benefit
iii) Tipper will be held liable for the tippee’s profits (and possibly crim prosecution)
iv) Dirks v SEC – USSC; no guilty cuz no personal benefit;  exposes fraudulent company 
c) Misappropriation Theory
i) Cannot “steal” inside information and use to your [temporary insiders] advantage
(1) Duty is owed to the SOURCE OF THE INFORMATION and that information has been misappropriated.
ii) O’Hagan – USSC – guy in law firm in debt so trades on info he learned from work at law firm; court came up with Misappropriation Theory: 
(1) (if Chiarella happened today he would be guilty on this)
3) Section 16b Liability for Short Swing Trading
a) 16b Intro
i) COA must be brought by Corporation (or by SH if derivative action)
ii) fed crts have exclusive jdx
b) Differences from 10b-5
i) Strict Liability
(1) Presumption of material non-public information; no scienter requirement
ii) Express cause of action 
(1) (unlike 10b-5 which is an implied cause of action)
iii) Company has the standing/cause of action – if company refuse SH can do a derivative action – but recovery goes to corp 
(1) (unlike 10b-5 buyer/seller has standing)
iv) Must be Equity security 
(1) unlike 10b-5 which is broader and can include debt
c) 16(b) Elements
i) Plaintiff must be a “reporting company” 
(1) Registered on NYSE/NASDAQ with 500+ SH/10million in assets)
(a) Express cause of action  So corp or SH must bring it
ii) Defendant must be a “statutory insider:” directors/officers/beneficial owners
(1) Director or Officer, EITHER at the time she bough OR at the time she sold, or
(2) Beneficial owner of more than 10% of company’s shares, BOTH at the time of purchase AND at the time of sale
iii) Defendant must have bought AND sold Equity securities within a rolling 6 month period (“short swing trading”)
(1) No fraud requirement  Strict Liability
(2) Equity security = shares not debt
(3) Match of purchase and sale- can use the same purchase or sale more than once so long as roundtrip still in the same window 
d) Damages: All “profits” from such short swing trading are recoverable by the Corp.
e) Reliance Electric v Emerson – USSC – explain must meet statute to be liable for §16(b) – ok if structure sale to avoid liability; dude split sales into 2 things to get under 10%

Unincorporated Entities
1) Limited Partnership   
a) Generally
i) have to have at least one general partner and one limited partner. 
(1) General Partner: unlimitedly liability 
(a) Delaney v Fidelity Lease Ltd: Corp can be a GP;
(2) Limited Partner: provide capital in exchange for passive partnership (they had no personal liability, they only risk losing the amount that they provide in capital). 
(a) Lim partners can lose their limited shield of liability tho  303
ii) NO inadvertent formation, have to file a certificate with state 
b) Test
i) RULPA § 303 – limited partner not liable unless participates in control of business; but if so ONLY liable to person who transact business reasonably believing that limited partner is general partner
(a) 303(b) list of things that does Not fall under “control” (define in the negative)
(i)  Focuses on third parties belief 
(b) (Maynard: SO tell the 3d parties that you are ltd partners!)
2) Limited Liability Company
a) Intro  Hybrid between Partnership and Corporation
i) Flow thru taxation – show allocation, members have liability even if no distribution
ii) No personal liability and must be registered with the State
iii) Operating Agreements need to include EVERYTHING, very few default rules exist 
(1) Therefore, broad FREEDOM of K
b) Operating as LLC
i) 2 Hats  Member (owners) Managed v. Manager Managed
(1) states vary widely on default
(2) CA check box whether will be member-managed or manager-managed
c) Fiduciary Duties of Members and Managers
i) DE takes position there is NO mandatory fiduciary duties other than contract duty of GF and fair dealing
ii) If member managed
(1) start to look like partnership, analogize to partner fid. duty
iii) If manager-managed
(1) Similar to corporation 
1
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