[bookmark: _GoBack]PART I - PRACTICE OF BUSINESS LAW
I. PRACTICING CORPORATE LAW
A. Deal with prospective matters (forward looking)
B. Client makes ultimate decision
C. Roles of corporate lawyer
1. Counselor (give advice to client)
2. Conciliator - resolve conflict
3. Facilitator - negotiate, bargaining, drafting, ensuring compliance with laws
4. Guardian - protect client (entity) and public against some contemplated actions be persons acting on the client’s behalf
II. WHAT IS A BUSINESS
A. Business = firm that engages in profit-seeking efforts (revenues exceed costs)
III. ECONOMICS OF BUSINESS
A. Risk (uncertainty) = something different than what expected occurs
B. Liquidity = relative ease of transfer of investment into cash (ex. Google stock can trade easily) (investors willing to pay more for liquidity)
C. Valuation
1. Price = actual consideration paid for a particular investment (what willing buyer will give a willing seller)
2. Value = economic worth of an investment to an owner
a) Ex. Market capitalization = the value of a company that is traded on the stock market, calculated by multiplying the total number of shares by the present share price.
PART II - AGENCY LAW
I. ECONOMIC CONCEPTIONS OF AGENCY
A. Economic agency relationship = agency and principal agree that the agent will use some degree of judgment to perform a service for the principal’s benefit
1. Broader def than legal def
B. Information asymmetry= agent (manager) knows more than the principal (business owners) 
1. Creates moral hazards=  risk that party will choose an action that decreases expected value of transaction to other party
a) Ratcheting (hazard that agent faces) = when principal increases duties of agent without increasing agent’s recompense
b) Shirking (hazard that principal faces) = agent chooses to perform less well than parties anticipated
c) Agent uses discretion to obtain private benefits for which agent only bears part of cost (hazard that principal faces)
II. FORMATION OF THE AGENCY RELATIONSHIP
A. Agency relationship [rest. 101] = fiduciary relationship that arises when PRINCIPAL manifests assent to AGENT that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents so to act. 
1. Manifestation can be implicit
2. No requirement of intention to form agency → it can be inadvertently formed
3. Agency created if agent given authority/ability to alter legal relations of principal
4. Consequence of forming agency relationship = fiduciary duty
B. H&R Block 
1. Facts: HR provides tax services and rapid refunds programs. Customers have 3 options to chose from, one of which is filing fee with a lender (like Mellon Bank) arranged by HR block. In that option, Mellon bank gets fee, and HR gets referral fee for providing the business. Customer sues and asserts HR should have disclosed that this option was like a short term loan.
2. Issue: agency btw HR block (alleged agent) and customer (alleged principal)?
3. RULE/ELEMENTS (Court’s interpretation of Rest. 101): Party asserting agency relationship has burden of establishing: (1) manifestation by principal that the agent shall act for him, (2) agent’s acceptance of the undertaking, and (3) the understanding of the parties that the principal is to be in control of the undertaking
a) Consequence if agency→ then the law imposes fiduciary duty on agent to provide adequate disclosure
4. Here: NO agency relationship btw HR block and customers (no manifestation by principal that agent shall act for him); rather, this is just a fee for services relationship → no duty to disclose
a) HR Block was not authorized to act on customer's behalf, nor did it act on customer’s behalf → HR block (agent) did not have ability to alter the legal relationship of the customer (principal) - no ability to bind the principal to contracts or anything
b) Customer is one that made the decisions (choosing option 3 and endorsing the check).
c) Simply introducing customer to a lender is not sufficient to create agency relationship
III. SCOPE OF AGENT’S AUTHORITY - Agent can bind principal to third party obligations to extent of scope of actual or apparent authority
A. PRINCIPAL’s CONTRACT LIABILITY → Principal liable in contract to third parties if the agent acted either with actual authority or apparent authority 
1. If agent acts with actual authority or apparent authority → agent can bind the principal to contracts → and therefore bind principal to a third party to the extent of authority
2. Unidentified principal (third party knows only that the agent is acting on behalf of a principal but does not know the principal’s identity) → principal liable for apparent authority actions and actually authorized actions
3. Undisclosed principal (where third party had no knowledge that the agent was acting on behalf of any principal) → Principal liable for agent’s actually authorized actions; but NOT liable for apparent authority actions since principal has manifested nothing to the third party
4. Make sure this is contract liability (also tort liability??)
B. ACTUAL VS. APPARENT AUTHORITY
1. ACTUAL authority - Principal is bound to third parties by anything the agent does that is in accordance with the principal's manifestation to the agent
a) Principal’s manifestation is determined by the agent’s reasonable interpretation in light of all circumstances
b) Can be express or implied → The scope of an agent’s actual authority are the acts which the principal has expressly authorized him to do, or the acts implicit in carrying out that which he has been expressly authorized to do. 
2. APPARENT authority - agent has apparent authority when (1) a third party reasonably believes the agent has authority to act on behalf of the principal and (2) that belief is traceable to the principal’s manifestations. Rest §2.03
a) Steps: (1) what is principal’s manifestation relating to agent’s authority? (2) based on that manifestation, was it reasonable to believe that agent was acting within his authority?
b) Udall v. TD escrow services
(1) Facts: TD (principal) commences foreclosure sale; auction by ABC (agent); TD has ad in newspaper stating it hired ABC to auction house and owner owed $148k; ABC mistakenly opens bid at $59k instead of $159k, and Udall (third party) purchases it for $59k (gave a check). TD returns check to UDall & won’t transfer deed, claiming that ABC was not authorized to go that low.
(2) Issue: is TD liable to transfer deed to udall? Was there apparent authority?
(3) Holding: YES
(4) Analysis:
(a) Application of apparent authority rule
(i) ONE: TD’s notice in newspaper appointing ABC to auction = manifestation traceable to principal that ABC is acting on TD’s behalf
(ii) TWO: Based on such representation, Udall (3rd party) could reasonably believe that ABC was acting with authority in conducting sale
(iii) Conclusion: ABC acting with apparent authority in accepting Udall’s bid at sale
(b) Gross inadequateness of price could be grounds to set aside sale, but not present here.
(i) Ex. if $1 was opening bid → that would be gross inadequateness, and probably no apparent authority since Udall can’t reasonably believe ABC had authority to sell at that price.
c) CSX v. Recovery
(1) Facts: A represents self to be from Recovery and emails with W from CSX using domain name “albet@recoveryexpress.com”. They enter into contract - CSX not paid and Recovery says not paying because A is not employee or agent and did not authorize that contract.
(2) Issue: Did A have apparent authority? Is email domain name, by itself, sufficient to cloak someone with apparent authority?
(3) Holding: NO → email domain name, by itself, does NOT indicate apparent authority
(4) Analysis:
(a) Only relevant conduct by principal (recovery) is giving A the email address
(b) Giving email name is not sufficient manifestation traceable to principal to sustain a claim of authority. W and CSK were UNreasonable in relying solely on an email name
(c) This is analogous to giving business card, company caraccess, company stationery, company credit cards → all, on own, do not create sufficient indica of apparent authority (not reasonable to rely on that)
C. TERMINATION OF AUTHORITY
1. Terminating actual authority - 
a) either party may unilaterally end agency, with one small exception
(1) Renounce - when agent ends agency
(2) Revoke - when principal ends agency
(a) Revocation NOT effective if power given to agent was irrevocable
(i) Ex. proxy
(ii) Ex. agency powers coupled with an interest 
(3) *renunciation and revocation effective only when other party has notice of it
b) Lapse of time (at end of specified time, or within reasonable time)
c) Agreement by parties
d) Death, loss of capacity (ex. Dissolution of corp)
2. Terminating apparent authority = when no longer reasonably for TP to believe agent has authority
a) Apparent authority can exist even after termination of agency relationship
IV. PRINCIPAL’S LIABILITY FOR AGENT’S TORTS
A. Direct liability -
1. A acts with actual authority to commit tort → P authorizes Agent to engage in conduct that is tortious (even if principal didn’t intend conduct to be tortious); or P ratifies it
2. P is negligent in selecting, supervising, or otherwise controlling A
3. Activity is inherently dangerous
B. Vicarious liability (2 ways) - Under theory of vicarious liability, 
1. Respondeat superior - Principal is liable for an employee’s (A) tortious conduct that occurs within the scope of the agent’s employment 
a) RULE:
(1) If agent = employee → vicarious liability
(2) If agent = independent contractor → no vicarious liability 
b) Is A - Employee of independent contractor?
(1) depends on degree of  control that principal has over the agent
(a) EMPLOYEE (always Agent)= principal assumes the right to control the time, manner and method of executing the A’s work, as distinguished from the right merely to require certain definite results in conformity to the contract 
(i) A has power to act on P’s behalf
(ii) P controls results and conduct
(iii) P liable
(b) INDEPENDENT CONTRACTOR - Agent = worker is not subject to that degree of physical control, but is subject only to the general control and direction by the contractee 
(i) A has power to act on P’s behalf
(ii) P sets forth desired results but does not control physical conduct
(iii) P not liable
(2) Other factors:
(a) Extent of control
(b) Distinct occupation
(c) Kind of occupation
(d) Skill required
(e) Who supplies tools and place of work
(f) Length of time employed
(g) Method of payment - by time or by the job
(h) Work party of regular business of employer
(i) Parties believe they are creating relation
(j) Principal is or is not in business
(3) Actions taken by the parties, and NOT the terms of the contract (ex. if contract says independent contractor), are dispositive. [Fisher]
c) Fisher v. townsend
(1) Facts: R works at T (chicken catching company). R told by T where to go each day. R drives employees to and from worksites in his car. Hits someone one day. Injured sues T saying R is employee so T is liable for his negligence.
(2) Issue: is R independent contractor or employee?
(3) Holding: R is employee since T had adequate control over R (T supplied R with sheets to identify everything done, T supplied and owned all the trucks and materials to catch the chickens, T required drivers to use two-way radio to tell drivers where to go) 
2. Principal is liable for agent’s torts where acting with apparent authority where ability to commit tort is sufficiently related to agency relationship
a) Ex. Misrepresentation, defamation, conversion
b) Usually not liable for torts that cause personal injury because too remote from agent’s apparent authority
V. AGENT’S LIABILITY TO THIRD PARTIES
A. Agent’s liability on contract to third parties
1. Disclosed principal→ agent NOT liable
a) An agent who contracts on behalf of a disclosed principal is not thereby liable to the third person with whom the contract was made
b) Disclosed = if at time A and TP interact, TP is on notice that A acting on behalf of P
2. Undisclosed principal → agent IS liable, P also liable
a) An agent who contracts on behalf of an undisclosed principal ordinarily is liable to the third person with whom the contract was made
3. Unidentified principal → agent IS liable, P also liable
a) An agent is liable to third parties when acting for an unidentified principal
b) Unidentified principal = when third party has notice that the agent is acting for a principal but does not have notice of the principal’s identity
(1) If third party does not know whether entity is a limited liability one → principal = unidentified 
c) Promoter liability*
B. Other sources of agent’s liability to third parties
1. If agent not authorized to enter into K on behalf of P, may be liable on contract, or if made affirmative misrepresentation of his authority, may be liable on tort too
2. Agent may also be liable in tort to third parties (ex. If A injures someone while driving on job)
VI. SCOPE OF FIDUCIARY DUTIES AGENT OWES TO PRINCIPAL 
A. Duty of loyalty - Agent must act loyally for the principal’s benefit
1. Agent may NOT gain any material benefit from the agency relationship (ex. Receiving tip from third party)
2. Agent may not compete with, nor act adversely to, principal
3. Agent must use the principal’s property only for agency purposes 
4. Agent cannot communicate confidential information to others.
5. Agent must disclose to the principal all relevant information that agent believes principal would want to know
B. Duty of care-
1. Agent must use reasonable care and act reasonably so as not to damage principal’s enterprise
C. Duty to obey- 
1. Act only within the scope of actual authority, 
2. Comply with all reasonable instructions from principal, 
3. Comply with any contractual obligations between agent and principal
VII. DUTIES PRINCIPAL OWES TO AGENT
A. NO fiduciary duty owed to agent
B. Principal must deal fairly and in good faith with agent 
C. Principal must honor any contractual duties with agent
D. Principal must indemnify agent for out of pocket costs
PART III - GENERAL PARTNERSHIP - when there is more than one owner of business, the default entity formed is a partnership
I. FORMATION OF PARTNERSHIP
A. RUPA 201: partnership is entity distinct from its partners
B. RUPA 202 Partnership = an association of two or more persons to carry on as co owners a business for profit, whether or not the persons intended to form a partnership [no contract needed]
1. Partnership ELEMENTS [Ziegler]=
a) Intent of parties- focus NOT on whether individuals intended to form a partnership, but whether facts/individual’s actions demonstrate that the individual intended to jointly carry on a business for profit (intend all the elements)
(1) Labeling a contract with “partnership” not dispositive
b) Co-ownership- includes 
(1) sharing of profits & losses 
(a) pooling of money and dividing it -- NOT just getting $ from profits as payment
(2) the power (right) of control in management of business 
(a) power to make decisions about how business operates]
(3) Can also look at contribution and co-ownership of property 
c) Profit motive
2. Ziegler v. Dahl
a) Facts: Fishing group called Perch Patrol (w 3 independent contractors - D, T, L). Added two people. The two people claim they were all in partnership.
b) Application of elements: NO partnership
(1) Intent - NO → parties did not intend to engage in activities that would result in partnership 
(a) Did not file partnership tax return, each party had own equipment, all decisions
(2) Co-ownership - NO
(a) Power of control - NO → the two added people had no right to exercise control and management of business
(i) They did not attend meetings where the other 3 discussed business management
(ii) D  decided everything
(b) Sharing profits - NO → 
(i) Each person received fees from services they provided -- no pooling of money and diving it in some way 
(ii) Each person was responsible for ⅕ of the expenses; BUT income used to pay partnership expenses is not profit [profit is amount remaining after expenses of partnership are paid]
(3) Profit motive - YES → motive in operating business was to make $
3. MacArthur Co. v. Stein
a) ELEMENTS (same def. of partnership, but dif elements): 
(1) Parties must clearly manifest their intent to associate themselves as a partnership
(2) Each party must contribute something that promotes the enterprise 
(3) Each party must have a right of mutual control over the subject matter of the enterprise, and
(4) The parties must agree to share the profits of the enterprise
b) Application: YES partnership →  S exposed to liability for debt
(1) Intent - YES → parties intended actions and actions were indicative of partnership
(2) Contribution - YES → 
(a) S contributed his reputation / goodwill in community, name of business, phone number
(b) Others contributed capital (line of credit to start business) and expertise (roofing skills)
(3) Right of control - YES → S had right to exercise quality control over work performed
(4) Profit sharing - YES → S got % of gross revenue of all work done
II. FINANCING THE PARTNERSHIP and OWNERSHIP OF PARTNERSHIP'S ASSETS
A. Partner contributions - Some courts insist each partner contributes something, but the UPA just defines it as co-ownership and does not require the partner to contribute something
1. RUPA 403 - form of contribution: A contribution may consist of property transferred to, services performed for, or another benefit provided to the partnership or an agreement to transfer property to, perform services for, or provide another benefit to the partnerhip
B. Partnership property - property that belongs to the partnership, rather than to the collective partners [UPA 203]
1. When is property partnership property? [204]
a) Property becomes partnership property if acquired 
(1) in the name of the partnership or 
(2) in the name of one or more of the partners with an indication in the instrument transferring title of either (i) their capacity as partners or (ii) of the existence of a partnership, even if the name of the partnership is not indicated.
b) Rebuttable presumptions 
(1) Property purchased with partnership funds, notwithstanding the name in which the property is held → presumed to be PARTNERSHIP property
(a) Ex. C makes $ contribution to partnership, and partnership uses those funds to buy RE → RE becomes partnership property
(2) Property acquired in the name of one or more of the partners, without indication of their capacity as partners and without use of partnership funds/credit →  presumed to be the PARTNER’S SEPARATE property, even if used for partnership purposes.
(a) Only the use (not the ownership) of the property is contributed to the partnership
2. Partners are not co-owner of partnership property and have no interest in it
C. Transferrable and non-transferrable partner interest (500s)
1. Transferable interest is personal property [502] 
2. Transferable interest means right to receive distributions from partnership [101(23)]
3. A partner is not co-owner of partnership property, and therefore has no interest in it which can be transferred [501]
a) Partner can’t transfer use/possession of partnership property
4. Transferable rights: (1) right to allocation of profits and losses and (2) right to receive distributions from the partnership [503] 
5. Nontransferable rights- Each partner has equal right to manage partnership, but that right is nontransferable [503]
III. ALLOCATIONS AND DISTRIBUTIONS TO PARTNERS- in a partnership,  the economic interests of partners are determined by agreement. They need not be equal and can change over time.
A. Capital account - consists of 
1. contribution (money + value of property) 
2. Share of profits that partner is entitled to
B. Partnership agreement governs. If silent, then apply default rules. [RUPA 104]
C. Default rules RUPA 401
1. RUPA 401(a)- profit and loss allocation
a)  Each partner entitled to equal share of partnership distributions (profits) & is chargeable with share of partnership losses in proportion to partner’s share of distributions.
2. RUPA 401(j) - partner not entitled to salary
a) Partner is not entitled to remuneration for services performed for the partnership [salary], except for reasonable compensation for services rendered in dissolving the partnership. 
b) Note: Can change this default rule to provide salary in partnership agreement; can enter into employment contract with partnership through a majority vote
D. Fiduciary duty & implied cov of good faith and fair dealing [Starr v. Fordham]
1. RULE: An unfair determination of a partner’s respective share of a partnership’s earnings is a breach of (1) fiduciary duty of care and (2) implied covenant of good faith and fair dealing that is in every K UNLESS the agreement clearly says how the profits will be allocated
2. Facts: Partnership agreement said that 2 of the 5 partners would determine compensation to each partner. They gave a partner only 6% of profits.
3. Holding: Partners violated their fiduciary duties and the implied cov. of good faith and fair dealing when they allocated only 6% of firms profits to the plaintiff.
a) Note: court not applying default rule here since the agreement was not silent as to profit sharing
b) If the 2 partners wanted to use discretion in deciding profit sharing, should have listed what it would be based on.
IV. PERSONAL LIABILITY OF GENERAL PARTNERS ON PARTNERSHIP’S BUSINESS DEBTS
A. PARTNERSHIP liable for partner’s actionable (includes negligence) conduct  occurring in course of ordinary business or when acting with actual/apparent authority of partnership- RUPA 305
B. PARTNERS have unlimited personal liability for debts of partnership → jointly and severally liable for all debts, obligations, and other liabilities of the partnership - RUPA 306
1. Exceptions to personal liability:
a) New partner NOT personally liable for debt/obligation of partnership incurred BEFORE becoming partner [RUPA 306(b)] unless otherwise agreed
b) Dissociated partner [RUPA 703]
(1) remains personally liable for partnership obligation incurred BEFORE dissociation 
(2) is liable for partnership obligations incurred AFTER dissociation only if
(a) A partner would be liable on the transaction and
(b) Obligation incurred within 2 years after dissociation and other party (i) did not have knowledge or notice of dissociation & (ii) reasonably believed at the time of the obligation that the dissociated partner was a partner. 
(i) Note: A dissociating partner or the partnership can file a statement of dissociation, which cuts off post-dissociation liability after 90 days [UPA 704]
2. [UPA 807(c)] if a partner pays more than the partner’s share of partnership debts, measured by the proportion of losses each partner is to bear, he may recover contribution from other partners when the partnership is dissolved.
C. COLLECTING DAMAGES FOR LIABILITY
1. RUPA 307(c) - Need a judgment from the partner in order to use the partner’s assets to satisfy a claim against partnership
2. RUPA 307(d) - Rule of exhaustion- judgment creditor cannot collect assets of individual partner to satisfy judgment based on a claim against the partnership [meaning theory of liability = vicarious liability] unless the partner is personally liable AND  the partnership’s assets have been exhausted
V. MANAGEMENT OF THE PARTNERSHIP’S BUSINESS
A. Default rules (can be altered by agreement)
1. RUPA 401(h) - management rights / voting rights
a) Each partner has equal rights in the management and conduct of the partnership’s business → Each partner has one vote in decision making since equal right to participate 
2. RUPA 401(k) - decision making
a) A matter in the ordinary course of business of the partnership → MAJORITY vote of partners (regardless of their relative contribution or shares in profit/loss) 
(1) Ex. decision whether to distribute profits
(2) Ex. where business will operate (leasing a building)
(3) Ex. employment contracts (to hire a partner or other person)
b) A matter outside of ordinary course of business → affirmative vote or consent of ALL partners
c) Amendment to partnership agreement → ALL partners
d) 401(i) Bringing on new partner → ALL partners
B. Each partner is agent of the partnership (principal) for purposes of its business → has ability to bind the partnership 
1. Vicarious liability → Each partner is agent of partnership, with ability to bind partnership. → So through vicarious liability, (1) the partnership is liable and (2) all the partners are personally liable (where partnership does not have enough assets to pay the debt)
a) Routes to vicarious liability:
(1) Actual authority
(2) Apparent authority
(3) RUPA 301 / Kansallis Finance
2. RUPA 301
a) [apparent authority] An act of the partner for apparently carrying on in the ordinary course of the partnership business OR business of the kind carried on by the partnership business → binds the partnership unless the partner did not have authority to act in the matter and the person with whom the partner was dealing knew or had notice that the partner lacked authority [no actual and apparent authority]
(1) Partnership liable for action in furtherance of what a paradigmatic partnership of the kind would do, even where the particular partnership explicitly does not do that thing
b) [actual authority] An act outside outside ordinary course of business / business of the kind → does NOT bind partnership unless actually authorized by all the other partners
c) Summary: Every partner has actual authority to take action that further the partnership’s business & actual authority to do anything outside of the partnership’s business that all of the partners authorize
3. Kansallis Finance v. Fern
a) Facts: Partnership law firm. One partner (J) issues opinion letter to defraud K. K sues all partners, through theory of vicarious liability [jones acting with apparent authority; jones acting within scope of partnership].
b) Rule: for apparent authority → letter must have been (1) the kind of thing a law partner would do [type of business]; (2) occurred substantially within the authorized time and geographic limits of the partnership; and (3) been motivated at least in party by a purpose to serve the partnership [intent to benefit partnership]
(1) Question: is this their interpretation of 301?? Is this part of apparent authority or separate rule ?? is 301 part of apparent authority or separate avenue to vicarious liability??
c) Holding: no apparent authority and no intent to benefit the partnership → no vicarious liability
4. RUPA 105(c)(17) - Nothing in partnership agreement can restrict rights of third party
VI. FIDUCIARY DUTIES - Partners owe fiduciary duties of (1) loyalty and (2) care to one another and to the partnership itself; also duty of good faith and fair dealing (not difuciary duty)
A. RUPA 409 
1. sets out the fiduciary duties [however, they can be altered in the partnership agreement - 105(d)]
a) Fiduciary duty of loyalty of partner to other partners and the partnership includes:
(1) To account to the partnership and hold as trustee any profit/benefit derived by the partner in (i) conduct of partnership business, (ii) in winding up of business, (iii) from a use by partner of partnership property, or (iv) from appropriation of partnership opportunity;
(a) Was it partnership opportunity (facts)
(i) If no → no breach of loyalty if take for self
(ii) If yes → must disclose it to other partners & get consent before taking it for self; otherwsie → breach
(2) To refrain from dealing with partnership as or on behalf of an interest adverse to the partnership; and
(3) To refrain from competing with partnership before dissolution of it; and
b) Fiduciary duty of care to partners and partnership is:
(1) To refraining from engaging in grossly negligent or reckless conduct, willful or intentional misconduct, or knowing violation of the law
2. Duty of good faith and fair dealing: A partner shall discharge the duties and obligations under this act or under the partnership agreement and exercise any rights consistently with the contractual obligation of good faith and fair dealing
a) *Cannot be altered in partnership agreement
B. Meinhard v. Salmon (appropriation of partnership opportunity)
1. Facts: Salmon leases building (20 yr lease) in his name. Salmon and Meinhard in partnership. Before expiration of lease, LL proposes to Salmon to enter into new lease. Salmon enters into new lease of property under a company that he wholly owns. Meinhard sues for breach of fiduciary duty and wants the lease to be held in trust as an asset of partnership.
2. Holding: If business opportunity comes to you because of the hat you are wearing (representative capacity on behalf of partnership rather than your individual capacity) → then the opportunity belongs to the partnership. Partners have a fiduciary duty to each other - so when an opportunity comes that can benefit both partners, must disclose that partnership opportunity to other partners.  When one partner takes advantage of it without informing the other, the fiduciary duty is deemed to have been breached. 
C. Clancey v. King
1. RULES: RUPA 105
a) Partnership agreements can identify specific types or categories of activities that do not violate the duty of loyalty
b) However, there is an implied duty of good faith and fair dealing in every agreement, which may not be eliminated in the partnership agreement
2. There: The partnership agreement limited the duty of loyalty owed by partner (expressly allowed to compete with partnership). → no breach of duty of loyalty. 
a) BUT there may be breach of duty of good faith owed toward partners (if significant motive of the competition contract was to decrease profits of the partnership -- bad faith)
VII. DISSOCIATION AND DISSOLUTION
A. DISSOCIATION - when a partner ceases to be a co-owner
1. RUPA 601: a partner is dissociated when:
a) Voluntary withdrawal - Partner’s express will to withdraw & partnership has notice of it
(1) A partner has power to dissociate at any time, rightfully, or wrongfully. This power to withdraw cannot be waived/contracted away. [602]
b) Upon occurrence of an event that is stated in the partnership agreement as causing dissociation
c) Expulsion
(1) Partner expelled pursuant partnership agreement or
(2) Partner expelled by unanimous vote of other partners, but only in certain circumstances:
(a) Where it is unlawful to continue the business with that partner
(b) Partner that is a corporation has resolved
(c) Partner has transferred ALL of his or her transferable interest in the partnership
(d) Partner engaged in wrongful conduct that adversely and materially affected the partnership business
(e) Partner has willfully or persistently committed a material breach of the partnership agreement or duty owed to the partnership or other partners
(f) Partner has engaged in conduct relating to the partnership business which makes it not reasonably practicable to carry on the business in partnership with the partnership 
(3) Partner expelled by judicial order
d) Bankruptcy - Partner becomed debtor in bankruptcy
e) Death or incapacity
f) More
2. RUPA 602(b) - wrongful dissociation
a) Dissociation is wrongful where 
(1) Breach of express provision of partnership agreement
(2) prior to the end of a term of partnership +
(a) Done by express will
(b) Bankruptcy
(c) Expulsion by court order
b) Wrongfully dissociating partner is liable for damages
3. RUPA 603 - consequences of dissociation
a) Dissolution or buy out?
(1) If mandatory dissolution → Article 8 applies
(2) Otherwise (no dissolution) → article 7 applies → Mandatory buy-out 
b) Dissociation does NOT discharge dissociated partner from obligations incurred by partnership while he was a partner
c) Right to participate in management ends unless partnership is being dissolved
d) Although duty of care and loyalty continue as to events prior to dissociation, the dissociated partner is under no further fiduciary obligation, and can enter into competition with partnership
B. Article 7 - MANDATORY BUY OUT
1. 701(a): Unless dissociation causes dissolution, the dissociating partner’s interest (usually the assets in his capital account) shall be bought out by the other parties. 
2. 701(b) - buy-out price  -as if on date of dissociation, the assets of partnership were sold, the sale price = GREATER of (1) liquidation value OR (2) value as a going concern w/o the dissociated partner
a) Buy-out price can be altered by partnership agreement
b) Interest accrues on buy-out price from date of dissociation to date of payment [701(c)]
c) Buy-out price reduced by damages for wrongful dissociation  [701(c)]
(1) Where dissociate through express will in a term partnership → not entitled to buy-out price until expiration of term [701(h)]
d) Buy-out price reduced by amounts the dissociating partner owes to the partnership (whether or not presently due) [701(c)]
3. 703: Liability of dissociated partner 
a) Not liable for partnership obligations incurred AFTER dissociation UNLESS: [2 year tale of apparent authority]
(1) a partner would be liable and 
(2) at time of transaction, less than 2 years passed since dissociation & other party does not know or have notice of dissociation and reasonably believes that the person is a partner
b) Liable for partnership obligations incurred BEFORE dissociation [603]
c) *Note: cannot alter rights of third party → so even if partnership agreement says not liable after dissociation, can still be on hook to third party!
4. 704: statement of dissociation - if file statement of dissociation - limits partner's authority → cuts off post-dissociation liability after 90 days 
C. Article 8 - DISSOLUTION - partnership ceases to exist (winding up of business)
1. RUPA 801- dissolution is MANDATORY where:
a) In partnership at will - Voluntary withdrawal
(1) Actual wording: partner dissociates other than through 601(2) - (10)
(2) Partner in partnership at will has absolute right to compel dissolution at any time → such power can be varied/eliminated by agreement
b) In term partnership
(1) Expiration of that term
(2) Where partner dissociates for certain reasons (death, BK, wrongful dissociation) → vote of HALF of remaining partners to dissolve
c) ALL the partners agree
d) Happening of an event that partnership agreement states causes dissolution
e) Courts have equitable power to dissolve partnership on several grounds
(1) It becomes unlawful to continue all or substantially all of the partnership’s business
(2) Economic purpose of the partnership is likely to be unreasonably frustrated
(3) Problematic partner makes it not reasonably practicable to carry on business in partnership with that partner
(a) Note: court has power to remove (dissociate) the problematic parter instead of dissolve entire partnership
(4) It is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement
(5) Behest of a transferee of a partner’s interest [801(5)]
(6) McCormick v. Brevig - When a partnership’s dissolution is court ordered pursuant 801(4), the partnership assets necessarily MUST be liquidated (reduced to cash). The court does NOT have discretion to allow a buy-out when dissolution is mandatory.
f) 90 days pass where partnership does not have at least 2 partners
VIII. LIMITED LIABILITY PARTNERSHIPS 
A. LLP = general partnerships that elected to be treated as LLPs and file a form with secretary of state
1. Cannot be formed inadvertently (unlike general partnership)
B. 306(c) partnership liability incurred under a LLP is solely responsibility of the partnership, and not the rest of the partners. 
1. In LLPs, all partners shielded from personal liability for all partnership debts and liability of other partners. Partners remain liable for their own actions as partners (their own malpractice, their own tort feasing, etc.).
a) Ex. if one partner does malpractice. The malpracticing partner is liable. The partnership will be liable. Bt the other partners will not be liable.
PART IV - CORPORATIONS
I. INCORPORATION PROCESS
A. Promoter liability
1. Promoter = person who organizes the corporation
2. Where contract entered into before corporation formed (unidentified principal)
a) Pre-incorporation
(1) Promoter is liable for any contract entered into on behalf of a yet to be formed corporation (unidentified principal), UNLESS  there is a clear intention by the parties that solely the corporation and not the promoter is bound by the contract
b) Post-incorporation
(1) Corporation is liable on the contract if the corporation adopts it
(a) Express adoption
(b) Implied adoption (ex. Rent checks written by corporation, corp getting benefit of leased space)
(2) Promoter remains liable on the contract UNLESS there is a novation
(a) Novation - two ways
(i) previous valid obligation/contract is extinguished by a new valid contract, accomplished by (1) substitution of parties or of the undertaking, (2) with the consent of all the parties, and (3) based on valid consideration
(a) All parties to the original contract must clearly and definitely intend the second agreement to be a novation and intend to completely disregard the original contract obligation.
(ii) Valid release- Where the parties to a contract and a third party are all in agreement that promoter will be released from the contract obligations and the corporation substituted in its place, a novation has occurred, and additional consideration over and above the release and substitution, is not required.
c) Money watch v. Wilbers: Promoter enters lease on belhalf of yet to be formed corporation. After incorporation, promoter adds corporation name to lease. Promoter still liable because no new lease & no valid release of promoter (substitution of names not enough - there was no discharge of promoter’s obligations on lease)
3. Where contract entered into after corporation formed (disclosed principal)
a) Promoter not liable
B. Internal affairs doctrine = law that applies to internal affairs of corporation is the law of the state where incorporated
1. Internal affairs = relations inter se of the corporation, its shareholders, directors, officers or agents 
a) Issuance of corporate shares
b) Holding of meetings
c) Voting methods
d) Mergers
e) Who the shareholders are
f) Director and officer liability
g) Fiduciary duties
h) Piercing the corporate veil
2. Exception: Internal affairs doctrine will not be applied in the unusual case where some other state has a more significant relationship to the occurrence and the parties
3. Importance of delaware law
C. Forming a corporation
1. A corporation can be incorporated in any state regardless of whether or not it will operate within that state
a) Domestic - a corporation which is incorporated in the state in which it operates
b) Foreign - corporation that does business in a different state than where incorporated
2. Generally, Incorporation process →  incorporator (usually promoter); articles of incorporation submitted with secretary of state; if complies, then secretary admits them for filing; once accepted for filing, the corporation comes into existence  → validly formed de jure corporation
3. Steps
a) CORPORATION NAME
(1) Domestic corporations can reserve a name with secretary of state for 90 (CA) to 120 (MBCA) days. Foreign corporations can register the name.
(a) Cannot renew name reservation; can renew registered name
(2) Name must be distinguishable from the name of every other corporation on file with the secretary of state (DEL and MBCA)
(a) MBCA -  name not distinguishable if it is different in such a minor way as punctuation, capitalization, or use of a definite article or a plural in the name
(3) Name must evidence that it is a corporation
(a) DEL: 
(i) must contain word or abbreviation for: association, company, corporation, club, foundation, fund, incorporated, institute, society, union, syndicate, or limited
(ii) Cannot contain the word bank or trust unless licensed to engage in banking.
(b) MBCA 4.01: 
(i) Requires word or abbreviation for: corporation, incorporated, company or limited
(ii) Prohibits use of “bank” “banking” “banker” “trust” “cooperative” or “industrial & loan” combo or combo of 2+ of “building, savings, loan, home, association, and society”
b) INCORPORATION DOCUMENTS - 
(1) Certificate of incorporation (DEL) / Articles of Incorporation (MBCA) = doc that creates and governs the corporation
(2) Requirements- the Articles must contain [MBCA 2.02]:
(a) corporation’s name 
(b) name & address of each incorporator
(c) Name & address of corporation’s agent for service
(d) Maximum number of shares the corporation may issue and, if the shares are to have different management or economic rights, a statement as to how those shared will differ from one another
(e) General Purpose (DEL & CA, but not MBCA)
(i) MBCA - Default = any lawful purpose
(a) So if want to change it, include it in articles
(3) MBCA 3.02 - Unless Articles provides otherwise, every corporation has perpetual duration & has same powers as an individual (don’t need to include that in articles b/c it would be redundant
(4) # of directors or method 
(a) MBCA - need at least one director
(i) do not need to name initial directors in articles; they will be elected at first shareholder meeting
(b) CA - need at least 3 directors; except
(i) If 1 shareholder - only need 1 director
(ii) If 2 shareholders - only need 2 directors
c) FILING - action by which State accepts the articles
(1) Filing = effective date of incorporation
d) ORGANIZING THE NEW CORPORATION - Once incorporated, an organizational meeting is held for purposes of issuing stock, appointing officers, setting up bank account, etc.
(1) Minimum actions required = elect directors (if not named in articles), adopt bylaws, appoint officers
D. Defective formation
1. De jure corporation - no defective incorporation - corporation in good standing under the law. A corporation is de jure once Articles are filed (approved by secretary of state). 
a) Requires substantial compliance with mandatory provisions which are conditions precedent to incorporation
(1) No need to have organizational meeting, etc.
b) Result: no personal liability
2. De facto corporation - where incorporation is defective, but (1) there is a law authorizing corporations (ex. Del incorp code), (2) good faith effort to incorporate, and (3) use of corporate powers [ conducted themselves like a corporation] → then doctrine of de facto corporations says there is no personal liability
a) Hill v. County Concrete: Third party enters contract with Hill, who perated as “A” corporation (checks with A, trucks with A, letter head with A). “A” name unavailable, so incorporated as “B” corporation (“B” corporation is de jure corporation). Hill did not inform third party of the proper name. No good faith → no de facto corporation → Hill personally liable
3. Corporation by estoppel - incorporation is defective - Doctrine of estoppel is an equity doctrine that prevents third-party from denying existence of a corporation (claiming defective incorporation), where the third party treated the organization like a corporation and the denial would result in unjust harm. (used as defense to individual liability)
a) Brown v. W.P. Media
(1) 2001- WPM and AlabamaMBA executed contract. 
(2) 2002- Alabama incorporates. 
(3) 2005- Alabama sues WPM for breach of agreement.
(a) WPM argues contract void since Alabama lacked capacity to enter it (since it was not incorporated)
(i) NO
(b) Alabama argues corporation by estoppel (WPM estopped from denying existence of corporation)
(i) YES - WPM treated it as a corporation, so now can’t deny corporate existence
b) Payer v. SGL Carbon
(1) Facts: P (payer and T corporation) enter into contract to purchase land from  D. D breaches (wants to sell to someone else), and P wants to hold D to the contract. D claims defective corporation so no contract. P argues corporation by estoppel.
(2) Holding: corporation by estoppel, otherwise D (seller) would get huge windfall.
(3) Court considers three questions:
(a) Would permitting D to avoid liability under the contract based upon defective incorporation be contrary to general principles of the law?
(i) YES
(b) What was intention of parties upon entering the K & what would be consistent with such intention? 
(i) Was corporate status important factor in negotiation or execution of contract?
(ii) NO - Negotiations began with PAyor individually; It was payor who decided that T corporation would be the purchaser; D would not have done anything differently had Payor been purchaser cs. T corp.
(c) Has D relied on P’s alleged misrepresentations regarding its corporate status to its detriment? 
(i) NO - Seller did not rely on company being in place in order to do the deal
4. MBCA 2.04 approach - all persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liability while so acting
a) Christmas Lumbar CO., inc v. Valiga
(1) Facts: V enters into contract with 2 construction workers to build home (no dejure corp at time of K). One month later, they incorporate. V then sues the 2 workers for faulty construction (theory of liability = inadvertent partnership, so both personally liable).
(2) Court: 
(a) inadvertent partnership (doing business together for profit, divided fees & put them into own bank accounts, etc.) so both personally liable.
(b) Construction worker argues 2.04 (claiming didnt know no incorporation) → court doesnt buy it (they both put $ in their accounts, so they knew)
E. Ultra vires doctrine - Where a corporation acts beyond its express or implied powers (stated in purpose clause), the conduct is deemed “ultra vires” and void.
1. Today, with “general purpose clause” → only illegal acts or waste will be “ultra vires”
a) Waste - charitable donation is not waste. We will see waste with fiduciary duties & executive compensation.
II. FINANCING THE CORPORATION
A. ACCOUNTING
1. Balance sheet
a) Formula: shareholder’s equity = assets - liabilities
b) Assets - includes cash or tangible/intangible assets
(1) Price listed = value at time of purchase
c) Liabilities - debts
(1) Ex. if get loan for $1,000 → that would be $1,000 on liabilities and assets column
2. Taxation to business entity- 
a) Remember: PARTNERSHIP taxation - flow through treatment
b) CORPORATE tax- Double taxation burden - corporation pays taxes on net profits & shareholders pay taxes on dividends
(1) Minimizing the double taxation burden - two ways:
(a) Converting equity to debt - corp can deduct the interest payments on the debt, but cannot deduct dividend payments 
(b) Most often used in closely held corps., the shareholders can make themselves employees and receive a salary rather than distribute dividends. This way, although the sharehodlers pay taxes on the salary, the corporation can deduct that salary from their profits.
3. Corporations get money from 3 sources
a) Investor puts in money [equity]
b) Borrow from third party
c) Use money generated by the business [retained earnings = profits from business that are not distributed to owners]
B. SECURITIES = set of rights
1. Debt securities v. equity securities
a) Debt - loan to business from lender
(1) Temporary
(2) Lender entitled to interest payments
(3) Upon dissolution, loan entitled to full payment (has priority over stock)
(4) No managerial power over business
b) Equity - investors provide capital for ownership of business (ex. common stock)
(1) Permanent → ownership interest
(2) Shareholder entitled to dividends only when declared by Board
(3) Managerial power and control
c) Hybrid security 
2. EQUITY SECURITIES (stock)
a) Basic attributes of common and prefered stock
(1) Rights established in articles of incorporation
(a) MBCA:
(i) Articles Must state # of authorized shares
(ii) Articles must set forth corporate structure
(a) Any classes of shares and # of shares in each class that corp. is authorized to issue
(i) default= one class of shares (common stock)
(b) AIC can include # of blank check preferred stock, the terms of which will be decided later (Board can fill in blanks without shareholder approval)
(iii) All shares have identical rights, preferences, and privileges  in the absence of an explicit differentiation in the Articles
(2) Preferred stock = senior security - receives some priority over common stock
(3) Common stock= residual claimants/owners
(a) MBCA - If no differentiation is made in the Articles of incorporation, each share of stock has: 
(i) One vote on every matter submitted to the shareholders
(ii) The right to its proportionate amount of any dividend; and
(iii) The right to its proportionate amount of the corporation’s assets, if any, upon dissolution
(4) Voting rights - ability to control investment
(a) Preffered stock has no voting rights unless stated in Articles
(5) Financial rights - right to receive distributions
(a) Dividends - payments of profit by company to owners
(b) Liquidation distribution - only comes when company dissolves
(6) Liquidity = ability to transfer/sell stock easily
(a) Publicly traded stock → liquid
(b) Closely held → illiquid
b) Different types of “Preferences” in prefered stock
(1) Voting preference
(2) Dividend preference (grant the preferred stock a fixed amount of money per year as a dividend to be paid before the other stock receives any dividend)
(a) Cummulative vs. noncummulative (Ex. preferred stock entitled to $1 per share per year, and in one year there were no dividends. Next year, corporation declared dividends. Does preferred stock get $1 or $2 per share before common stock gets any dividend?)
(i) Cumulative dividend = dividends adding up where not paid → $2
(ii) Noncummulative dividend (default)= no adding up → $1
(b) Participating vs. nonparticipating (After corporation pays preferred stocks, if it has additional money that can be paid out to individuals, does the common stock receive it all or does preferred stock get some too?)
(i) Participating (default)→ receives dividends along with common stock even though already received its preferential dividend (aka gets paid again)
(ii) nonparticipating→ it does not
(3) Liquidation (dissolution) preference: When a corp dissolves, (1) creditor debts are paid, then (2) preferred shareholders get paid amount of their stated preference (stated in Aic), then (3) distribute any remaining funds to common stock (residual claimants). 
(4) Repurchasing preference
(a) redeemable preferred stock = shareholder has right to require the corporation to repurchase its shares
(b) Callable preferred stock = corporation has right to require the shareholder to return the shares to the corporation in return for a predetermined price
(c) Convertible preferred stock = shareholder has the option of exchanging the shares for a fixed amount of another security of the corporation 
(i) Usually, senior preferred stock bargains for right to convert into common shares
c) Changes in rights, preferences and privileges of a class of outstanding preferred stock [MBCA 10.03-10.04]
(1) You can change this by amending the articles
(2) Need board approval + shareholder approval of those entitled to vote + that whole class (even if not voting)
3. DEBT FINANCING
a) Types of debt securities:
(1) Bond - secured form of indebtedness
(a) loan divided up into small pieces ($1,000) and sold to the public
(b) Secured by corporation’s assets
(2) Debenture -unsecured form of indebtedness
(a)  loan divided up into small pieces ($1,000) and sold to the public
(b) unsecured
(3) Debt covenants = promises made by borrower designed to protect interests of the lender (borrowing corporation agrees to do or refrain from doing certain things that would make the loan more risky)
(a) Affirmative covenants - includes maintaining certain financial ratios or agreeing to make all scheduled payments of other loans in a timely fashion
(b) Negative covenants- prohibit corporation from increasing its debt beyond an agreed level or prohibit the corporation from paying more dividends than it currently does
(c) 
b) Leverage: using other people’s money to work to make your business more profitable
(1) Outside debt - loans made by third parties
(2) Inside debt - loans made by shareholders
(3) Debt-equity ratio
(a) Thin capitalization → high debt-equity ratio
(i) Legal dangers: IRS can audit; piercing corporate veil
III. ISSUING STOCK
A. General terminology
1. Issuance vs. trading
a) Issuance - corporation gets $ 
b) Trading - selling shareholder gets $
2. “Authorized” shares = maximum number of shares that the corporation can sell
3. “Issued” shares = number of shares that company actually sells to investors
a) BOD decides how many of the authorized shares will be issued
b) Valid Issuance of stock requires: (1) board approval and (2) appropriate consideration
4. “Outstanding shares” = number of authorized shares issued (sold) and not re-acquired by the corporation
B. Consideration to acquire stock
1. Par value = minimum price that stock may be issue for (only DEL has par value)
a) Rule: Board fixes purchase price and par value of shares. Shares cannot be issued for less than par value.
b) Relevance - balance sheet: When issue shares, allocate consideration into stated capital and capital surplus.
(1) Stated capital = par value X # shares issued
(2) Capital surplus = excess over par value X # shares sold
(3) Retained earnings = profits that are not distributed to owners
(a) At initial issuance → retained earnings = zero (b/c no profits yet)
(4) 
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(5) 
2. Types of consideration permitted to acquire stock
a) MBCA 6.21/DEL (modern approach) -  Any type of tangible or intangible property or anything of benefit to the corporation is valid consideration for shares
b) CA 409 (traditional approach) - 
(1) Permissible consideration= money paid, labor done, services rendered for benefit of organizing, tangible/intangible property actually received
(2) NOT permissible consideration =promissory notes and contracts for future service
3. Board determines value of noncash consideration & whether it is adequate
a) Board’s judgment binding, at least in the absence of fraud
IV. DISTRIBUTIONS (payment) TO SHAREHOLDERS: DIVIDENDS AND REDEMPTIONS
A. DIVIDENDS - profits paid to shareholders
1. BOD’s discretion in declaring dividends – a corporation’s board of directors has discretion in determining whether or not to declare dividends.
a) Shareholder has right to receive dividend once it is declared, but is not entitled to it (cannot make board declare dividend).
2. Statutory restrictions on the declaration of dividends 
a) Dividends can only be paid from a legally authorized source of funds
(1) MBCA § 6.40(c) / California – Insolvency Test –a corporation may not pay a dividend if, afterwards, 
(a) Equity test for solvency:  the corporation would be unable to pay its debts as they become due in the usual course of business OR 
(i) Judgment call 
(ii) Can include debts that are not listed on balance sheet, such as contingency debts
(b) Balance sheet test: the corporation’s total assets would be less than its total liabilities plus, the amount necessary to pay the preferred shares (if any) their liquidation preference.
(2) DGCL § 154 – Legal Capital Test – dividends can only be paid out of a cor.’s capital surplus and retained earnings (dividends can NEVER be paid out of stated capital)
(a) Capital surplus = total assets MINUS capital [default = aggregate par value] MINUS total liabilities
b) Who is liable for illegal payment of dividend?
(1) MBCA § 8.33/ DGCL § 174 – if the BOD negligently or knowingly breaches any of the provisions restricting dividend payments, the BOD may be personally liable for the violation
3. Mechanics of paying dividends- 
a) The default rule = shareholders on the record date (date of the BOD’s declaration) are entitled to the dividend even if they transfer their shares before the actual payment date.
(1) Note: Board has power to set a different record date between the declaration date and payment date
B. REDEMPTIONS- when corporation repurchases shares
1. Two redemption types
a) Buy-back pursuant to right in AIC
b) Buy-pack pursuant to voluntary re-purchase
2. Limitations on a corp’s power to purchase its shares
a) Economic limitations - The purchase of corporate shares is subject to the same economic restrictions as the payments of dividends to ensure creditors are able to be paid.
(1) Insolvency test under MBCA
(2) Capital test under DEL
b) Voting rights – At all times there must be at least one outstanding share outstanding that has full voting rights and is entitled to assets on dissolution.
3. Reasons for repurchasing shares
a) Closely held corps -  managers might want to provide liquidity for a deceased shareholder’s estate OR their managers might want to remove a current shareholder by repurchasing his interest if he is being a pain in the butt. There are also tax advantages because re-purchase of stock treated as capital gain which is taxed at a lower rate than income.
b)  Publicly Traded Corps. 
(1) decrease/eliminate his management power or large shareholder
(2) If corporation needs higher debt to equity ratio → A corp. might secure a loan (borrow money) to repurchase shares to reduce dividend payments and thus reduce its taxes by paying the interest on its loans and deducting the interest.
(3) A corp may repurchase to create a public perception of prosperity. It creates rise in stock value (since fewer outstanding shares- the value of each share should rise).
4. Mechanics of redemption
a) MBCA Default rule = repurchased shares become authorized but unissued (meaning, board has power to reissue those shares, which allows board to seek more capital and shareholders)
(1) Articles can provide otherwise → ex. May provide that repurchased shared may not be reissued (meaning, they are no longer authorized - so # of authorized shares decreases by # of shares repurchased)
b) DEL Default rule= repurchased shares remain authorized, issued, but not outstanding (called treasury stock) (meaning, Board can re-issue treasury stock & can sell for any price since already received par value)
c) Effect on balance sheet - When redeem shares → retained earnings goes down, cash goes down
V. DISREGARDING THE CORPORATE FORM: PIERCING THE CORPORATE VEIL
A. Remember- Corporate form provides for - Shield of limited liability = owners (shareholders) not personally liable for corporate debts, except may be liable by reason of his own conduct MBCA 6.22(b) 
1. Way around it → PCV
B. PIERCING THE CORPORATE VEIL DOCTRINE = equitable doctrine that holds shareholders personally liable for corporate debts. 
1. TEST= creditor must show (1) shareholders failed to maintain a separate corporate identity , which (2) resulted in fraud, injustice, or inequitable results
a) SEPARATE CORPORATE IDENTITY - to pass this prong, courts look at these factors:
(1) Undercapitalization (debt, equity, and insurance)
(a) Irrelevant in contract creditor cases (because opportunity to investigate and get personal guarantees if want)
(b) Relevant in tort creditor cases (shifting foreseeable risk to unsuspecting member of public)
(i) Baatz case (tort creditor -- suing individual for corporate bar that served to much alc that resulted in car crash) →  5k + personal guarantees = sufficient to avoid PCV
(2) Failure to observe corporate formalities
(a) No shareholder meetings, director meetings, appointment of officers, filing reports with secretary of state, 
(b) Mere failure to observe minor thing (ex. Name compliance) will does not justify PCV, especially where for tort liability (since there is no course of dealings btw the parties) [Baatz]
(3) Absence of corporate records
(4) Commingling of corporate and individual assets
(a) Single bank account
(5) Corporate payment of individual obligations
(a) Personally guarantees is opposite of this → does not effect tort liability
b) FRAUD / INEQUITABLE CONSEQUENCES - adherence to the fiction of a separate corporate existence would sanction fraudulent conduct, promote injustice, or lead to inequitable results or to an evasion of legal obligations (Misuse of corporate form causes inequity) - factors:
(1) Fraudulent misrepresentation by corporation directors
(2) Use of the corporation to promote fraud, injustice, or illegality
2. Brevet Int’l, inc v. great plains luggage co. (contract creditor)
a) Facts: Contract btw P and D. P sues D and individual shareholder for payment. P argues (1) he contracted with individuals, and not corporation and (2) in the alternative, PCV
b) Holdings: (1) even though no written contract, course of dealings (invoices sent to name of corporation, invoices paid with checks with corporate name) put the P on notice he was dealing with a limited liability corporation. (2) no reason to PCV because that would result in windfall to P
3. Baatz v. Arrow Bar (tort creditor -- suing individual for corporate bar that served to much alc that resulted in car crash)
4. Hanewald v. Bryan’s inc. (contract creditor) -- Shareholders did not pay for shares of Byans stock. Bryans buys stuff from hanewald (55k cash + 5k promissory note). Bryan’s leases building from Hanewald (T= corporation). Hanewald sues for payment, trying to hold shareholders personally liable.
a) Court relies on par value (which existed at time) (NOT PCV) - shareholders are required to pay for their shares before their personal liability will be limited→  requires minimal payment for issuance of par value shares.
(1) Such a shareholder is liable to the extent his stock has not been paid for - liable  up to the difference between the amount they have already paid and the par value of the stock, and only to the extent necessary to satisfy the creditor’s claim. 
b) Case shows use of marginally capitalized corporation to allocate risk on a bargained for basis
(1) Individual shareholders using corporation to allocate risks between them and hanewald (creditor). Risk allocated to hanewald was whether to business would be successful enough to make the lease payments and the 5k note. Risk that business fails allocated to hanewald. That risk has been bargained for on a bargained for basis.
(a) Hanewald knew he was dealing with limited liability company
C. ENTERPRISE LIABILITY - under theory of enterprise liability, a creditor can hold a parent/sister company liable for the debts of its subsidiary/sister company → aggregates separate corporations into a single enterprise, where the several corporations act as the same entity, and holds that enterprise liable (creditor can go after assets of all companies)
1. Fragmentation is okay, just make sure treat them as separate entities
2. Smith v. McLeod (sibling corporations)
a) Rule: courts refuse to recognize corporations as separate entities where facts establish that several corporations are acting as the same entity
(1) Arson Factors: (1) Undercapitalization, (2)Absence of corporate records, (3) Fraudulent representation by corp, shareholders or directors, (4)Use of corp to promote fraud or illegal activity, (5) payment by the corporation of individual obligations, (6) Commingling of assets and affairs; (7) Failure to observe corporate formalities; (8) Manipulation of corporate form by shareholders
(a) Not exclusive
(2) Additional factors: similar corporate names; common principal corporate officers/directors/employees; similar business purposes; located in same offices and used same phone number and business cards
b) Holding: enterprise liability
(1) Similar names; Identical line of businesses (Only difference is that colonial mat dealt in all floor coverings, while colonial industrial dealt with all floor coverings except mats); Smith president of both; the treasurer (only other director) was same in both; same office manager; Operated at same address and same phone number; intermingled their assets (invoices paid by colonial mat following the letter of change in corporate structure); colonial mat paid for 500 business cards right before went out of business
(2) → from point of McLeoud, this seems like one enterprise → thought they were all same thing
3. Taxi cab case (sister companies)
a) Facts: Plaintiff hit by taxi cab. P suing 
(1) Cab company → COA =vicarious liability based on agency law (principal = cab company; agent = driver) - accident occurred in course and scope of driver’s employment, 
(2) cab company owner → COA = PCV
(3) 16 other companies owned by him (COA = enterprise liability)
b) Holding: PCV and Enterprise liability! All liable
(1) Fragmenting the businesses (and leaving one not enough to pay) gave court basis to impose personal liability 
(a) Unfairness here = operating a cab company has foreseeable risk that accidents would occur (same risk for all companies). Shifted that foreseeable risk to the general public. 
(2) Court looked at: commingling of receipts, assets, property; all supplies centrally purchased; one dispatcher for all cabs; all cabs registered in name of one corp; central garage and central management.    → enterprise liability
4. Forsythe v. Clark USA, Inc. (parent subsidiary case)
a) Rule: parent company will be held liable for subsidiary actions if parent exercises control over the subsidiary (disregarding the discretion and interests of the subsidiary) and that control leads to harm or prevents subsidiary from fulfilling a duty
(1) If a parent company specifically directs an activity of subsidiary, where injury is foreseeable, that parent could be liable → then has duty to do so with reasonable care
b) It is entirely appropriate for directors of a parent corporation to be directors of its subsidiary, and that alone may not expose the parent to liability for its subsidiary’s acts.
c) To establish liability, plaintiffs must show that the conduct complained of occurred while president was acting in his capacity as an officer of parent, rather than as an officer of subsidiary. 
VI. ROLE OF BOARD OF DIRECTORS 
A. BOD’s Managerial Power - the corporate norm is that the business and affairs of the corporation shall be managed by or under the direction, and subject to the oversight, of its board of directors [MBCA 801]
B. Delegation of BOD’s managerial power
1. RULE: BOD can DELEGATE managerial duties but can NOT ABDICATE its management of business affairs
2. Grimes v. Donald
a) Facts: executive compensation agreement provided that CEO could unilaterally determine that BOD unreasonably interfered with his management, then can declare his employment terminated and receive large payments.
b) Issue: Did BOD unlawfully delegate power to CEO?
c) Holding: NO - The agreements do not not abdicate the board’s power because the board can still fire CEO and elect to pay severance.  However, this might become an unlawful/unreasonable delegation of power if the severance package was so onerous (so large) on the company that it would cloud their judgment and effectively preclude the board’s power to fire CEO . 
3. Committees- 
a) RULE: Generally, BOD can establish committees of the board (usually 2+ directors) and delegate board powers to a committee 
(1) Exceptions to delegation: Committee cannot amend bylaws, cannot fill board vacancies, cannot declare dividends (except pursuant to a formula approved by full board), cannot approve fundamental changes (mergers, dissolution, sale of corporation assets) that also require shareholder approval.  
b) Types of committees
(1) standing committees 
(a) Executive committee → has power to take any action necessary between full board meetings
(b) Audit committee → evaluates corp’s financial situation and monitors accountants
(c) Compensation committee → approves annual compensation for the most senior executives
(d) Nominating committee → identifies suitable candidates for board openings that may arise
(2) Board can also appoint special committees
(a) Special Negotiating committee 
(b) Special litigation committee 
(c) *process to appoint special committee is mechanics of board action (next week)
C. Selection of INITIAL directors
1. MBCA 8.03(a) - A board must consist of 1 or more individuals (only people, not corporations)
a) CA - min of 3 directors
2. Number of directors - must be stated in Articles or Bylaws. Usually not set number, but rather a min and max amount and board determines precise number.
3. Naming of initial directors
a) May be named in articles → then initial directors invested with corporate power from the beginning
b) if not named in articles, then incorporator must name initial directors as part of organizational meeting → until then, incorporator is invested with corporate powers
4. Term of initial directors - expires at first shareholder meeting
D. Election and term of directors
1. ELECTION
a) Shareholders elect board of directors
b) CA- at least three directors must be elected at every shareholder meeting (cannot waive in AIC, still applies even if staggered)
c) MBCA 8.03(c) - at least one director must be elected at every shareholder meeting (cannot waive this in AIC)
(1) Default rule = ALL directors elected annually by shareholders (unless provided otherwise in AIC)
(2) Variations of default rule
(a) Classified board (8.04) - each class of stock can elect a certain number of directors (ex. Class A shares can elect 2 directors and Class B shares can elect 2 directors, for a total of 4 directors)
(b) Staggered terms (8.06) - Instead of electing the entire board at once, the directors terms are divided into two/three groups and each director gets a two/three year term in office with each group of directors being up for election each year. 
(i) Ex: group 9 directors into 3 classes, each with 3 directors serving a 3 year term; ⅓ of directors will be up for election in a given year.
2. TERM - MBCA 8.05
a) Term of initial directors expires at the first shareholders’ meeting where directors are elected
b) Terms of all other directors expire at the next annual shareholder’s meeting following their election
(1) If staggered under 8.06 → expires at second/third annual meeting following election
c) Even when term expires,  the director remains in office (continues  to serve) until reelected, another person is elected to fill her slot, board size reduced at end of the director’s term, or the slot becomes vacant.
(1) Holdover directors = Directors who continue to hold office after the expiration of their term 
3. Vacancies- can occur through resignation, death, or removal of an incumbent
a) No requirement that vacancy be filled
b) Selecting replacement director to fill vacancy:
(1) DEL - vacancies can only be filled be remaining board members
(2) MBCA 8.10 default rule = vacancies may be filled by remaining board members or by the shareholders, whichever constituency acts first (usually BOD is better situated to act first → they can fill right away, whereas shareholders would have to wait until next shareholder meeting)
(a) If classified→  only class A shareholders can fill a class A vacancy. 
E. Removal of directors
1. Amotion - shareholder’s power to remove directors during their terms
a) BOD has no power to remove director
2. MBCA 8.08 - Default rule (unless specified in AIC) = Directors can be removed with or without case
a) Directors elected to classified board can only be removed by that same class of shareholders
b) If cumulative voting, the number of votes required to amote must be greater than the number to elect
3. DEL 141 - directors can be removed with or without cause, but directors on a staggered or classified board may be removed only for cause
F. Board action
1. General rules
a) The board has no power to remove a director
b) Default term of office =  one year
c) Non-unanimous board action without a meeting is invalid
d) Board meetings may be called in any manner approved in advance by the board
e) Each director has one vote on all matters unless stated otherwise
f) Directors may not vote by proxy; each must vote in person
g) Individual BOD members have no power, the board can only act collectively
2. BOD can take action in two ways: 
a) ACTION BY UNANIMOUS WRITTEN CONSENT- If they are unanimous in their intention, they may act w/o a meeting by having each director execute written consent to the action taken & delivers it to the corporation (8.21)
b) ACTION BY BOARD MEETING - in order for board action at a meeting to be valid, (1) the meeting must be properly called, (2) the corporation must give each director proper notice; (3) a quorum of directors must be present at the meeting; and (4) the action must be approved by a sufficient vote. If any of these elements is lacking the BOD’s action is subject to attack by ultra vires.
(1) Call - decision to hold meeting at particular time and place, and for a particular reason
(a) Regular (periodical - annual) Meetings – may be scheduled in the bylaws → no separate call is necessary because they are automatic.
(b) Specialized meetings → require a call.
(i) Unless stated otherwise in the AIC, because the call itself is a board-action, in order for a call to be made it must be by unanimous consent or scheduled during a prior meeting.
(2) Notice
(a) MBCA 8.22 default rule (unless stated otherwise in AIC or bylaws)=
(i) Regularly scheduled meeting →  no notice need be given
(ii) Special meetings →  directors must be given at least two days’ notice of the location and time of the meetings but need not be given notice of the purpose, unless notice is waived.
(b) Waiver of notice - 
(i) Express 
(ii) Implied - waive objection if show up at meeting unless object to lack of notice and don’t vote
(3) Quorum - minimum amount of voting power that must be present at a meeting for BOD actions to be valid (quorum = # of directors present)
(a) MBCA 8.24(a) - Default rule - quorum = majority of directors be present (present = show up, telephone conference)
(i) By AIC/bylaw → this number can be raised but can’t be lowered below ⅓ of total number of directors
(ii) This total number is measured by the number of authorized director positions, even if not currently in office -- This includes the vacant positions 
(4) Sufficient vote - 
(a) MBCA 8.24(a) - Default rule (can be changed in AIC/bylaws) - sufficient vote = majority vote of directors who are present at meeting
(b) Breaking quorum - director who leaves meeting prior to voting to destroy quorum
(i) Works under MBCA
(ii) Does not work under DEL (because once director shows up, considered present)
VII. ROLE OF SENIOR EXECUTIVE OFFICERS
A. Generally, 
1. Officers are elected by board
2. Officers are agents of the corporation → general rules of agency law applies
a) note: directors are not agents of corporation (because need collectivity to take action; board not under control of corporation)
3. Officers have fiduciary duties beyond agency law
4. Corporate secretary requirement - corporations must have at least one officer
a) MBCA 8.40(c)- a corp must have at least one officer who is assigned the responsibility for preparing minutes of the directors’ and shareholders meetings and for maintaining and authenticating records of the corp.
b) CA 312- Need president, secretary, and CFO (Same person can be all of them)
5. Termination of officers
a) MBCA 8.43/DE – Default rule = The BOD (or officer that appointed you) may remove an officer at any time with or without cause. 
(1) An employment contract between a CEO or a Corp. may NOT limit the circumstances under which an officer can be removed, however, it can allow for a generous severance
B. Officers as agents of corporation
1. Direct Liability of corporate officers to third parties; vicarious liability of corporation to third parties
a) Officer (agent) is personally liable for his own tortious conduct, and corporation (principal) is also vicarious liable if officer is acting within scope of employment. 
(1) HD irrigation inc. v. kimble properties
(a) Facts: HD buys land from Hobble co. and irrigation equipment from kimble properties. Lloyd = president of both Hobble and Kimble. HD sues for lloyd’s misrepresentation that irrigation equipment was in working condition, when it was not. 
(i) Sues  lloyd personally → theory = he made misrepresentation
(ii) Sues both companies → theory of agency law
(b) Holding:
(i) Lloyd personally liable b/c he made misrepresentation
(ii) Kimble vicariously liable for lloyd (agent’s) tortious conduct → Lloyd was acting in scope of employment as president of Kimble (which owned irrigation equipment) when he made the misrepresentation
(iii) Hobble not vicariously liable → lloyd not wearing hat as ceo of hobble when made misrepresentation
b) Corporation liable for for acts of officer made with actual or apparent authority. 
c) Officer liable to TP where actions constitute fraud or conversion (even though the corporation alone benefits)
d) Officer NOT liable to TP where action’s constitute failure to perform duties owed to the corporation.
2. Scope of officer’s authority - 
a) Because an officer is an agent of the corporation, his actions as agent bind the corporation (the principal) if his actions are within the scope of his actual authority or if he is acting with apparent authority.
(1) Actual authority - board resolution (signed by secretary) that corporation is going to do the action
(2) Implied Actual Authority – the agent’s reasonable interpretation of the principal’s manifestation to the agent.
(3) Apparent Authority – Apparent authority exists when a third-party reasonably believes that the officer was acting within the scope of his authority, and that belief is traceable to a manifestation of the corporation. (CEO will have greatest scope of apparent authority)
b) CA 313 – statute in addition to apparent and actual authority doctrines
(1) Any writing, when signed by 
(a) (1) the chairman of the BOD or the president or  VP [operational bucket], AND 
(b) (2) the secretary or assistant secretary or CFO or assistant treasurer [financial bucket] 
(2) → is not invalidated for lack of actual authority, UNLESS the party trying to enforce the writing had actual knowledge of the officer’s lack of authority
(3) Snukal v. Flightways - Lyle (president, CFO, and secretary) signed lease agreement as Lyle, president (w/out reference to other positions). That is enough to meet CA 313 - it did not matter that signed only as president.
VIII. ROLE OF SHAREHOLDERS in PUBLICLY TRADED CORPORATIONS
A. What do shareholders do?
1. Shareholders main job is to appoint/remove the BOD. 
a) Shareholders can act on own (without board) to remove directors
2. Shareholders required to approve fundamental changes (amending articles, mergers, dissolution)
a) Shareholders can act on own (without board) to amend bylaws?
B. Shareholder voting mechanics
1. ACTION BY WRITTEN CONSENT IN LIU OF SHAREHOLDER MEETING - allows shareholders to amove even if BOD does not call a meeting  
a) MBCA 7.04 – Requires unanimous consent
b) DEL/CA - requires absolute majority of outstanding shares entitled to vote
2. ACTION BY MEETING - In order for shareholder action taken at a meeting to be valid, (1) the meeting must be called; (2) the corporation must give proper notice; (3) a quorum of shares must be present at the meeting; and (4) the action must be approved by a sufficient vote.  If any of these is lacking the action is subject to attack as being ultra vires (actions at meeting void).
a) Call
(1) Annual meetings
(2) Special meetings - can be called by BOD, persons specified in AIC/bylaws, or certain # of shares
b) Notice 
(1) MBCA 7.05 - For both special and annual meetings the requirements are the date, time, and place, AND must give between 10 and 60 days advanced notice. 
(a) For special meetings only, the purpose of the meeting must also be given. 
(i)  This is important because it limits the matters that may be acted upon during the meeting MBCA 7.02(d)
(b) Notice must be given to owner of shares as of record date
(c) Mckesson corp- “60 days between notice and meeting date” = WRONG interpretation
(2) MBCA 7.06 Waiver of Notice – Notice can be waived, by
(a) Express waiver = the waiver must be in writing, be signed by the shareholder entitled to the notice, and be delivered to the corporation for inclusion in the minutes or filing with the corporate records. 
(b) Implied waiver = If they show up to meeting they waive notice, UNLESS, however, the shareholder at the beginning of the meeting objects to the defective notice
c) Quorum- min percentage of voting power (shares - not # of shareholders) that must be present
(1) Default rule – MBCA 7.25/DGCL 216/CA 602  quorum for shareholder meeting = majority of the voting power (outstanding shares entitled to vote)
(a) This number can be RAISED in the AIC under all statutes
(i) DE/CA-  can also lower it, but cannot lower it below ⅓ 
(ii) MBCA - cannot lower it at all
(2) Once quorum is declared, there is NO BREAKING THE QUORUM by leaving (unlike for board meetings)
(3) MBCA 7.21 – shares are “present” when their owner or proxy is physically present at the meeting.
d) Sufficient vote 
(1) 3 standards:
(a) DE 216(2) Default Rule – majority of shares PRESENT at the meeting
(i) This means that an abstention from voting are counted as a “no.”
(ii) *Apply delaware statute when dealing with delaware corporation 
(b) MBCA 7.25(c) Default Rule – majority of shares ACTUALLY VOTING
(i) More yes’s than no’s.
(ii) abstention from voting are not counted.
(c) CA 602(a)- two part test:  (1) majority of shares ACTUALLY VOTING AND (2) majority of REQUIRED QUORUM
(i) Abstentions are treated as true abstentions (not counted).
(ii) Part one: yes > no
(iii) Part two: yes / required quorum = over 50%
(iv) *Apply CA statute when dealing with company incorporated in CA
(2) Fundamental Changes (amending the articles/blyaws, etc..) – most states require a higher quantum  [but NOT the MBCA]
(a) DE/CA: any fundamental changes must be approved by an absolute majority 
(i) Absolute Majority = “yes” votes have to be majority of ALL outstanding shares entitled to vote
(3) Electing/removing officers
(a) DE 216(3)/MBCA 7.28(a)/CA– Default rule (can be changed in AIC)- directors run at large →  directors must be elected by a plurality of votes, meaning the candidates with the most yes votes are elected regardless of no votes and regardless of abstaining votes
(i) if tie → neither wins → then the old director remains (holdover director)
(b) Straight vs. cumulative voting (hypo- 5 person board)
(i) Straight voting - shareholder can cast X (# of shares) votes for each of 5 candidates
(a) Result → shareholder with 51 percent of the vote elects the entire board
(ii) Cumulative voting- (1) compute total # of votes each shareholder may cast = # of shares X # directors needed, then (2) each shareholder is permitted to distribute these votes as he wants over one or more candidates. 
(a) result→  increases minority participation on the board of directors. 
(b) # of shares needed to elect one director = [S / (D+1)] + 1 (round up)
(i) S= total # shares voting in election
(ii) D= # directors
(iii) Statutes
(a) MBCA / DEL - default = straight voting; can OPT IN to have cumulative
(b) CA - cumulative voting is MANDATORY & staggered terms are prohibited; except publicly traded companies have right to eliminate cumulative voting and can stagger board
(c) Humphreys v. winous (OHIO LAW - should we know this or apply this????): Legislature created two statutes (one for mandatory cumulative voting, and one that allows staggered terms) → the ability to stagger terms does not affect right to vote cumulatively even though it might make it less effective [Dissent said opposite]
(4) Concept of record date ownership
(a) Record owner (registered owner) → votes
(b) Beneficial owner (street name owner - economic stakes of stock) → does not have right to vote, but can vote as proxy
(c) Record date - Board fixes record date to determine the shareholders entitled to notice of meeting or entitled to vote the shares... may not be more than 70 days before meeting [MBCA 7.07]
(i) When transfer shares, only persons who became owner prior to end of record date are entitled to notice and may vote
(ii) Can set different record dates for notice than for voting
(5) Proxy voting - proxy is an agency relationship (principal= record owner; proxy holder = agent) in which a shareholder gives another person (proxy) authority to attend a shareholder meeting and vote on their behalf. 
(a) Can give general proxy (proxy has discretion to vote however he wants)or limited proxy (authority to vote shares in manner shareholder instructs)
(b) MBCA 7.22 - can vote by proxy (CA 705 similar)
(i) for the appointment of a proxy to be effective it must be in WRITING (signed appointment form or electronic transmission of appointment)
(ii) Appointment valid for 11 months unless longer period specified expressly on appointment form
(iii) Appointment of proxy is REVOCABLE unless (1) the appointment from (the writing) conspicuously states on its face that it is IRREVOCABLE and (2) the appointment is coupled with an INTEREST
C. Shareholders’ inspection rights
1. Two ways shareholders get info from corporation without taking action:
a) Transaction reporting - info sent by corp with respect to contemplated transaction (usually one shareholders will vote on)
(1) Not required by MBCA, DEL, nor Fed Sec Law
b) Periodic reporting - info provided periodically (ex. annually) regardless whether corp is anticipating transaction
(1) MBCA requires annual report to be sent to shareholders
(2) DEL does not require it
(3) Federal securities law: shareholders in public companies must receive periodic reports on financial and operational condition of company at least 4 times each year - filed with SEC
2. Inspection right - Under MBCA and DEL, shareholders have state law right to examine some corporate documents.
a) (Side note: BOD has unfettered access to information)
b) Info shareholder can get w/out additional showing:
(1) list of record date shareholders before shareholder meeting
(2) articles and bylaws, list of current officers and directors, current annual report, other basic info.
c) Shareholder can inspect/copy other info only if makes an additional showing
(1) Rule - proper purpose test (MBCA/DEL) - a shareholder can file action to court asking to inspect non-statutorily listed information IF shareholder has proper purpose for inspecting the requested documents
(a) Proper purpose =  a purpose reasonably related to such person’s interest as a stockholder
(b) Hershey
(i) Facts: P wants access to books and records to see if management taking steps necessary to be in compliance with protocol in making sure chocolate in compliance with law and not using child labor
(ii) RULE: When the purpose of exercising inspection rights is to investigate corporate mismanagement → shareholder must show by a preponderance of the evidence, a credible basis from which it can be inferred that there is possibility of mismanagement that would warrant further investigation in order to survive motion to dismiss (No need to show actual wrongdoing )
(c) Hoepner v. Washovia Corp.
(i) Facts: P (shareholder of Washovia is also CEO of Sun trust). Washovia announces merger. Sun trust makes offer to buy, but Washovia refuses. P wants shareholder list.
(ii) Holding: Yes - P entitled to list (doesn’t matter that also CEO of other company and wants list to help in proxy battle to get sun trust to buy washovia)
(iii) RULE: Obtaining a shareholder list for the purpose of contacting shareholders in a proxy fight is a proper purpose
(a) Policy:  insuring fairness and equality between a corp and its shareholders in a proxy solicitation → Let the shareholders ultimately decide which deal they want (the merger or the unsolicited bid from suntrust)
D. Federal proxy rules (for publicly traded companies)
1. Proxy solicitation - An attempt by a group (usually the corporation itself) to obtain the authorization of other members to vote on their behalf in an organizational ballot. 
2. Proxy statement - The party attempting proxy solicitation must send out a proxy statement that provides full and adequate disclosure of all the material facts necessary to make an informed vote on a specific proposal to be voted on, including bios on the individual directors.
a) Materiality = substantial likelihood that reasonable investor would consider info important for issue at hand
b) SEC 14a-9: Company will have liability if any of the disclosures are false or misleading
3. Shareholder proposal rule- SEC 14a-8 (is this on there?????? If so, week 7)
IX. FIDUCIARY DUTIES- officers and board of directors owe fiduciary duties (1) of care and (2) of loyalty - to the corporation
A. DUTY OF CARE AND BUSINESS JUDGMENT RULE
1. Duty of care - duty to act in manner that reasonably believe is in the best interest of the corporation
a) Duty of care comes up where shareholder thinks board made bad decision, which resulted in harm to the corporation (ex. Lost revenue)
2. Business judgment rule= Presumption that in making a business decision, the directors of a corporation acted (1) on an informed basis, (2), in good faith, and (3) and in the honest belief that the action was taken in the best interest of the corporation 
a) Presumption is very powerful and gives great deference to the board
b) Rebuttable presumption - Presumption can be overturned by the courts if the shareholder plaintiff provides evidence of
(1) Fraud/illegality
(2) Bad faith
(3) Conflict of interest
(4) Self dealing
(5) Uninformed decision - presumption is rebuttable if the plaintiffs can show that the directors were grossly negligent in that they did not inform themselves of “all material information reasonably available to them.” 
(a) Smith v. Van Gorkom - directors approved merger, shareholder sues saying breach of duty of care. 
(i) Holding: breach of duty of care. Not entitled to presumption of BJR
(ii) Reasoning: process of decision making flaws → Board did not inform themselves of all material info available to them before voting on the merger → relied on price offered by CEO, without looking into where that price came from (didn’t come from CFO or investment banker) or into motives of the ceo. Just voted on merger after 2 hour meeting without asking any questions.
(iii) Dissent: looks at experience of board (rather than process) and says that is enough
(6) Waste - requires a showing that the exchange is so one-sided that no reasonable business person could conclude that the corporation received adequate consideration
(a) Disney litigation - board making and approving employment agreement with non-fault termination provision allowing Orvitz a huge severance was not waste.  P did not plead that the PROCESS through which the board made its decision was faulty.  Amount paid to Ovitz was large and extravagant but that doesn't mean that Board will not be entitled to presumption of Business judgment rule.
3. CA codified duty of care: relevant standard of care for directors = good faith, manner director believes in best interest of corp and shareholders, with such care (including reasonable inquiry) of prudently reasonably person in similar circumstances
a) If conduct meets standard, then presumably director has no personal liability
b) If conduct fails standard, then will not automatically lead to personal liability because of business judgment rule → presumption of good faith and honest dealing in the absence of any evidence of fraud, bad faith, illegality, conflict of interest, or self dealing
4. Consequences of breach of duty of care
a) Monetary damages from board of directors
(1) Opt-in rain coat provision - DEL/MBCA/CA permits corporation to add provision in AIC capping or eliminating personal liability of directors for money damages for breach of their fiduciary duty of care. HOWEVER, such a raincoat provision cannot protect directors from a breach of their duty of loyalty, conduct in bad faith, intentional misconduct, (knowing?) violation of dividend statutes or other law, or where director got improper personal benefit .
b) Equitable relief (enjoin the conduct)
5. Baseball case: board decision to not put lights into stadium is not breach of duty of care. Board determines what is best for corporation, and they can take into account interests other than just maximizing shareholder wealth.
B. DUTY OF LOYALTY AND ENTIRE FAIRNESS - 
1. Duty of loyalty requires that such fiduciaries (directors and officers) place the interest of the corporation ahead of their own interests.  The duty of loyalty can be breached either by making a self-interested transaction or taking a corporate opportunity or breach of duty to act in good faith through failing to engage in proper corporate oversight.
2. Corporate opportunity doctrine - arises when directors/officer use information that comes to them in their corporate capacity for personal advantage, and in doing so deprives the corporation of a profitable transaction
a) Delaware line of business test - A corporate officer or director may NOT take a business opportunity for his own IF: (1) the corporation is financially able to exploit the opportunity; (2) the opportunity is within the corporation’s “line of business”; (3) the corporation has an interest or reasonable expectancy in the opportunity; AND (4) by taking the opportunity for his own, the self interest of the officer/director will be brought into conflict with that of his corporation
b) ALI standard - 
(1) ONE: Is this a corporate opportunity? Test for corporate opportunity = when a director of a corporation is presented with a business opportunity closely related to a business in which the corporation is engaged OR opportunities that accrue as a result of director/officer position within the corporation (how did learn of opportunity -- through officer hat?)
(2) If so, TWO: the director must fully disclose the opportunity to the corporation. Only after the corporation (the board) has formally rejected the opportunity may the director take advantage of the opportunity himself → then no breach of fiduciary duty of loyalty
3. Self-dealing (interested director transactions) - occurs when a director/officer enters into a K/transaction with the corporation. It does not always violate duty of loyalty.
a) Interested vs. disinterested director - A director is considered an interested director if they personally benefit from the specific transaction OR because of that director’s relationship to an interested party, it would reasonably be expected that the director’s exercise of professional judgment is compromised. 
b) Tomaino: Fairness standard → self-dealing transaction is valid and not breach of duty of loyalty if:
(1) transaction is  fair to the corporation at time it was authorized [Burden to show fairness on the interested director]
(a) There: transaction where T buys equipment and sells it to corp for higher price (but still less than FMV) is fair
(2) there is full disclosure and 
(3) good faith by the interested director. 
c) Geller (Finder’s fee agreement enforceable? NO)
(1) Conflict of interest - G placed himself in a position in which his finder’s fee agreement with other company and his own pecuniary interest could have prevented him from acting in Dunkin’s best interest 
(2) Harm/financial damage to corporation is NOT required for there to be breach of fiduciary duty of loyalty 	
(a) So fact that acquisition could ultimately benefit Dunkin does not eliminate conflict of interest
(3) G’s Mention in passing  did not rise to level of full and fair disclosure that is required before a fiduciary can take personal profit in conduct of corporate affairs
d) Entire fairness standard - A transaction with undisclosed self-dealing is voidable unless the interested director (director on both sides of transaction) can demonstrate the entire fairness of the transaction (fair dealing and fair price). 
e) CA 310 - Cleansing statutes -  allow a self-dealing transaction to be cleansed if it is approved by a valid vote by either disinterested directors or disinterested shareholders
(1) 310(a)(2) disinterested BOARD approval
(a) Full disclosure of all “material” facts
(b) Good faith approval by “disinterested” directors -
(c) By a vote sufficient without counting vote of interested director  (majority of directors present vote in favor) 
(i) Note: interested directors can be counted to determine quorum)
(d) Transaction is FAIR to corp. as of time transaction was approved (Plaintiff trying to set aside transaction has burden of proof to show transaction is not fair to the company)
(2) 310(a)(1) disinterested SHAREHOLDER approval
(a) Full disclosure of all “material” facts
(b) Shareholder vote in good faith -
(c)  By a majority of “disinterested” shares - i.c., exclude shares owned by “interested” director
(i) Note: interested shareholders can be counted to determine quorum
(d) No requirement that transaction by FAIR to corporation at time transaction was approved
(3) Even if not cleansed, the transaction is not automatically void → 310(a)(3) FAIRNESS standard - court decides - If the transaction is NOT cleansed and it is challenged, the court will still uphold the transaction if the transaction was fair to the corporation. 
(a) Burden of proof is on the “interested” director
(b) To show entire fairness (fair dealing and fair price) of transaction to corporation as of time transaction was approved
f) Executive compensation (potential conflict where overlap btw BOD and officers)
(1) 310(a) - with respect to fixing compensation, for attending board meetings, a director is not “interested” in resolution of board fixing compensation of another director. However, if fixing compensation for another director who happens to be a CEO, truly independent directors (who are not officers or employees of corporation) will vote on it. WHAT DOES THIS MEAN?!?!?
4. Shareholder derivative actions - to bring suit for breach of fiduciary duty
a) Derivative action - cause of action where SHAREHOLDER files a suit ON BEHALF OF THE CORPORATION against the directors, officer, or other agents of the corporation who are alleged to have HARMED THE CORPORATION.
(1) Fiduciary duty owed to corporation
(2) It is the corporation that recovers (remedy inures to corporation, rather than the shareholder)
(3) Note: if shareholder wants to file suit against 3rd party for breach of contract made with corporation → that is the BOD’s decision
(a) After shareholder makes demand to BOD & BOD refuses to initiate litigation, then the shareholder can sue the BOD
b) Contrasted with direct action - shareholder files suit for injuries affecting his legal rights as shareholder (ex. Enforcing inspection rights)
c) Requirements of derivative action
(1) Standing - plaintiff must have been a shareholder at the time of the alleged harm to the corporation AND at time files suit
(2) FRCP 23.1 - A shareholder may not file a derivative action UNLESS: (1) P first demanded that the BOD initiate litigation and the BOD wrongfully refused; OR (2) P can demonstrate that making a demand would have been futile because the BOD could not have evaluated the demand fairly
(a) Shareholder demand that BOD initiate litigation 
(i) BOD’s decision not to initiate litigation is protected by the Business Judgment Rule. 
(b) Showing a demand would be futile - a demand is excused as futile if there is a reasonable doubt that a majority of the BOD would be disinterested or independent in making a decision on demand - no one on board to trust to make objective decision about whether initiating lawsuit in best interest of corporation[Beam v. Stewart]
(3) Special litigation committee - Board often delegates task of evaluating the shareholder demand to a special committee of non-implicated directors, in order to prevent court from finding that demand was futile
(a) Standard for judicial review where there is special litigation committee in place 
(i) NY: single standard of review - business judgment rule
(ii) DEL:
(a) Where demand required (no futility) & refused → BJR
(b) Where demand excused → two part test: (1) Corp has burden of proof to establish that the special litigation committee is entitled to BJR (independent, did its investigation, and decision to dismiss lawsuit was an informed reasonable decision) then (2) Court exercises its own business judgment as to whether the lawsuit should continue or be dismissed
(iii) North Carolina: single standard—modified Del’s 2 part test—SLC has Burden of proof  to show SLC is entitled to BJR
(iv) Massachusetts Rule: (shifting burden approach)
(a) SLC has burden of proof to show that SLC is entitled to BJR protection 
(b) Mass court must then determine that SLC made a “reasonable” decision to dismiss the SH derivative action using ALI factors
(v) New Jersey Rule- “Modified BJR” standard
5. Duty to act in good faith- Breach of duty of good faith (part of duty of loyalty) can be shown when the directors: (1) intentionally neglect their duties as the corporation’s managers; (2) act in bad faith; OR (3) fail to exercise reasonable oversight of the corporation. 
a) Stone v. ritter (no action case)
(1) RULE: Directors will be liable for failure to engage in proper corporate oversight where they 
(a) fail to implement any internal reporting or information system, or 
(b) having implemented such a system, consciously fail to monitor or oversee its operations 
(i) consciously disregard information that shows there are risks/problems → fail to take action on the reports of misconduct that come in through the system
(2) Application: BOD had reporting system in place & delegated monitoring responsibilities to employees. The system did not discover particular failure of employees to follow the reporting policy. BOD not liable for that. 
b) ATR- 
(1) Facts: Minority shareholder alleges that Majority shareholder (who elected whole board) cause the corporation to transfer its key asset to his family members, leaving the stock worthless.
(a) COA against majority shareholder (director) = breach of fiduciary duty of loyalty by self dealing
(b) COA against other directors = breach of fiduciary duty of loyalty by virtue of not monitoring the other board member for self-dealing and for knowing about the transfer and not doing anything about it (lack of good faith)
(2) Holding: All liable
(a) Other directors breached duty of loyalty (even though did not participate in or approve the self dealing) because failed to act in good faith in making independent/impartial decisions in best interest of corporation. There was no reporting system in place. They completely deferred to majority shareholder and took no steps to monitor his behavior.
X. ROLE OF SHAREHOLDERS in CLOSELY HELD CORPORATION
A. MECHANICS OF SHAREHOLDER VOTING in CLOSELY HELD CORPORATION - use of self-imposed restrictions on shareholder governance rights in order to increase the difficulty of an insurgent group of shareholders gaining influence over the corporation
1. Preemptive rights - equitable right in existing shareholders to purchase shares proposed to be issued so that  each current shareholder can maintain his or her proportionate interest by purchasing the same percentage of to-be issued shares on the same terms and conditions as proposed by the board of directors. 
a) Preemptive rights are OPT-IN, meaning no preemptive rights unless the Articles provide so [DEL102(b)(3) & MBA 6.30(a)]
b) EXCEPTIONS to Preemptive Rights (MBCA 6.30(a) – not in DE)- Preemptive rights unavailable where: 
(1) newly issued shares were to be issued for noncash consideration; 
(2) the newly issued shares were to be issued as part of the corporation’s initial plan of financing; or 
(3) The newly issued shares were to be of a different class than those outstanding
2. Supermajority
a) Supermajority voting - allows corp to raise percentage of votes needed to enact/ change action → it cannot require 100% (because unanimity on its face was prohibited under common law), but it can set the percentage high enough that as a practical matter it does require unanimity
(1) Example: in a corporation with four 25% shareholders, a supermajority provision would require an 80% shareholder vote to effect certain shareholder actions → in effect, need votes of all four shareholders →  OKAY
b) Superquorum provision - allows corp to raise the quorum required for board or shareholder meetings 
c) OPT IN under both DEL and MBCA
(1) Supermajority provision for board meetings may be placed in Articles or Bylaws
(2) Supermajority provision for shareholder meetings 
(a) MBCA - must be in articles
(b) DEL - articles or bylaws 
3. Shareholder voting agreements
a) Shareholder pooling agreements - agreement between 2+ shareholders that determines how they themselves will vote their own shares. (ex. shareholders combine voting power to agree to elect someone to BOD)
b) Voting trusts - 2+ shareholders place their shares in a trust. Give the economic rights (dividends)to beneficiary and the management rights (voting rights) to the trustee. 
(1) Voting trust test - voting trust exists where: [Lehrman]
(a) Voting rights of stock are separated from other attributes of ownership;
(i) Lehrman - facts: AC common stock and AL common stock - each vote 2 directors ; created AD common stock (single share, can vote 1 or the 5 directors, not entitled to dividends)
(a) Argument: AD stock amounted to a voting trust, and was illegal because not limited to the 10 year period.
(b) Court: NO - the AD stock arrangement is simply a part of the Company’s capitalization. Whenever additional voting stock is created in a recapitalization, the voting power of the old stock is diminished (diluted), but the creation of the AD stock did not divest the AC and AL shareholders of their voting rights, or separate their voting rights from other attributes of their stock ownership. The AC and AL stockholders still have the right to vote their stock as they see fit to elect two directors each. 
(b) Voting rights granted are intended to be irrevocable for a definite period of time; and
(c) Principal purpose of trust is to acquire voting control of corporation
(2) If it is a voting trust, there is 10 year limit under the statutes
c) Limitations on shareholder agreements - issues arise when shareholder agreement is btw people who are also directors, and the agreement interferes with the director’s fiduciary duties
(1) Common law approach
(a) McQuade v. Stoneham (shareholder pooling agreement) - general rule - A shareholder agreement that restricts, interferes with, or controls the director’s fiduciary duties is invalid
(i) Agreements made among shareholders that tell board how to do job (appoint officers, determine salary of officers, distribute dividends) violate public policy and are therefore unenforceable. Director’s discretion cannot be bound, as they are supposed to make decisions in the best interest of the corporation.
(ii) There: agreements btw 3 of 7 total directors that provided they would make sure (1) each would remain directors (this is OK) and (2) their positions (CEO, treasurer) /salaries would remain same (this is NOT OK) = VOID
(a) Note: if corporation was party to agreement (contract btw director and company to establish position/salary) = OKAY
(b) Ringling: agreement to combine voting strength to elect directors (& submit to arbitration where can’t agree) = OKAY 
(b) Clark v. dodge -(shareholder pooling agreement) Exception to general rule - such agreements may be OKAY where (1) ALL shareholders are parties to the agreement and (2) the invasion on the director’s power is slight and (3)  the shareholders agreement contained (expressly or by implication) a provision requiring adherence only where doing so would be in the best interest of the corporation this part in book, but not in case. Should we consider that to be a prong?
(i) Agreement there: D (director) would vote stock so that C will be director, C will be manager so long as he is good, C would get 25% of ent income
(ii) Holding: even though agreement restricts dodge’s discretion as director, it is enforceable since public policy considerations from McQuade not there
(a) C & D were the only shareholders of the company → no other shareholders to protect by making agreement void
(b) No damage to anyone and giving 25% payout is only slight invasion
(c) Galler - In a close corporation, an agreement as to the management of the corporation agreed to by the directors must be valid where there is no complaining minority interest, no fraud or apparent injury to the public or creditors, and no violation of clearly prohibitory statutory language.
(i) Shareholder agreement (btw 2 directors - brothers) to ensure that after death of one of them, the immediate family of the deceased would maintain equal control of the corp.
(ii) Holding: shareholder agreement valid, notwithstanding it violated PP/corporate norm of McQuade
(iii) Provision creating 4 director provision → no McQuade violation b/c shareholders & directors can amend bylaws (doesn’t bind discretion of board)
(iv) Pooling agreement to vote shares → no McQuade violation b/c not job of board
(v) Deceased’s wife gets to fill vacancy → No McQuade violation b/c shareholders & directors can fill vacancies ((doesn’t bind discretion of board)
(vi) Annual dividend paid out so long as enough in surplus → violates McQuade (because tells board how much to pay in dividends), but meets Clark exception (slight infringement b/c requires certain amt of capital)
(vii) Board will pay salary to wife → violates McQuade, but everyone agreed to it, no damage, and provides liquidity to husbands investment (no one for wife to sell shares to) → valid
(a) In public corporation, would not be valid b/c there is liquidity
(2) MBCA 7.32 approach - Authorizes shareholder agreements that restrict Board discretion/power (and other agreements) so long as included in AIC/bylaws and approved by ALL shareholders at time of agreement 
(a) Does not apply to public corporations 
(b) No partnership-like liability or veil-piercing liability may be imposed on shareholders simply because they have entered into an agreement permitted by the statute 
(3) CA approach
(a) CA §158: Corporation can elect to be a statutory close corporation -- if no more than 35 shareholders and Articles states “this corp is close corp.” 
(i) Can amend articles to include these if not stated originally, but you need a unanimous vote by all of the issued/outstanding shares. 
(ii) You can get rid of status as closely held corp after issuance of share by at least 2/3 vote of each class of outstanding share. (this 2/3 vote can be modified in articles, but must be no less than majority)
(b) CA §300(a)- corporate norm=business and affairs of corp shall be managed by or under direction of board
(c) CA §300(b): notwithstanding the corporate norm in (a), NO shareholder agreement (agreement signed by all shareholders in unanimity) which relates to the affairs of CLOSE CORPORATION will be invalid bc it interferes with the discretion of the board OR it attempts to treat the corporation as if it were a partnership 
(d) Zion - In a Delaware/california corporation, a stockholders’ agreement requiring a minority shareholder’s consent prior to undertaking any corporate business or activities is valid and enforceable, even though the formal steps required by statute (electing to be close in the articles) have not been taken.
(i) Dissent (current approach) - formal steps in statute must be taken → restriction on the board of directors’ powers be stated in the certificate of incorporation. 
(e) CA 300(d) - under such shareholder agreements, the shareholder shall be liable for managerial acts it performs and the director shall be relieved from such liability
B. STOCK TRANSFER RESTRICTIONS
1. Generally, stock is freely transferable
2. Restrictions on shares - CLOSELY held corp may place certain restrictions on transfer of shares, either requiring or preventing transfer [COURTS DO NOT LIKE THESE]
a) RULE: A stock transfer restriction is valid if the restriction is reasonable at the time it is adopted and (2) if the person affected by the restrictions has actual or constructive notice (actual or constructive) of it
(1) Reasonable - Reasonable if it is designed to serve a legitimate purpose of the party imposing the restraint and the restraint is not an absolute restriction on the recipient’s right of alienability.
(a) Ex. To keep business in the family
(2) Notice - can be actual (know about it) or constructive (noted conspicuously (a reasonable person would notice it)on the stock certificates or contained on information statement)
b) Consent restriction - Limits transfer to certain classes of transferees (provided the classes are reasonable) or requires prior consent of the corporation or other shareholders → permitted
c) Option agreement - restrictions that give corp or other shareholders the option to purchase (ex. Corporation’s right to repurchase shares from shareholder) → permitted
(1) Harrison v. NetCentric - Agreement provided that if P (employee) ceased to be employed for any reason with or without cause, then the company had the right to buy back the unvested shares at the original purchase price ($.001 per share). P was fired for no reason, and company wants to exercise right to buy back unvested shares, but P refuses to sell. 
(a) Court: YES - corp has right to do so, pursuant the agreement.
(2) MBCA 6.27(d) permits restriction on transfer to obligate a shareholder to transfer the restricted shares to the corp or other persons for an agreed price or price based on a valuation formula, including an obligation to transfer the shares for an amount equal to the original consideration paid for the shares
(3) Remember: need legally available source of funds to repurchase stock
d) Buy-sell agreement -  enable shareholders to require either the corporation or their fellow shareholders to buy out their equity interest in the corporation at some mutually-agreed-upon price, upon the occurrence of some mutually-agreed-upon triggering event  → permitted
e) Right of first refusal- gives the corporation or the shareholders the opportunity to meet the best price the shareholder has been able to obtain from outsiders  → permitted
(1) Moore - right was waived when they did not intervene in the foreclosure sale where Moore bought the stock (so he is entitled to it), but Moore knew about the transfer restrictions (so he owns stock, subject to the transfer restrictions)
C. DISAGREEMENT AND DEADLOCK
1. Deadlock - an impasse among directors or among shareholders
a) Anticipatory methods for preventing deadlock - 
(1) Cumulative voting / classified shares
(2) Dispute resolution
(3) Buy-sell agreement / stock transfer agreements
b) Breaking deadlocks - possible remedies
(1) Voluntary dissolution - requires a board resolution and shareholder vote - allows corporations to end the business entity and sell the business dividing its assets amongst the shareholders
(2) COA for Involuntary dissolution in court
(a) MBCA - provided there are grounds, court has DISCRETIONARY power to order dissolution
(i) Contrast to partnership, where court MUST order dissolution
c) Gearing v. Kelley -
(1)  A director, or stockholders associated with that director, may not request a new corporate election based on a lack of quorum, when the lack of quorum was caused by the director’s refusal to attend the stockholders’ meeting. 
(2) If shows up, Kelley’s get who they want. If doesn’t show up, she will fight who they choose (since no quorum). → Can’t do that
2. Dissolution (grounds of deadlock)
a) COA for Involuntary dissolution - MBCA 14.30(a)(2)- A court MAY (at the court’s discretion) dissolve a corporation in an action brought by shareholder IF- 
(1)  the directors are deadlocked in the management of the corporate affairs, the shareholders are unable to break the deadlock, and irreparable injury to the corporation is threatened or being suffered, or the business and affairs of the corporation can no longer be conducted to the advantage of the shareholders generally, because of the deadlock; OR 
(2) ….oppression (see below)
(3) [Holdover directors for 2 years]the shareholders are deadlocked in voting power and have failed, for a period that includes at least two consecutive annual meeting dates, to elect successors to directors whose terms have expired; OR 
(4) the corporate assets are being misapplied or wasted.
b) In re Radom and Neidorff - Even though there were grounds for dissolution (deadlock ), the court did not order dissolution since the company was profitable (competing interests did not prevent efficient management). Court has discretion
3. Fiduciary duties of controlling shareholder
a) Fiduciary duty owed by majority shareholder to minority shareholder in closely held corporation by analogy to fiduciary duties owed from one partner to another. Although the general rule is that fiduciary duties DO NOT apply to shareholders, in a closely held corporation, there are instances when dominant shareholders have a duty of loyalty to the minority shareholders. As such, minority shareholders can bring a breach of fiduciary duty action or cause of action for oppression seeking dissolution of a corp. 
(1) DEL does not recognize such broad fiduciary duties from one shareholder to the other, except when self-dealing by controlling shareholder.
b) Intrinsic fairness standard -  
(1) In a close corporation where a majority stockholder stands to benefit as a controlling stockholder, the majority’s action must be “intrinsically fair” to the minority interest. Fought v. Morris (MBCA approach)
(a) Facts: Stock redemption agreement which stated if any shareholder wanted to get rid of stock, first has to offer to corp, if corp doesn’t want, then each shareholder has right to purchase at pro rata share. 3 guys own. P leaves. M buys all of P (so now owns ⅔) and leaves F in ⅓.
(b) Court: M’s intended exclusion of F from the purchase of P’s shares this is breach of agreement and breach of fiduciary duty.
(2) Sinclair oil (DEL approach) - A parent corporation must pass the intrinsic fairness test ONLY when its transactions with its subsidiary constitute self-dealing in that the parent is on both sides of the transaction with its subsidiary and the parent receives a benefit to the exclusion and at the expense of the subsidiary. Otherwise, the business judgment rule will apply. 
(a) Parent caused subsidiary (parent owns 97%) to make excessive dividends
(i) Not self dealing (everybody, including minority, got distribution) → BJR → no breach of fiduciary duty of parent
(b) Parent caused subsidiary to make contract with subsidiary #2 (which it wholly owns) #2 breaches and parent doesn’t sue.
(i) Self-dealing (parent got benefit to detriment of subsidiary’s minority shareholders) → intrinsic fairness → beach
c) COA for oppression- 
(1) MBCA 14.30(a)(2)- A court MAY (at the court’s discretion) dissolve a corporation in an action brought by shareholder IF- 
(a) the directors or those in control of the corporation have acted, are acting, or will act in a manner that is illegal, oppressive, or fraudulent;
(2) Determining whether conduct is oppressive
(a) Two approaches → 
(i) reasonable expectations of the minority shareholder 
(ii) focuses on conduct of the majority shareholder, rather than interests/expectations of the minority shareholder
(b) Freeze out → termination of a minority shareholder’s employment, refusal to declare dividends, removal of a minority shareholder from a position of management, and the siphoning off of corporate earnings through high compensation to the majority shareholder. 
(3) Some jurisdictions allow courts to use equitable powers to order buy-out of minority shares as an alternative to dissolution in cases of oppression 
PART V- SECURITIES FRAUD AND INSIDER TRADING
I. Rule 10b-5: “It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange, (1) To employ any device, scheme, or artifice to defraud, (2) 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, or (3) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.”
A. Conduct that violates rule 10b-5 
1. Securities Fraud / deception
2. Insider trading (see below)
a) Classic
b) Tipper-tippee liability
c) Misappropriation theory (o’hagan)
II. Securities fraud - Rule 10b5 implicitly provides for a COA for securities fraud where one party relies on the material misrepresentation/omission of the other party in the sale/purchase of a security. 
A. To bring a successful claim for securities fraud, the P must establish the following elements: jurisdiction, standing, scienter, misstatement of a material fact, reliance on the misstatement, and damages.
1. Jurisdiction - claim must be brought in federal court. Need: 
a) Use of any means or instrumentality of interstate commerce (need not be made interstate, only needs to be made using an instrument that could have been used interstate)
(1) Intrastate (in same building) telephone call (dupuy)
(2) Trading publicly traded company shares (Basic)
b) In connection with the purchase or sale of security
2. Standing to sue for Rule 10b-5 violations 
a) Possible plaintiffs
(1) Actual buyers or sellers of a security
(2) The SEC
(3) The government
b) possible defendants
(1) Can be human being or entity
3. The Scienter Requirement  - D acted with intent to deceive, manipulate or defraud (D knew true state of affairs and used the omission/misrepresentation to mislead)
a) Mere negligence not enough
b) The open question is will gross recklessness suffice?
4. Material Fact - the misrepresentation or omission was material
a) Standard for “Materiality”= whether a reasonable investor would consider the information important in making decision to purchase/sell the stock at hand
(1) For historical information → There must be substantial likelihood that the information would have been viewed by the reasonable investor as having significantly altered the total mix of information available.
(a) Ex. historical information - if miss revenue from last quarter by a few vs. by one million
(2) For forward looking information (uncertain and contingent facts) (ex. prospective event - merger) → probability/magnitude balancing approach: materiality depends on (1) the probability that the event will occur and (2) the importance of the event to the company. 
(a) Probability →  look at board resolutions - did they approve terms? What did the tell investment bankers?
(b) Magnitude → look at the amount of premium paid over trading price and size of the two entities
b) Omissions (silence)→  failure to disclose does not give rise to liability unless there are facts that give rise to relationship of trust and confidence that give rise to affirmative duty to disclose material facts.
c) Case: Basic v. Levinson → publicly denied that they were in merger negotiations
5. Reliance and causation - 
a) RELIANCE - Can prove reliance by showing P’s actual reliance or by a presumption of reliance
(1) Actual reliance - D’s misstatement induced P to buy/sell (Dupuy)
(2) Rebuttable presumption of reliance (& transaction causation) in cases involving (1) material misrepresentation in open market transactions [ex. public statement lying about merger negotiations] or (2) non-disclosure 
(a) Can be rebutted by showing any showing that severs link btw alleged misrepresentation and either the price received/paid or his decision to trade at fair market price
(i) Ex. show P would have bought/sold anyway
b) CAUSATION
(1) Transaction causation 
(a) closely related to reliance
(b) but for the fraud, P would not have entered into the transaction or would have entered under differnt terms
(c) Typically presumed
(2) Loss causation
(a) The defendant’s misrepresentation (or other fraudulent conduct) proximately caused plaintiff’s economic loss 
6. Damages - “Economic loss”
a) P entiled to the difference btw the purchase/sale price of stock and its “value” at the date of the transaction, measured by what a reasonable investor would have paid had he known the facts
III. Insider trading - occurs where insider makes a trade while in possession of material nonpublic information [use the elements from above here too!!!]
A. INSIDER TRADING UNDER COMMON LAW - Goodwin v. Aggassiz (Insiders (D) knew of geologist report of minerals (which would increase stock price). P, not knowing about it, sold his stock through broker on open market. D ended up buying the stock )
1. General principle - a director or officer who has obtained nonpublic information by virtue of her office is not under a common law duty to disclose that information in buying or selling stock
a) Exception to no duty rule - where engaging in a stock transaction with a stockholder of the corporation (where fiduciary personally seeks out the stockholder as opposed to in open market exchange), and doesn’t disclose material facts within his peculiar knowledge and not within reach of the stockholder →  the transaction will be closely scrutinized and relief may be granted in appropriate instances.
B. INSIDER TRADING AS VIOLATION OF RULE 10b- 5
1. Classical insider trading
a) Duty to disclose or abstain from trading
b) RULE: A person may be liable for insider trading violation under rule 10b-5 if that person, (1) while in possession of MATERIAL, NON-PUBLIC information, (2) KNOWINGLY uses that information to his advantage in the purchase or sale. However, (3) absent a DUTY to disclose, there is NO liability
c) Who has the DUTY to disclose or abstain from trading?
(1) Information parity theory( now rejected) =Anyone with material non-public information
(2) Modern rule = (need independent source of duty) Those with  fiduciary or other similar relation of trust and confidence with the company (& the prospective shareholders of the company they are trading in) 
(a) Corporate insiders - directors, officers, employees, majority shareholders
(b) Temporary insiders 
(i) Corporate counsel, accountants, etc (gets info w/ expectation that it is kept secret)
(c) Chiarella - printer person works for P (printing company) and trades on news that he sees while printing (that corp A is buying corp B) → not liable because no duty to disclose (he was not employee of A or B, no fiduciary duty btw him and other shareholders of A or B)
(i) Note: he does have fiduciary relationship with P, but not trading in that company’s stock
(ii) Under misappropriation theory → would be liable
2. Tipper-tippee liability - Tippee is subject to 10-b5 duty to disclose or abstain (inherits the tipper’s duty) where:
a) Insider (tipper) discloses information in breach of a duty to the shareholders
(1) Requires personal benefit- An insider breaches that duty only if he gives the information to the tippee in order to personally benefit, directly or indirectly, from his disclosure. 
(a) Pecuniary gain 
(b) Reputational benefit that will translate into future earnings
(c) A relationship btw insider and recipient that suggests a quit pro quo from the latter, or an intention to benefit the tippee (no requirement of pecuniary gain) [Salman]
(i) Insider makes gift of confidential information to a trading relative or friend, can infer that tipper meant to provide equivalent of cash gifts. In such situation, tipper personally benefits. 
(a) Salman v. Maher → gives info to brother with expectation that he will trade on it (same thing as if Maher traded and gavet the $ to brother)
(2) Dirks - the insider did not personally gain from disclosing info to Dirks, he told Dirks the info so that dirks can verify the fraud and publicly disclose it.
(3) Will be hard to establish liability of eavesdropper (b/c tipper doesn’t personally gain)
b) Tippee knows/should have known of insider’s breach (knows Insider improperly disclosed)
(1) Note: there can be sub-tippees. So sub-tippee has to know of original insider’s breach
(2) Lack of clarity about what exactly need to know - that there was a personal benefit?
3. Misappropriation theory for insider trading liability
a) Individual misappropriates material nonpublic information for the purposes of trading, in breach of a fiduciary duty to the SOURCE OF THE INFORMATION (rather than to the corporation trading in). → 10b5 liability
b) O’hagan - O’hagan works for law firm that represented Company A in its tender offer of Company B. The tender offer was non-public and confidential. O’hagan buys stock in Copmany B.
(1) Under classical theory, no liability because O’hagan has no fiduciary duty to Company B
(2) Under misappropriation theory, O’hagan is liable because violates his fiduciary duty to his law firm & company A (the sources of the information). This deceptive misuse of confidential information in order to purchase stocks constitutes a violation of Rule 10b-5.
c) Would there be violation if law firm allowed him to use info? Would there be liability if O told law firm he intended to buy the stock? I think no because no BREACH of duty to source of info.
IV. Section 16(b) liability for short swing trading
A. Plaintiff must be a “reporting company” = company whose shares are listed for trading on NY stock exchange [large publicly traded companies]
1. Express COA - corporation sues
2. Derivative action- shareholder sues to recover profits that belong to corporation
B. Defendant must be a “statutory insider”: 3 categories=
1. Director - EITHER  at the time she bought or sold the stock, OR
2. Officer- EITHER at the time she bought or sold the stock, OR
3. Beneficial owner (street name owner) of more than 10% of the company’s shares - BOTH at the time she bought and sold
a) Look at % ownership IMMEDIATELY BEFORE the transaction to see whether the buy or sale is covered
(1) A transaction that puts a shareholder above the 10% level is not covered by 16(b); but a transaction that takes a shareholder below 10% is covered 
C. Defendant must have been bought and sold equity securities within a rolling six month period (“short swing trading”) 
1. Matching principle - need offsetting transaction -a buy and a sell OR a sell and a buy within 6 months
D. Strict liability offense
1. No fraud is required
2. No requirement that trading be based on defendant’s use of inside information (that is presumed here in contrast to 10b5 COA)
E. All “profits” from such short swing trading are recoverable by the corporation.
1. Calculation of “profits” = goofy calculation
a)  Shares are considered tangible (doesn’t matter if buying and selling different shares)
PART VI - LIMITED PARTNERSHIP
I. Limited partnership -  Need at least one general partner (runs business; unlimited liability for debts of business) and at least one limited partner (no personal liability for debt’s of partnership business; NO management rights)
A. General partner - has unlimited liability for the LP’s debts
1. Can be a corporation
B. Limited partner
1. Limited partners’ interests are ordinarily freely transferable
2. They are NOT  agents of the partnership
3. Limited partner’s have NO management rights
4. Limited partners’ liability is limited to the amount of their investment
5. RULPA §303: No liability as limited partner for limited partnership obligations → An obligation of a limited partnership, whether arising in contract, tort, or otherwise, is not the obligation of any limited partner. A limited partner is not personally liable, directly or indirectly, by way of indemnification, contribution, assessment, or otherwise, for an obligation of the limited partnership solely by reason of being a limited partner,  EVEN IF the limited partner participates in the management and control of the limited partnership. 
C. Pass through tax treatment
D. Organizing business as LP - file certificate of LP at secretary of state office
1. Cannot be inadvertently formed
PART VII - LIMITED LIABILITY COMPANIES
I. LLC -is an entity that has elements of both corporations and partnerships
A. limited liability for the firm’s owners and managers 
B. pass-through taxation
II. Operating agreement
A.  broad discretion and great flexibility for freedom of contracting for the establishment of LLCs. LLC operating agreements are thus generally enforced according to their terms
III. Organizing a business as an llc
A. Formation - statutory requirements
1. articles/certificate of organization/formation - 
a) Every state requires the promoters to file this brief document with secretary of state
b) LLC comes into existence upon the filing of the articles or upon a later date specified in the articles
2. Articles Requirements
a) State name of the LLC, which must include the words or abbreviations, Limited liability company or LLC, and, in some states, LC limited or Ltd. are permissible.
b) State LLC’s purpose -- can include any lawful business, except those expressly prohibited or subject to other gov regulation, such as banking and insurance
c) Stat of registered agent for service of process
d) Some states require articles to state LLC’s duration
e) State whether the LLC will be managed by the owners (“members”) or by managers (who need not be members), and the names of people who will manage the LLC initially
B. Financing (p. 832)
1. Capital contribution - LLC statutes do not require any minimum amount to be contributed before an LLC may begin doing business. Members are free to decide how much money will be contributed in total and how much each member will contribute. Members need not contribute in equal amounts. Some statutes provide that any form of consideration can be accepted by LLC.
a) Unlike corp where each share sold for same amount with identical interests
2. Allocations and distributions to members - 
a) Allocation = assigning the LLC’s profits and losses among members
(1) Default rule = profits shall be allocated in proportion to each member’s contribution and that losses shall be allocated in proportion to each member’s share of the profits
b) Distribution = transfer of LLC property (usually cash) to members - may reflect a share of members’ profits or an advance to the members of anticipated profits, or it may reflect a repurchase of some of a member;s interest
(1) Restriction on LLCs power to make distributions
(a) Most states use equity insolvency test, which prohibits distributions if, afterward, the LLC will be unable to pay its debts as they become due
(b) Most states combine that test with some version of the bankruptcy insolvency test under which the LLC is prohibited from making a distribution if afterward its assets are less than its liabilities
(2) Members have no statutory right to compel a distribution
(a) Distribution policy set out in operating agreement
(b) Cash-flow problem → may have tax liability for profits without any money to pay it
C. Managerial 
1. There are members (the investors) and managers
a) The structure will be in the operating agreement
2. Default rule = LLC will be managed by the members
a) Some states- default rule = Members’ managerial power will be exercised in proportion to each member’s contribution
(1) Ex. if A contibutes $60, B $35, and C $5 → voting power is A 60%, B 35%, and C 5%
b) Other states - default rule = Members’ managerial power is per capita
(1) Ex. A, B, and C would each have ⅓ voting power
D. Additional members, transferability, and dissociation
1. After LLC formed, additional members may be admitted
a) Many operating agreements allow additional members to be admitted either by managers or by a majority/supermajority of the members
2. Economic interest and management interest treated differently 
a) Member's economic interest is freely transferable, but the transferee does not become a member unless specifically admitted under the operating agreement, which typically requires approval of a majority of other  members
b) Transferring member liable for additional contributions, if any, under the operating agreement
3. dissociation= means that member is no longer a member
a) Most LLC statutes permit member to dissociate at will, subject to a restriction in the operating agreement
b) LLC statutes also generally provide that a member is dissociated upon the transference of all his economic interest or upon the occurrence of certain events (death, BK)
c) Dissociated member usually not entitled under the statute to any payment from the LLC, but some operating agreements provide for the return of some or all of a member’s contribution upon dissociation
IV. Operating business as LLC
A. Liability - 
1. Members and managers shall not be personally liable for the LLC’s debts
2. UNLESS  that jurisdiction allows piercing the corporate veil in LLC context
B. Who decides what?
1. Default rule  = member-managed LLC
a) Variation - manager-managed
2. Required vote for action (Default)- majority vote
3. Default Voting power - 
a) Some states → member’s contribution to the LLC
b) Other states → per capita
4. Authority- each member can bind the LLC by acting with actual authority or apparent authority
a) Limits on authority can be stated in articles, but such restrictions are not binding on third parties who are unaware of them [apparent authority]
V. Fiduciary duties of members and managers
A. Member’s owe duty to one another
B. Managers owe fiduciary duty to the LLC and other members
C. Can taylor/eliminate scope of fiduciary duties
1. In corp → cannot eliminate fiduciary duty
2. In partnership → can eliminate fiduciary duty
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