Exam Notes:
· Objective questions have a heavy focus on the statutory material - partnership statutes, shareholder voting
· Essay question is going to INCLUDE a breach of fiduciary duty question, piercing the corporate veil, equitable doctrines (fact intensive patterns), and insider trading 

I. Practice of Business Law

A. What is a business?

a. A business engages in sustained profit-seeking efforts, with the intent to generate more wealth than they use.

b. Horizontal integration occurs when one company acquires another that is engaged in the exact same business in a different geographic location.

c. Vertical integration occurs when you undertake many different businesses in a single location.

d. Expected return: quantify the likelihood of each outcome which will total 100% then multiply each probability by its economic result and add the products together (probability of each outcome)

e. Types of Capitalism:

i. Family capitalism: founding members of the business are typically more than one member of business; characterized by the owners also being the managers of the business

ii. Financial capitalism: money comes from an outside bank, bank takes on a risk of default; to monitor that risk, the bank or financial institution will exercise managerial control over how the business is run

1. Prime example is venture capitalist – they are getting managerial control in return for their investment 

iii. Managerial capitalism: salaried managers are in control of the business and owners are passive (absentee owners)

1. As businesses become more complex, the managers become more vital

B. Economics of Business

a. You take a risk when the outcome could be better or worse than you expect.

i. Worst possible outcome: not getting money back (default)

ii. Best possible outcome: getting paid more than you loaned 

b. In order to minimize risk you should contract with minimum payments and due dates in order to negotiate over the transaction.  

i. Diversification is another way to avoid risk by making multiple investments and not putting all of your eggs in one basket. 

c. An investment’s liquidity is how easily the investment can be transferred.  

i. Real estate is an example of an illiquid investment because it is a long process.

ii. Selling stock is a liquid investment because the transfer process is quick.

d. Price is the actual amount you pay.  

i. The trading price when selling stock is what a willing buyer is going to pay a willing seller at that time.  This is NOT the same as fair value.  

1. NOTE: trading price is what a willing buyer is going to sell a willing buyer at any point in time; closing price at the end of the day is a consensus of this – the market price is fluctuating all the time BUT this is not synonymous with fair market value, this focuses on what the business is worth and it could mean more to different people

e. Fair/Intrinsic/Real Value is the economic worth that an asset will produce for its owner.

i. Fair value is in the eye of the beholder and can be valued differently depending on who is interested in the asset.  

f. Discounted cash flow: the most dominate method for selling stock, which assesses investments by taking into account the expected accumulation of interest

g. Market capitalization (or “market cap”): number of outstanding shares multiplied by whatever the trading price is at that given time – this number fluctuates day to day

h. Making Economic Decisions

i. Two main assumptions about business decisions are rationality and self-interest

1. Humans/corporations will either act rational or they are entirely self-interested

2. Emotional competence: people who are good at integrating their emotional and cognitive sides when making decisions

II. Agency Law

A. Overview:
a. An agency relationship is a fiduciary relationship that arises when one person (principal) manifests assent to another person (agent) that the agent shall act on the principal’s behalf and subject to the principal’s control and the principal consents to this relationship.

b. The burden of proof in establishing an agency relationship is on the party asserting that it exists. 

c. Agent example: corporate officer such as President or Assistant Secretary

i. NOTE: Directors of a corporation are NOT agents because they can’t act alone 

d. The moral hazard of agency relationships is the risk that a party will chose an action that decreases the expected value of the transaction to the other party.  

i. From the agent’s point of view, the main hazard is ratcheting, where the principal increases tasks for the agent without giving them proper compensation.

ii. From the principal’s point of view, the main hazards are shirking, where the agent chooses to perform less well than the parties anticipated, and that the agent will use their discretion to obtain private benefits.

iii. In order to alleviate risks in agency relationships you can: (1) create incentivized compensation plans; (2) the principal can monitor their agent and measuring their efforts; and (3) the agents may take out an insurance policy.

e. Important Points from Klein & Coffee reading:
i. Owners either have an equity or residual interest in the business

1. House example: Buyer puts down $25K, Bank puts down $75K

a. Buyer has the equity interest and the bank (mortgage lender) has a debt interest  

b. The holder of a residual claim is subject to greater risk of gain or loss than is the holder of a fixed claim 

2. Business example:

a. Owner of a business has a residual claim in the cash flow that it generates

ii. Terms:

1. Sole proprietorship: business owned directly by one individual

a. Owner will receive all of the profits, BUT the owner will also have to pay taxes on the profits through an individual tax rate, which is the highest tax

b. The owner must segregate their personal bank account from the business income/expenses

2. Secured creditor: one whose claim is secured by specific property and who has the first claim to the proceeds of the sale of such property

B. Creation of an Agency Relationship

a. Who is an agent?

i. Employees with supervisory powers can be both agents – of the managers to whom they report and principals – to the employees who report to them

ii. In partnerships, each partner is an owner and an agent 

iii. Corporations and board of directors:


1. All corporate power is vested in the board of directors, so the board is not subject to the corporation’s control (doesn’t meet the legal definition of an agent)

2. Individual directors are also not agents because the board’s power is collective and no individual director can act alone

b. In Basile, H&R Block offered tax preparation services, and arranged with Mellon Bank for Rapid Refund customers to get an advancement of their anticipated refund in exchange for Block sharing in the profits made from each loan. Basile filed a class action against Block and Mellon Bank alleging that these practices were designed to deceive consumers because they were not informed that Block was receiving payments from Mellon Bank for each loan and shared in the profits.  The court held that Block was not the agent of the customers because the corporation was not authorized nor did it act on the customer’s behalf, it was simply offering a service to the customer.  
1. Here, Basile would be the principal and H&R Block would be the agent.
C. Scope of an Agent’s Authority: Actual Authority v. Apparent Authority 

a. A principal can become liable to a third party for the actions of the agent if the agent is acting under (1) actual authority or (2) apparent authority 

b. Actual Authority: principal is bound to 3rd party by anything the agent does that is in accordance with the principal’s manifestation to the agent (manifestation is determined by the agent’s reasonable interpretation in light of circumstances)

i. Actual authority can be either express, through oral or written instruction, or implied.

ii. An action is implied if a collateral action is reasonably necessary to accomplish acts that the principal expressly authorized.  

1. For example, if you grant authority to the agent to sell your car, the agent has implied authority to take out an ad.  

iii. Under actual authority, the principal is bound to a 3rd party by anything that the agent does that is in accordance with the principal’s manifestation to the agent.

iv. In some cases, the principal may be held liable based on the “power of their position”.  This is the idea that someone’s position, such as VP or President, carries implied actual authority even if the company is vague about the actual authority given to the person.  

c. Apparent Authority: 

i. Apparent authority holds a principal liable based on a 3rd party’s belief that the agent is authorized to act for the principal. 

ii. In Udall, T.D. Escrow Services authorized ABC Legal services to sell a property for $159K, but ABC only listed the property for $59K. Udall brought the property for a dollar over the bidding price, but when he went to get the deed, T.D. refused to hand it over.  Udall sued, and the court held that T.D. did not give express or implied authority to sell for $59K, so they must rely on apparent authority.  Here, T.D. was the principal and ABC was the agent.  The court held that ABC did have apparent authority because Udall had a reasonable belief that ABC was authorized to sell the property on T.D.’s behalf. 
1. “Power of Position”: the idea that someone’s position (i.e. VP or President) carries implied actual authority even if the company is vague about the actual authority given to the person – only matters what the agent reasonably believes
iii. In CSX v. Recovery Express, Arillotta sent an email to Whitehead, who worked at CSX, stating his interest in buying rail cars.  Arilotta said that he was from Recovery Express and used an email that ended in “@recoveryexpress.com.” CSX proceeded with the deal.  After delivering the scrap railcars, CSX sent invoices, but never received payment.  Whitehead claims that he believed Arillotta was authorized to act on behalf of Recovery based on the email address.  However, Arilotta actually never worked for Recovery.  The court held that CSX should have been more suspicious of such a poorly written email, and held in favor of Recovery.  
D. Principal’s Liability for Agent’s Torts (“Vicarious Liability”)

a. The Restatement 3rd holds a principal liable for an agent’s torts if the principal authorizes the agent to engage in conduct that is tortious (EVEN IF the principal may not have intended the conduct to be tortious)

b. Vicarious liability under agency principles for tortious conduct is only if the relationship between the agent/principal counts as employer/employee, and the employee’s conduct was done during the course of business 

i. If you are a non-employee agent, the principal won’t have liability over your tortious conduct

c. The principal is also liable for torts committed by an agent acting with apparent authority where ability to commit the tort is sufficiently related to the agency relationship (ex: misrepresentation, defamation, conversion)

d. If the agent’s tort results in physical injury, the principal may be held liable if the principal had the right to control the manner and means in which the employee does their work.
e. All employERs are principals, and all employEEs are agents. 

i. Principal/EmployER is liable for all of an employEE’s tortious conduct that occurs within the scope of his/her employment 

ii. The conduct is within the scope of employment if the principal had the right to control the manner and means in which the employee does their work.

iii. In Jefferson, Dr. Mosher failed to tell a woman that soft tissue mass was found from the CT scan, and she died of cancer 3 years later.  Her children sued MBMC claiming that Dr. Mosher was negligent.  MBMC argued that Dr. Mosher is not MBMC’s employee, so they are not liable for his negligence. Here, the court held that Dr. Mosher was an agent and that MBMC is liable as the agent’s principal.  
1.  “Employees and independent contractors are distinguished primarily on the basis of the amount of control that the employer has over them”
E. Independent Contractors

a. Restatement THIRD does not recognize the term independent contractors – says it is too confusing

b. Restatement SECOND defines an independent contractor as being someone who contracts with another to do something, but is not controlled by that person with respect to his performance – also says that independent contractors “may or not be an agent”

i. Agents who are not employees are independent contractors 

ii. HOWEVER independent contractors may or may not be agents 

c. In Solberg v. Borden, Solberg was a musician and his band performed at The Tipsy Seagull on May 27th, 2011 and was scheduled to perform the next evening; before the second performance, Lund who was the President of BLM, took Solberg on a boat ride – however, the boat struck a rock and Solberg was injured.  Solberg filed a lawsuit against BLM for Lund’s negligence.  The court denied BLM’s motion for summary judgment on the basis that there is evidence of respondeat superior.  Respondeat superior provides that an employer is subject to liability for torts of their employees while acting within scope of their employment.  An employee is acting within scope of employment if (1) conduct is of the kind he is employed to perform; (2) the timing of the action – is it within the hours that the employer is being compensated; (3) motivated, at least in part, by a purpose to serve the employer; and (4) physical proximity of where the accident happens in comparison to the employer’s business.
F. Agent’s Liability to Third Parties
a. A disclosed principal is one whose identity is known to the third party.

i. An agent who contracts on behalf of a DISCLOSED principal is NOT liable to 3rd person with whom the contract was made

b. A principal is undisclosed where a third party has no knowledge that the agent is acting on behalf of any principal.

i. If the principal is UNDISCLOSED then the agent IS LIABLE to 3rd person

ii. Undisclosed principal example: Walt Disney hired a bunch of real estate brokers to buy land for him; the broker has a contract with Walt; why does Walt want the brokers to make the contract on behalf of an undisclosed principal? The price would shoot up if they find Walt is buying land.  The broker should enter into a contract with Disney saying that Disney is going to pay the $100,000 upon closing.  If the broker doesn’t have the funds on hand, then the seller can hold Disney liable – gives the 3rd party a windfall (getting more than what they bargained for) because they can go after either the agent or the principal 

c. A principal is unidentified if the 3rd party has notice that the agent is acting for the principal, but does not know of the principal’s identity.  If an agent is acting for an unidentified principal, the agent WILL be held liable to 3rd parties. 

i. This often occurs in cases where the promoter is liable because the company has not yet been formed.  In those cases, the main issue is that third party may be aware that agent represents a company, but does not know the characteristics of the company (i.e. whether it is a limited liability company).
1. If the 3rd party does not know whether the entity is a limited liability one, then the principal is unidentified and the agent is liable on the contract

ii. Example is promoter liability and the company has not yet been formed 

1. Issue is that the third party may be aware that agent represents a company, but does not know the characteristics of the company (i.e. whether it is a limited liability company) 

2. If the 3rd party does not know whether the entity is a limited liability one, then the principal is unidentified and the agent is liable on the contract

d. Other sources of agent’s liability to third party

i. Every agent who purports to sign a contract on behalf of a principal is implying that they are authorized to do so – IF the agent is not authorized or misrepresented their authority then they may be liable to the 3rd party
G. Scope of Agent’s Fiduciary Duties

a. Duties of the Agent

i. Agents owe certain fiduciary duties to the principal, which include, but are not limited to: (1) protecting the principal’s interests and acting as directed; (2) not competing with or acting adversely to the principal and disclosing relevant information to the principal; and (3) acting reasonably not to cause harm to the principal’s interest. 

b. Duties of the Principal

i. The agent owes fiduciary duties to the principal, but the principal does not owe such duties to the agent and can act in their own best interest.

ii. However, the principal must deal fairly and in good faith with the agent, and honor any contractual duties with the agent.

c. Termination of Actual Authority ( Actually authority may be ended either by consent of both parties or unilaterally, so long as the other party has notice of it. 

i. The agent may unilaterally end the agency relationship through renunciation, which is always possible and effective, so long as the other party has notice of it.  

ii. The principal may unilaterally end the relationship through revocation.  Historically, revocation was always possible and effective, but now the relationship can be irrevocable if the agent has a continued interest.  This continued interest may be referred to as “agency powers coupled with an interest” or “power given as security.”

iii. Death/incapacity:

1. An agent’s death automatically terminates actual authority.

2. A principal’s death terminates actual authority when the agent receives notice. 

3. If principal loses capacity to act, the agent is prohibited from performing that act.

d. Termination of Apparent Authority ( Apparent authority ends when it is no longer reasonable for a 3rd party to think that the agent has actual authority.  If an agent’s actual authority has ended, it does not mean that the agent’s apparent authority has ended. 

H. SEE Agency Law Problem Set – Supplementary Reading 
III. Partnership Law
A. Overview/Background:
a. Partnership: “an association of two or more persons to carry on as co-owners a business for profit whether or not the individuals intend to form a partnership” - UPA §202

i. In order to determine the statute you will refer to is governed by the law of the jurisdiction in the state in which the business is operated 

b. Partners became agents of one another when courts apply agency law to allow 3rd parties to recover against partners who had not themselves contracted or committed torts

i. Each co-owner has the power to bind the other co-owner by his/her actions 

1. This makes partners different from other principal/agent relationships

c. Reasons why partnerships form…

i. Parties might not realize they are forming a partnership

ii. People deliberately choose the partnership form but do so without seeking legal advice to the most advantageous business form

iii. The parties have a lack of alternative forms

iv. Certain tax advantages could only be obtained through partnerships

B. Formation of the Partnership

a. Who can be a partner?

i. Can a business be both a sole proprietorship and a partnership?

1. No, in sole proprietorship they have sole responsibility over the profits/losses, but a partnership splits the responsibility over profits/losses

ii. Can a business be both a partnership and a corporation? 

1. If you are a corporation, it absolutely rules out a partnership 

iii. Can a corporation be a partner in a partnership? 

1. Person can mean an individual, business corporation, partnership, LLC, LLP – RUPA 102(14)

b. Partnership Factors (from Ziegler v. Dahl): 
i. Intent to form a partnership

1. Intent can be INFERRED from CONDUCT regardless of party’s subjective intent 

2. Intent will outweigh even if the relationship doesn’t necessarily appear to be partnership  
ii. Co-ownership

1. Co-ownership includes (1) the sharing of profits and losses as well as (2) the power of CONTROL in the management of the business

a. Control is extremely important – the party does not need to actually control the business, but needs to have the right to exercise control in the management of the business

iii. There must be a “community of interest in the profits of the business and an agreement or right to share profits and/or losses”

iv. Profit motive: business is intended to create a profit 

c. UPA presumptions that can be applied in certain fact settings: 

i. Joint ownership of property without more does not establish a partnership

ii. Sharing of gross returns without more does not establish a partnership

d. Ziegler v. Dahl
i. The court held that intent does not need to be written or orally expressed, it can be derived from the parties’ actions.  Here, there is no evidence of intent, the parties did not file a partnership tax return, Dahl handled all administrative duties, each party provided their own equipment, and major decisions were made without Ziegler and Kitsch’s input.  There was no co-ownership – Dahl was responsible for all administrative work and Z&K said that they did as they were directed by Dahl.  Court also held that Z&K do not share in the profits of the enterprise because the fee structure is more similar to an independent contractor system rather than a partnership, since each individual received profit from the clients.  Court affirmed the summary judgment because Z&K failed to satisfy the first two elements – intent and co-ownership. 
C. Financing a Partnership
a. Partner Contributions

i. Some courts insist that each partner contribute to form a partnership, but the UPA only defines a partnership as co-ownership

ii. The division of the partners’ ownership interests may be completely unrelated to the relative value of their contributions 

1. NOTE: this is very different from corporation law – in corporate law shareholders who purchase identical shares must pay the same amount per share 

b. Partnership Property

i. Partnership property belongs to the partnership rather than to the partners collectively

ii. UPA §203: partnership property is “property acquired by a partnership” ( the ultimate question is intent of the parties

iii. UPA §204: (1) property acquired with partnership assets is partnership property regardless of how the property is titled and (2) property acquired in the name of a partner and without using partnership assets is not partnership property even if it is used in the partnership’s business

iv. Every partner has the right to possess and use partnership property ONLY for partnership purposes 

c. Partners’ Interest in the Partnership

i. A partner’s interest in the partnership consists of…

1. Economic Rights

a. Economic rights consist of the right to receive distributions BUT not the right to compel a distribution  

b. What happens if a judgment creditor involuntarily seizes a partner’s right to receive distributions (called a charging order)?

i. The transferee (creditor in this example) does not become a partner or gain any governance/informational rights through the transfer and the partner will retain their partnership attributes 

2. Governance and Information Rights

a. Equal rights to manage the partnership

b. Equal right to inspect books/records

c. Equal right to request other partnership information

d. Equal right to receive material information without asking 

D. SEE Partnership Problem Set No. 1
E. Allocations and Distributions to Partners

a. UPA§105(a): Partners’ economic interests are a matter of agreement among them – they don’t have to be equal and can change over time

b. RUPA 401(a): each partner is required to get equal percentage of profits 

i. However, this can be modified and courts may assess intent

c. In Overland, the partner of a law firm dissociates and requests a buyout of his partnership interest.  There was no written or oral partnership agreement and each partner had an equal say in decision-making.  The main asset of the partnership was profit, and these profits were distributed at the end of every calendar year based on a merit-based determination.  The profit shares differed from year to year and were also very different among the partners.  When Overland first began receiving profits in 2004 he received 25%, but in 2009 he only received 4%.  One of the partners, Borenstein, left in 2009 and SKO was created, but it operated in the same was as OBSK – the partners still received profits on a merit based system.  In February of 2010, Overland notified the partners that he was dissociating from the firm and requested a buyout of his partnership interest.  Kim claimed that she consulted a lawyer who said a buyout is not due – however, at trial, the attorney she supposedly consulted said that he never had this discussion with her.  When Overland dissociated, the firm claimed that he owed approximately $21,000 for insurances premiums that had been paid on his behalf.  At the end of 2010, the firm did not reward any profits to Overland above the amount he had earned during the first 4 months of 2010.  At trial, the court analyzed California’s Uniform Partnership Act and decided that Overland was entitled to 4 percent of the firm’s profits at the date of his dissociation.  They decided this based on the fact that SKO operated on a merit base system and determined the 4% based on the 2009 year-end share.  Overland is appealing and argues that the court was required to award him 25% of the partnership value instead of 4% based on RUPA 401(a): each partner is required to get equal percentage of profits. The court holds if a partnership does not have a partnership agreement, the UPA applies – here, the partnership did not have an agreement over whether Overland was entitled to compensation for his interest, so the UPA applies. However, the court only allows the partner to receive 4% because there is no intention that the partners all had equal profit shares – each year they were always different and based on merit.  The court said that the 4% was appropriate to use because it was determined only a few month before Overland’s dissociation.  It was also correct to use a percentage of profit shares because this was the firm’s main asset. 
i. If you’re a law firm, should you stick to default rule 401(a) – equal percentage of profits or modify it?
1. Probably modify it and base it on income brought in, billable hours, etc.
d. SEE Partnership Problem Set No. 2

e. How are partnerships taxed?

i. Partnerships are a flow through treatment, the partnership is an entity under partnership law, but it is not a separate entity for income tax purposes

1. What does it mean to be a flow through entity?  Partners pay individual income tax on profits year by year 

F. Partner’s Personal Liability for the Partnership’s Debts

a. Partners have unlimited personal liability for the debts of the partnership

b. Partnership creditor can’t levy on the assets of the partnership until the assets have been exhausted and the creditor obtains a judgment against the partner 

c. Partners are jointly and severally liable for all partnership obligations

d. If you injure someone and it is not in the ordinary course of business, it won’t affect the other partners – BUT if you are in the course of business then it will go toward the partnership/partners

e. Exhaustion rule: after a creditor exhausts the partnership assets, they can go after the partners individually (they can go after whichever partner they want, whoever is easiest)

f. EXCEPTIONS to personal liability

i. New partners

1. Not personally liable for preexisting partnership debts BUT the new partner may be required to assume those liabilities as a condition to making partner 

ii. Dissociated partners 

1. Dissociated partners remain personally liable for partnership obligations that occurred BEFORE dissociation and in some cases may be liable for obligations that occur AFTER 

2. Dissociated partners remain liable for obligations that occur within 2 years after dissociation to people who reasonable believe that the person is still a partner 

3. A dissociating partner can file a statement of dissociation which cuts off post-dissociation liability 

g. SEE Partnership Problem Set No. 3

G. Management of the Partnership’s Business
a. Rules:

i. Every partner has an equal right to participate in the management of the partnership (including the right to receive information)

ii. Each partner is an agent of the partnership for the purposes of its business (meaning each partner has actual authority to take actions that further the partnership’s business)

iii. DEFAULT RULES:

1. Matters that are “ordinary course of business” require majority vote

a. If evenly divided, the courts generally hold a change from the status quo requires a majority 

2. Other matters (i.e., changing the partnership agreement) require unanimity 

b. In Kansallis, the plaintiff (Jones) received a letter from a law partner with the law firm’s letterhead on it.  The letter contained several intentional misrepresentations and so the plaintiff sued the law partnership. Jones did not personally sign the letter but he had a 3rd party sign it – the court found that for this reason Jones adopted/ratified the issuance of the letter, but the plaintiff was unable to collect their $880,000 loss from Jones or the co-conspirators, so they brought suit against Jones’s law partners. Supreme Court held that if the partner had apparent authority there WILL BE VICARIOUS LIABILITY regardless of whether or not they acted to benefit the partnership.  However, if there is NO apparent authority, there still may be vicarious liability based on an intent to benefit the partnership.  HERE, there is no evidence that Jones was acting to benefit the partnership so the individual partners are not liable.
c. SEE Partnership Problem Set No. 4

H. Fiduciary Duties

a. In Meinhard v. Salmon, Salmon leased a building and contracted with Meinhard for the necessary funds.  When the lease had less the 4 months left, the building owner approached Salmon and they created a separate lease, which did not include Meinhard. Salmon did not tell Meinhard about the lease until it was already executed.  Meinhard sued and claims Salmon breached a fiduciary duty. The court held that Salmon and Meinhard shared in a common venture.  The issue is that Salmon excluded Meinhard from being able to compete.  Salmon was under a duty to give Meinhard a chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.  The court doesn’t know if Meinhard would have had any success given the chance, but he still should have been given the chance to compete.  Because the court views them as partners, they owe each other a high level of fiduciary duty and the utmost good faith.  Salmon wasn’t just a co-adventurer (partner), he was the managing co-adventurer – A managing co-adventurer appropriating the benefit of the lease without warning to the partner is not honest. 

b. In Clancy v. King, an author and his wife entered into a partnership (JRLP) devoted to the writing and publishing of books.  The partnership agreement held that at all times, the partners must act in good faith.  JRLP contracted with S&R Literacy to form a joint venture to develop a proposal for a TV series and turned into books.  Clancy divorces his wife and tries to get out of the joint venture.  His wife filed a complaint claiming that Clancy breached his fiduciary duty to her and JRLP.  The default rule is RUPA 105(a): relations among partners are governed by the partnership agreement. The main question is whether he acted in good faith.  RUPA§105(c)(6) says that the partnership agreement may not eliminate the obligation of good faith and fair dealing.  If a significant motive for Clancy was to decrease the profitability of the project and deny his ex-wife and JRLP partner revenue then it could be held that he acted in bad faith towards both the Op-Center Joint Venture AND JRLP.   RUPA gives you the ability to limit the scope of your fiduciary duty BUT you can’t contract around your obligation to good faith and fair dealing. 
I. Dissociation and Dissolution

a. Dissociation: when a partner ceases to be a co-owner

i. Events causing dissociation ( Section 601

ii. What happens when a partner is dissociated? 

1. The dissociated partner’s interest is bought out by the partnership based on a hypothetical value of the dissociating partners account as if the partnership dissolved on the date of dissolution and assets were sold for the greater of either the liquidation value or the value as a going concern without the dissociated partner 

a. The partners can contract on this hypothetical buyout value and even the right to the buy out can be modified 

b. The hypothetical selling price should be the price that a willing and informed buyer would pay a willing and informed seller 

c. The price can be reduced if the dissociating partner owes the partnership or by any damages that the partnership suffers if dissociation is wrongful

2. The dissociating partner’s right to participate in the management of the partnership ends 

3. BUT the partner’s duty of care and loyalty continue as to events prior to dissociation 

4. The Partner is under no further fiduciary obligation and can enter into competition with the partnership

b. Dissolution: partnership is dissolved and business is wound up ( Section 801-805

i. A partnership can dissolve in 6 instances…

1. If it is unlawful to continue in the partnership’s business

2. All partners agree

3. If it is a term partnership and the term expires

4. If a partner in a term partnership ceases to be a partner (death, bankruptcy or wrongfully withdrawing from the partnership) and half of the remaining partners opt to dissolve the partnership 

5. Courts can dissolve a partnership if…

a. The economic purpose of the partnership is likely to be unreasonably frustrated

b. It is not reasonably practicable to carry on the partnership business in conformity with the partnership agreement 

c. At request of a transferee of a partner’s interest 

6. The UPA gives each partnership the absolute right to compel the partnership’s dissolution at any time (UPA 801(1)) – (this is based on the fact that a partnership is a voluntary association)

ii. UPA Rules for Dissolution:

1. UPA §802: A dissolved partnership must wind up its business by marshaling its assets and paying off its debts (including debts owed to partners)

2. If there is money remaining after all debts have been paid, the default rule is that the partnership repays any partner who has made a contribution to the partnership (and has not yet been repaid)

3. If there are funds remaining after this ^ then the partners may receive a distribution that is proportionate to their agreement (if nothing in the agreement then equal shares)

a. If there are any distributions they must be in money – NOT property 

4. If there are insufficient funds to pay a partnership’s debts then the partners must contribute to losses (this is based on the partnership agreement)

a. If any partners fail to pay, then the other partners must make it up and they can ask the defaulting partner for reimbursement 
Partnership Problem Set No. 5: Assume that PAC Surfboards is a partnership. Propp, Aggey and Capel are the sole partners. The partnership agreement contains no provisions regarding the withdrawal of a partner. The partnership agreement does provide that the partnership is to have a ten-year term.  
i. Can Propp withdraw from the partnership in the partnership’s third year?

1. Yes, RUPA 601(1) says that a partner can dissociate at any time, rightfully or wrongfully, by withdrawing as a partner by express will (For any reason – the partnership can not limit this in anyway – 602(a)).  The partnership is a personal relationship, so you have the right to get out.  You can’t limit a partner’s ability to get out of the agreement based on 105(c)(9) ( mandatory default rules that can’t be modified.   
2. Why do you suppose they created a 10-year term? Probably provide stability for the business
ii. Will such withdrawal be wrongful?

Yes, RUPA §602(b)(2)(a) says that the partnership is wrongful if it is breach of an express provision of the partnership agreement – here, it would be wrongful because the provision specifically says 10 years
iii. Will Propp’s withdrawal trigger mandatory dissolution under RUP §801?

1. 801(2)(a): A partnership is dissolved in a partnership for a definite term within 90 DAYS after wrongful dissociation under 602(b), the affirmative vote or consent of at least ½ of the remaining partners 
2. §603 – What are the consequences of “dissociation”?

a. Go to either…

i. §801: Mandatory dissolution; OR

ii. §701(a) mandatory buy-out – 701(b) fixes “buy-out price”
3. If there is no mandatory dissolution, then you go to 701 to determine how much Propp’s part of the company is worth, and that goes to Propp
iv. When will Propp be paid for his partnership interest?

1. At the end of the 10 year partnership

2. RUPA§701(h): A person that wrongfully dissociates as a partner before the expiration of a definite term is not entitled to payment of any part of the buyout price until the EXPIRATION OF THE TERM or completion of the undertaking 

a. Whose interests are being protected under 701(h)?

i. The partners’ interests, they might be relying on the money for business costs, etc. 
v. How much will Propp be paid for his partnership interest? 
1. RUPA §701(b): on the date of the dissociation, the percentage of his part of the company if all of the company’s assets are sold  ( “The buyout price is the amount that would have been distributable to the person under section 806(b) if on the date of the dissociation the assets of the partnership were sold and the sale price is equal to the greater of the liquidation value or the value based on a sale of the entire business”

2. RUPA §701(c): tags interest on Propp’s money and it is offset by ( RUPA §602(c): less any damages caused to the business by the dissociation 

vi. What will happen if Propp meets a tragic and premature death in year 2 of the partnership – assuming that the partnership agreement contains no provision with respect to dissociation or dissolution and it is not a partnership for a term?

1. RUPA §601(7): In the case an individual dies a dissociation occurs, and a guardian or general conservator for the individual is appointed

2. A dissociation is much better under RUPA rather than the UPA – here, there is not a mandatory dissolution based on §801(1) – “OTHER than a partner that has dissociated under §601(2)-(10)”

a. SO, then we go to §701(a) and then to §701(b) and they will buy out Propp’s interest (his interest is personal property, so when he dies, his interest will go to his estate and the estate will be entitled to his buyout based on 701(b)

b. When is the widow entitled to the buyout payment? Within 120 days of the widow’s demand (now, the partners face the issue of having to come up with the money) 

i. SO the life insurance premium is a good idea to take out on the partner so that they have the funds to buyout Propp’s interest on the event of death 

3. *Under the old UPA…

a. If a partner should die, there would be a legal dissolution unless the partnership determined otherwise

i. BUT the business would often times continue after the partner’s death (economic continuity), BUT technically, (and legally) this is a new partnership – to address this, RUPA introduced dissociation 

vii. Assume that Capel, a partner in PAC surfboards, dissociates from the partnership on April 5.  (RUPA §701-704).  Is Capel liable for the following obligations?

1. To Maynard on the 10 year lease that PAC surfboards and Maynard executed on January 15?

a. Yes, the cost was occurred before the dissociation – RUPA §703

2. To Vic Timm on his product liability claim arising out of a July 13 surfing accident that occurred while Vic Timm was using a surfboard that he purchased from PAC surfboards?

a. RUPA §703(a) – no, he will not be held liable for accidents that occur after the dissociation 

b. 703(b)(2)(B) doesn’t apply here, because Vic Timm is a tort creditor

3. To Tee Pee, a long time supplier of wax products to PAC Surfboards, for finish wax products that were delivered to PAC Surfboards on April 11? 

a. Yes, RUPA §703(b)(2)(B) – On these facts, Tee Pee would reasonably believe that Capel is still a partner 

i. Applies here because Tee Pee is a contract creditor 

b. Capel should have given notice to Tee Pee that he is no longer a creditor 

4. Would you change any of your answers to 1-3 above if the partnership agreement of PAC Surfboards provided that a partner’s liabilities for the debts of the business terminated as of the date of dissociation?

a. Yes, it can be contracted around based on RUPA §105(c)(17)

viii. Assume that Propp, Aggey and Capel are the only partners in PAC Surfboards.  Their partnership agreement includes no provisions with respect to dissolution, dissociation, or the duration of the partnership.  On April 1, Capel decides to withdraw.  [See RUPA §601-602 and §§801-802]

1. What if Capel wants the partnership to dissolve, but Propp and Aggey want to continue the partnership? No – mandatory dissolution 

a. Capel is dissociated based on 601(1)

b. RUPA 801(1): They can’t continue the partnership because this is a partnership at will and the partnership knows of Capel’s will to withdraw as a partner ( 801(1): A partnership is dissolved in a partnership at will IF the partnership knows or has notice of a person’s express will to withdraw as a partner (other than a partner that has dissociated under 601(2)-(10)) 

2. Assume that instead of deciding to withdraw from the partnership, Capel dies on April 1.  Capel’s widow wants the partnership to dissolve, but Aggey and Propp want to continue to operate the partnership.  What result?

a. The event of dissociation is 601(7)(a)

b. No mandatory dissolution under 801(1) because this is a partnership at will and dissolution is not mandatory because “Other than a partner that has dissolved under 601(2) through (10)”

c. SO we go to buyout – 701(a)
3. Assume that PAC Surfboards’ partnership agreement provided for a 10-year term.  In year 3 of the partnership, Capel decides to withdraw.  Can Propp and Aggey continue the partnership? 
a. Capel has dissociated under 601(1) – this is wrongful because he withdrew before the term is over
b. No mandatory dissolution based on 801(2)(a) – need an affirmative vote SO you go to buyout 
4. Assume that PAC Surfboards’ partnership agreement provides for a 10-year term.  In year 3 of the partnership, Capel dies.  Can Propp and Aggey continue the partnership? 

a. The event of dissociation is based on 601(7)(a)
b. We are going to go to §801(2) because it is a term partnership, and dissolution will be mandatory if partner dissociates by death SO we go to an affirmative vote and you go to buyout  
B. Limited Liability Partnerships (LLP’s) – p. 864

a. The drawback of partnerships from a general partners’ perspective is that there is unlimited personal liability for entity debts

b. BUT, if an LLP is formed, then all partners are shielded from personal liability for partnership debts

i. The partners will still remain liable for their own actions as partners

ii. Partnership itself will remain liable for any actions of the partners (i.e., malpractice)

iii. HOWEVER, the effect of the LLP is to shield other partners from liability in the case that the assets of the (ex: malpracticing) partner and the assets of the partnership are insufficient to cover the partnership’s debts
IV. Corporations
· Main difference between corporation and partnerships is the shield of limited liability
A. Promoter Liability
a. A promoter is the person who ORGANIZES the corporation.

b. A promoter may be personally liable for breach of a pre-incorporation contract made on behalf of the non-existent corporation unless the circumstances demonstrate that the other party looked only to the corporation for performance. 
c. Release from personal liability:

i. Once corporation has been formed—in order to release promoter from personal liability, the corporation must adopt the contract, AND there MUST be a NOVATION from the other parties to the contract 

1. Novation: previous contract is extinguished by a new valid contract, by (1) substituting of parties or the undertakings; (2) with consent of all parties; (3) based on valid consideration 

2. NO CONSIDERATION REQUIRED where the parties to contract and 3rd party are all in agreement that one party will be released from the contract obligations and the third party substituted in its place, a novation has occurred and additional consideration is not required 

d. Quest Engineering Solutions, Inc. v. Wilbur
i. Quest is suing Wilbur based on a breach of agreement that contained a non-compete.  

ii. This court affirmed.  Here, Quest did not look exclusively to CMG for performance.  Wilbur’s liability continued until a new agreement was created – “An intent to discharge a pre-existing obligation may not be found absent a clear and definite indication of such intent.”  Even though this was an “interim” agreement and could be terminable by either party, there was no replacement agreement reflecting the creation of CMG for over 2 years.  Court held that Wilbur failed to obtain a release from liability.
B. Internal Affairs Doctrine and Importance of Delaware Law

a. Internal Affairs Doctrine: When disputes arise from the INTERNAL AFFAIRS of a corporation, the disputes will be resolved/governed by the law of the state of INCORPORATION 
i. A corporation can be incorporated in any state regardless of whether or not it will operate within that state
b. A majority of companies are incorporated in Delaware because…

i. Delaware corporate law is familiar to most corporate lawyers in the U.S. 

ii. A large body of case law interpreting the Delaware statutes provides a measure of predictability

iii. DE has a specialized court (the Court of Chancery), which specifically handles corporate matters ( appeals go directly to the DE Supreme Court so decisions are determined quickly
C. Formation of the Corporation – SEE HANDOUT QUESTIONS IN SUPP READING!!!
a. Important to form the company with care, because valuable opportunities may be jeopardized if the new corporation can’t enter into agreements because it has not been formed properly

b. Step 1: Reserving the Name

i. Reserving and registering the name ( CA 90 days, MBCA 120 days in advance
ii. Must indicate corporation status (name includes ltd., corp., inc..)
iii. Must be distinguishable
1. Must be different from other corporation on file with the Secretary of State (MBCA) 
2. CA: cannot be deceptively similar 
c. Step 2: Incorporation Documents

i. DE: “Certificate of Incorporation”

ii. MBCA: “Articles of Incorporation”

iii. Specific details (listed below) are required to be included in the Articles of Incorporation in order to determine personal jurisdiction 

1. Corporation’s name

2. Name and address of each person incorporating the new entity 

3. The lawyer or member of their staff acts as the incorporator

4. Must name a person who will act as the corporation’s agent upon whom service of process may be made

a. Must identify an address within the state where the registered agent may be served

5. Must state the maximum number of shares the corporation may issue

a. If the shares have different management or economic rights, this must also be stated

6. The purpose for which the corporation is being formed (NOT required by MBCA)

7. Number of directors or process for determining the directors (must be stated in the Articles or the bylaws) 
d. Step 3: Filing

i. Corporation comes into existence when the state accepts the Articles
e. Step 4: Organizing the New Corporation

i. Organizational meeting must elect directors, adopt bylaws, and appoint officers

1. Under many statutes, an actual meeting is not necessary if the incorporators (or initial directors) are acting by unanimous consent 

ii. Case law in most jurisdictions provides that a corporation cannot engage in business until it has received valid consideration in exchange for shares
D. De Jure v. De Facto Corporations 

a. A corporation will be a de jure corporation (in good standing) if the company has complied with all mandatory conditions precedent to incorporation and the articles have been approved by the Secretary of State

i. Conditions subsequent (ex: completion of the formation process by having a meeting of the board of the directors – adopting bylaws, appointing directors, etc.) are NOT fatal to valid incorporation

ii. The de jure corporation creates a shield of liability which protects the owners, the shareholders, of the corporation from being personally liable for the corporation’s debts.

1. The shield of limited liability can be contracted around by insisting on the personal liability of the management individually 

b. A de facto corporation is a company that has not been properly incorporated, but the court recognizes it as a proper corporation if the corporation (1) proceeded in good faith; (2) under a valid statute; (3) for an authorized purpose; and (4) have executed and acknowledged articles of association pursuant to that purpose.

i. If these questions have been met (below) then a de facto corporation exists…
1. Is there a statute under which this corporation could have been validly formed?

2. Has there been a good faith, though insufficient, attempt to incorporate?

3. Have the parties conducted themselves as a corporation? 
ii. The state can go after a de facto corporation but it is not open to personal litigation

iii. In Duray v. Perrin Duray Development entered into a contract with Perrin for excavating a property.  Perrin signed the contract on his company’s behalf. Perrin’s company did not perform under the contract satisfactorily or timely, so Duray brought suit under breach of contract.  During discovery, Duray learned for the first time that Perrin’s corporation did become a “filed” corporation until after the parties signed the contract. – Duray wants to hold Perrin personally liable.  Perrin appealed, arguing that he was not personally liable because Outlaw was liable under the doctrine of a de facto corporation.  Court of appeals held ( the de facto corporation and corporation by estoppel doctrines ARE APPLICABLE to limited liability companies and Outlaw was a de facto corporation. 
E. Corporations by Estoppel

a. Corporation by estoppel is NOT a legal status, but it is an equitable doctrine, which prevents a third party from denying the existence of a corporation if the 3rd party treated the entity like a corporation and denial would result in unjust harm.
i. The facts have to show a course of dealing and the parties have an understanding that the parties are operating under an understanding that there is a corporation 

ii. Factors for determination:

1. Would it be contrary to general principles of law to let defendant avoid liability? 

2. What was the intent of the parties at the time of contracting? 

3. Has plaintiff relied on defendant’s misrepresentations regarding corporate status to its detriment? 

b. In Brown v. W.P. Media, W.P. Media and Alabama MBA entered into a contract to start a joint venture. W.P. agreed to create the wireless network and Alabama was to contribute about $80,000 worth of capital.  However, W.P. never created the wireless network, and so Alabama sued for breach of contract.  W.P. argues that the articles of incorporation were not filed until 2002 (this is important because this is when the corporation begins to exist), which was after the operating agreement was signed – therefore, Alabama did not have the capacity to enter into the agreement and was not a real party in interest.  Court held that W.P. is estopped from denying Alabama’s corporate existence because W.P. treated Alabama as a corporation.  The facts show that (1) the operating agreement identified Alabama as a corporation; (2) W.P. never challenged the validity of the operating agreement.  W.P. attempted to argue that Alabama did not have a proper organizational meeting until 2007, BUT the court holds that nothing requires an organizational meeting to occur before incorporation.  If W.P. did not get estopped, they would receive a windfall.
c. In Payer v. SGL Carbon, SGL sold a 22-acre parcel of industrial property to TM for $2 million but 1.5 million would be given in a note.  The remainder of the money was never given, and plaintiffs brought suit against SGL for breach of contract.  SGL is seeking summary judgment and claims that TM was not incorporated at the time the contract was signed, so the contract is essentially void. Court held that yes, Transition Metals is a corporation by estoppel. It would be contrary to parties’ intent to not hold TM a corporation by estoppel – SGL submitted no proof that Transition Metal’s corporate status was important; SGL’s President even said he would have done nothing differently in negotiating and forming the agreement.  SGL did not provide any evidence that Payer purposefully misrepresented Transition Metal’s corporate status or that SGL’s reliance caused any detriment.
F. The Effect of Modern Corporation Statutes
a. MBCA §2.04 ( “All persons purporting to as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities while so acting.”
b. Applies MBCA §2.04 ( In Christmas Lumber Co. v. Valiga, Waddell signs the articles of incorporation for Waddell Inc., but the articles did not get filed until after.  Before the articles were filed, Valiga claimed he entered into a contract with Waddell for the construction of a house. However, Valiga started experiencing numerous issues with the quality of the construction.  Valiga sued Waddell claiming he has personal liability because the corporation had not been chartered by the state.  Waddell argues that he should avoid personal liability on the basis of 2.04 –Waddell claims that he did not know there was not a corporation.  Waddell had personal knowledge that there was not a corporation based on the terms of the Joint Venture Agreement – purpose of making profit; Waddell and Graves chose to divide the contractor’s fee; Waddell’s deposition testimony that he and Graves were “partners”; Graves’ testimony that he spent a significant amount of time at the work site.
c. In Frontier Refining, Kunkel became interested in taking over a filling station and truck stop owned by Frontier. Kunkel got a loan from Fairfield, and Fairfield said that it was Kunkel’s responsibility to see that the business was incorporation and not to do anything until that was done.  Frontier entered a sublease for the station with “Clifford D. Kunkel DBA Kunkel’s Inc”, but eventually Kunkel defaulted on payments. Frontier Refining Company sues Fairfield, Kunkel, and Beach as a partnership.  Court held people are not personally liable for a business’ debt if they do not hold themselves out as a corporation. First, the trial court was entitled to infer that Kunkel was the only person who spoke to Frontier about “Kunkel’s Inc” – Fairfield and Beach did not authorize Kunkel to make these representations and this supports the conclusion that neither Fairfield nor Beach held themselves out as a corporation.  Frontier knew with full knowledge that a corporation had not yet been formed and chose to transact business with Kunkel as an individual. There would be a windfall allowing Frontier to go after the assets of Beech and Fairfield because the agreement that Frontier made was that he would be paid on demand from Kunkel.  Beech and Fairfield were in a better position to prevent the situation – they should have checked in on whether Kunkel actually incorporated the business (monitoring aspect from Klein and Coffee).
i. What result if we apply MBCA §2.04?

1. Beech and Fairfield would not be liable because they did not purport to act as a corporation – only Kunkel did
G. Ultra Vires Doctrine
a. The ultra vires doctrine holds that any action taken by a corporation that is beyond the purpose stated in its Articles is void.   

i. It is very difficult to make an ultra vires claim if you have not modified the default rule

1. Every corporation can take advantage of a broad purpose (almost every company does this because they can engage in broad ventures)

b. Corporations are not allowed to commit waste, which is an exchange of corporate assets so disproportionately small as to lie beyond the range at which any reasonable person would be willing to trade.

i. Very high bar for a plaintiff to clear

ii. Boards of directors CAN’T engage in waste 
V. Financing the Corporation 

A. Accounting: Balance Sheets and Income Statements
a. Issue with the balance sheets: Owner’s equity does NOT represent the value of a business ( It is relevant, but it won’t decide what the fair value is (SO the business may be worth more less than what it is listed for)
b. How to Create a Balance Sheet:
i. Assets – liabilities = owner’s equity

ii. Balance sheet is divided into assets and liabilities – it MUST balance at the bottom

1. Assets must be listed at their cost when they were acquired
iii. See Balance Sheet Examples

c. Corporate Taxation

i. Double tax burden
1. The United States’ tax code places a double-tax on corporate income with one tax at the corporate level through the corporate income tax and a second tax at the individual level through the individual income tax on dividends and capital gains ( but if no dividends are distributed, only the corporation pays taxes 
ii. Interest payments have always been viewed as a deductible business expense – that interest payment can be used to reduce your revenues and lowers the profits that you have to pay tax on (aka tax deductible)

1. Dividends (payments to shareholders) are NOT deductible because they are not business expenses

2. Corporations receive tax benefits by issuing debt rather than equity 
B. Debt v. Equity
a. Corporations get money from (1) selling ownership interests – or selling “equity”; (2) borrow money (lenders); or (3) use money generated by the business
b. When a business has just been formed, its owners can have money that (1) they contributed or (2) that they borrow – the cash generated by the business doesn’t come until later 

i. Money that the owners contribute ( usually the owners’ interest will be proportional to the value of each owner’s contribution 

ii. Borrowing money would allow owners to retain their power, but they need to consider that this is a permanent investment, and will need to be repaid eventually; need to consider interest rates too

iii. Many mature businesses will generate enough extra money 

c. Terminology:
i. Bonds: typically secured by a corporations assets

ii. Debentures: typically unsecured indebtedness; terms of the loan between lenders and investment banks are called indentures and are often much more detailed then typical loan agreements 

iii. Debt covenants: agreements in the indenture/bond agreements

iv. Incentive stock option: the right granted to an employee to buy shares at a fixed price (called the exercise price)

v. Secured creditor: one whose claim is secured by specific property and who has the first claim to the proceeds of the sale of such property

vi. Equity: equity represents an ownership interest in the business rather than a loan to the business
d. Short-term debt is a loan that matures in less than 12 months.  Short-term loans have lower interest rates and lawyers may negotiate the terms of the loan.  

i. Ex: Boutique gets to sell coats from high-end designer; but designer will only sell coats for cash – boutique is a small business and needs to borrow money, but they know that they will make a good profit off of the coats- they can get a short term loan from a bank

e. Long-term debt last much longer than short term loans and have higher interest rates.  The amount borrowed (loan principal) may be too high for just one bank, so banks may get together in a “syndicate” to make the loan OR the loan could be divided in to many small pieces and sold to the public as stocks (called bonds or debentures)

i. Ex: Printing shop needs a new printing press that costs $1 million or it will likely go out of business; they may seek a bank loan for years rather than weeks 

f. The Concept of Leverage

i. “Inside” debt are loans made by shareholder/owners.  

ii.  “Outside” debt occurs if money loaned to the corporation from outside third parties (banks, etc.)

iii. Leverage results from outside debt.  

1. As long as you are earning more than the cost you have to pay the borrowed funds, then all of the excess goes to the shareholder’s equity 

g. Pros of Debt

i. Interest payments are deductible 

h. Risks of Excessive Debt

i. Thin capitalization: an excessively high ratio of debt to equity in a corporation’s capital structure 

ii. Risk #1: If bankruptcy occurs, debt holders are paid before equity holders

iii. Risk #2: If the corporation incurs a liability that it cannot satisfy, a court may pierce the corporate veil and hold its owners liable

iv. Risk #3: On an individual level ( if your salary is cut back or you lose your job all together, you may not be able to make interest payments and you would default

v. Risk #4: Inside debt to equity ratios can cause red flags for the IRS, which may lead to audits

1. If the loan that the owner made to the business becomes recharacterized by the IRS as equity based on the audit, then you are denied an interest deduction, and this increases the income that you have to pay tax on and you may also have to pay additional penalties – this will increase the tax liability for the company 
C. Different Types of Equity Securities
a. Overview:

i. Securities: the kinds of rights that a corporation can grant in exchange for money (ex: common stock and debentures)

1. Hybrid securities: when debt and equity blur together (has features of debt like qualities and equity qualities
ii. Capital structure: the set of securities that a new corporation will issue; in selecting this the monetary needs of the business need to be balanced with the investors’ needs 

iii. Capital Surplus = leftover after stated capital; this surplus could be used for dividends if in articles

iv. “Authorized” shares: maximum number that the board can decide to sell

1. If you want to sell more than the max number listed, you have to amend your Articles

v. “Issued” shares: number actually sold

vi. “Outstanding” shares: number sold and not reacquired by the corporation 

vii. Two types of stock ( (1) common stock and (2) preferred stock

1. Different types of stock have different rights ( these rights are established in the Articles of Incorporation

2. MBCA §2.02: the number of shares MUST be written in the articles 

3. MBCA §6.01-6.03: if you have more than one class of shares, you have to describe the rights of a share

a. All shares of a class must have the same rights, preferences, privileges  

b. Common Stock (also called Plain Vanilla structure) = residual (remaining) claimants  

i. All shares are identical unless the articles indicate

ii. Liquidity of common stock

1. Publicly traded = NYSE or NASDAQ

a. Really easy to turn stock into cash

2. Closely held = PAC Surfboard, Inc.

a. More difficult (illiquid) to turn into cash 

b. Not much of a market for these shares 
c. Preferred Stock = a class of stock that has priority over common stock in either the payment of dividends, the distribution of assets on dissolution or both

i. Cumulative Dividend: preferred stock, where the shareholder gets paid dividends on past years in addition to the current year if there was no past year payout

1. The corporation is prohibited from paying dividends on other stock until the accumulated dividends have been paid in full 

ii. Non-cumulative Dividend: if you aren’t paid that year, the dividend is extinguished 

iii. Voting rights

1. Typically preferred shares only have voting rights if it is written in the Articles of Incorporation 

2. Sometimes the right to vote is contingent upon the corporation’s failure to pay dividends on the preferred stock for a particular period – if this happens, the preferred stockholders may gains enough votes to control the management of the corporation ( they might want to elect board members that will vote to distribute the dividends  

iv. Participating v. Non-Participating Stock
1. If preferred stock is participating, it receives dividends along with the common stock even though it has already received its preferential dividend

2. If nonparticipating, you are ONLY entitled to the first dividend, you DO NOT receive the additional dividends 

3. HYPO – The board of directors of C Corp. decides to declare dividends totaling $400,000.  100,000 shares of common and 20,000 shares of $2 preferred that is participating. Participating means “pay again.” So these 20,000 shares get paid twice  – first in its preferred capacity and again in its participating capacity. Preferred means “pay first” – so multiply 20,000 shares by $2 preference, which equals a total preference of $40,000. Pay that amount first, which leaves $360,000.   How will the remaining $360,000 get distributed out?

a. The remaining $360,000 will go to BOTH preferred and common stockholders – so the $360,000 will be divided by 120,000 = $3

b. The preferred shares will get $5 ($3 plus original $2)

v. Amending the Preferred Stock
1. MBCA §10.03: Allows a corporation to amend the articles of incorporation if they have issued shares

2. MBCA §10.04: Holders of the outstanding shares of a class are entitled to vote as a separate voting group on a proposed amendment if the amendment would change certain things

3. Board, acting on behalf of corporation, cannot unilaterally amend terms of its outstanding preferred stock ( must obtain the preferred stockholders’ consent to such changes (usually by a majority vote of such class)

a. Even if such shares are otherwise non-voting

vi. Redeemable Preferred Stock
1. Preferred stock “redeemable” at option of corporation – “callable” preferred stock

a. Redeemable stock: A corporation may negotiate for the power to require the shareholder to return the shares to the corporation in return for a predetermined price – this protects the corporation from having outstanding stocks which may create a dividend overhang– they can be called back at the option of the corporation; this is decided by the board of directors 

vii. Convertible preferred stock
1. Convertible stock: The shareholder has the option of exchanging the shares for a fixed amount of another security of the corporation (often from more senior shares to junior shares)

2. The buyer of the preferred shares wants the right to convert into common stock 

a. They may want common stock because they might get more money from the common stock than the preferred stock

d. Blank shares:  A provision that allows the Articles to state the maximum number of non-common shares, but the characteristics of the shares can be decided later by the board of directors when the corporation is prepared to sell them to an investor

i. If you don’t have blank check preferred in the Articles and you want to go out and make capital before deciding the rights, you would have to amend the articles (you don’t want to have to amend because this is expensive and time consuming)

ii. Allows Board flexibility to establish financial terms of a particular class (or series) of shares at time of issuance

iii. Allows Board to take into account current economic conditions in specifying the terms of the preferred stock it plans to sell

e. Liquidation (or Dissolution) Preference: 

i. Both secured and unsecured creditors are paid first 

ii. Then, preferred shareholders are paid and typically receive a fixed amount 

iii. If after payment to creditors and preferred stockholders there are any remaining funds, they are distributed to the common stock 

f. HYPOS: 
i. HYPO: The board of directors of C Corp. decides to declare dividends totaling $400,000. The capital structure of this corporation consists of 100,000 shares of common and 20,000 shares of $2 preferred that is cumulative and no dividends have been paid in the three prior years. Cumulative means “add them up,” so, for the years in which no dividend was paid, the cumulative shareholders’ dividend is “adding up.” So the corporation owes these 20,000 shares the amount of their preference for the three prior years plus this year as well, i.e., the year the dividend is declared.

1. How much will be distributed to the preferred shareholders and how much will be distributed to the common stockholders?

a. First we look at the preferred shareholders because they get money before the common stockholders get any $

b. $8 ($2 x 4 years) times 20,000 shares = $160,000 

i. Each shareholder will get $8

c. Money left over is $240,000 ( $240,000 divided by 100,000 shares = $2.40 a share 

2. How much would be distributed to the preferred and common shareholders if the company’s articles described the dividend preferences as non-cumulative? 

a. Preferred shareholders would only get the $2 per share because it didn’t receive any dividends the years before 

3. Cumulative preferred shares are a strong incentive for corporations to pay you, so that they don’t have a dividend overhang
D. Issuing Stock

a. Use of Subscription Agreements

i. Subscription agreements: contracts to purchase shares

1. Example: Aggie is working at HB Surfboards and Propp and Capel want Aggie to come and start a partnership to start Propp Surfboards; in order to give Aggie reassurance, they can give her a subscription agreement to show that they are going to allocate a certain amount of shares (this can be enforced for 6 months, which allows them to get the business off of the ground) 

ii. Preincorporation subscription agreements: before the new corporation has been formed, investors may contract among themselves to purchase shares for after incorporation 

1. These are difficult to enforce because it seeks to bind a nonexistent entity 

b. Par Value: ONLY APPLY TO ISSUANCE TRANSACTIONS (also known as raising capital) (where you go to sell your Google shares is called a trading transaction – this is different; in an issuance transaction, the money you pay goes to the corporation)

i. Par value: a judicial presumption that shareholders had agreed that they would pay an equal amount per share when purchasing at the same time (want to know that other shareholders are paying the same amount)

1. Equity dilution: if you pay $100 for a share and someone else only pays $80 (par value attempts to solve this and makes everyone pay the same amount) 

2. CA and MBCA = NO par value

3. We care about par value now because Delaware still applies par value 

ii. Watered Stock Liability

1. The danger that when consideration is something other than cash, the consideration may become overvalued – this is heightened when shares are connected with the corporation’s management because management would have incentive to overvalue the consideration 

a. Selling stock for LESS than par value 

b. Used if INVALID consideration used for stock 

i. Corporation/creditors can sue to recover the water if the shares were sold for LESS than par value 

c. What type of consideration can be used to acquire stock?

i. MBCA 6.21: Consideration is anything that is beneficial to the company (anything tangible or intangible, including cash, promissory notes, services done or contract for services in the future)

ii. Calif. §409
1. Permitted: 

a. Money

b. Tangible/intangible property 

c. Services ALREADY performed 

d. Non-cash consideration

2. Prohibited: 

a. Future services 

b. Promissory notes

c. Why say that promissory notes and future services are not allowed? 
i. It is to deal with the problem of dilution – you can’t compare future services to an amount of money paid (i.e., $100)
iii. Delaware’s Approach  

1. Both Delaware and the MBCA take a broad view and allows you to pay for shares with promissory notes and future services, BUT Delaware requires PAR VALUE
2. Why do the Delaware law and the MBCA do this instead of following the common law?

a. The Delaware law and the MBCA departed from CA because it is a business decision, it is the business’s decision to take the risk and the value is in the eye of the beholder 

b. If shares get sold for non-cash valuation, the board of directors has to decide how much the non-cash property is worth
d. SEE BALANCE SHEET HYPOS

E. Legal Restrictions on Dividends and Distributions

a. Shareholders gain money from (1) dividends – when the corporation distributes the increased value of the company to the shareholders; (2) the shareholders sell their stock for hopefully more than they originally paid (referred to as capital gain or capital appreciation)
b. Distributions: payments to shareholders (either through dividends, liquidation, redemption or repurchases)

i. Distributions are paid out of surplus or retained earnings 

ii. Surplus: corporation’s net assets minus its capital 

c. Who authorizes the payment of dividends?

i. The Board of Directors, once dividends are authorized they are said to be “declared”

d. MBCA has an insolvency test – the corporation can’t pay a dividend if afterward the corporation would not be able to pay its debts as they become due in the usual course of business of if the corporation’s total assets would be less than its total liabilities
e. Preemptive Rights:

i. Preemptive rights are common law rights granted to a shareholder to buy that number of shares in a new issuance; shareholders can buy x number of shares so that they can keep their proportionate ownership in the business

1. Now, you do not have a preemptive right unless the Articles of Incorporation tell you that you have a preemptive right 

2. When a company issues new shares, the shareholders do not have a right to buy new shares; you have to “opt in” to gain preemptive rights 
f. SEE BALANCE SHEET HYPOS

VI. Piercing the Corporate Veil 

A. Overview:

a. Piercing the corporate veil is an equitable doctrine, created by the courts, that holds a corporation’s shareholders liable for the corporation’s debts if the corporation is unable to pay 

i. PCV does NOT dissolve the corporation and does NOT make the shareholders liable for all of the corporation’s debts – the shareholders are only liable for the plaintiff’s claims against the corporation

b. The de jure corporation creates a shield of liability which protects the owners, the shareholders, of the corporation from being personally liable for the corporation’s debts.

i. The shield of limited liability can be contracted around by insisting on the personal liability of the management individually 

c. PCV is extremely uncertain, you never know what facts the court is going to rely on. 

d. In analyzing PCV, we apply a two part test.  

i. First, we ask whether there was such unity of interest and ownership that the corporation and its shareholders were not separated.  Factors to consider are…

1. (1) Undercapitalization - did the owner provide enough equity to cover reasonably foreseeable obligations that the corporation might incur

a. BIG factor with tort claims who is injured because they are an involuntary creditor with risk thrust upon them

2. (2) Whether the corporation failed to observe corporate formalities, such as holding corporate meetings, appointing officers, issuing stock, etc.
3. (3) Absence of corporate records

4. (4) Payment by the corporation of individual obligations – this can be shown by comingling of personal and corporate funds

5. NOTE: Failure to use corporate form in the business name ALONE is INSUFFICIENT to PCV 

ii. Second, we must consider whether failing to pierce the corporate veil would allow unfairness, injustice, fraud, or other inequitable conduct.  Factors to consider are…

1. (1) Fraudulent misrepresentation by corporation directors 

2. (2) Use of the corporation to promote fraud, injustice, or illegalities
B. Cases:
a. Contract creditor example ( In, Brevet Int’l v. Great Plains Luggage, Great Plains (GP) sold golf bags.  One of GP’s officers contacted Brevet to provide management services.  An officer for Brevet orally agreed to provide management consulting services for $35,000; however, GP failed to pay the $35K fee. Brevet sued and argued that he contracted with the individual defendants, not the corporation and (as a back up) if it is found that he did contract with the corporation, he thinks the corporate veil should be pierced.  Court held that the PCV should not be pierced because Brevet entered into the contract with the corporation. Great Plains Luggage Co. said “Co.” at the end, which would inform Brevet that he was dealing with a company; the invoices were addressed to the company and the invoices were paid with corporate checks ( this would give Brevet the notice that Great Plains has limited liability, and if they had any concern about this, they should have contracted around the shield of limited liability.  Court said that you cannot use PCV to re-write a contract – if we allowed the plaintiff to do this, you would be allowing the contract creditor to get assets that were not originally bargained for.  
b. Tort creditor example ( In Arrow Bar, the defendants owned Arrow Bar, which they bought through their corporation for $155,000 with a $5,000 down payment (this is a loan from a bank, and therefore it is an outside debt). Plaintiffs were injured when a 3rd party hit them in a car accident.  The plaintiffs argue that defendants are liable based on vicarious liability because they served the 3rd party alcohol prior to the accident. Here, the Court holds that plaintiff fails to present specific facts that would allow the court to pierce the corporate veil; no evidence that the defendants personally served the 3rd party on the day of the accident.  However, the dissent holds that the defendants should be held liable because the business was marginally capitalized and the individuals should not be protected if they incorporated solely for the shield of limited liability. 
c. In Hanewald, two individuals incorporated Bryan’s Inc. to engage in and operate a retail clothing store. Articles authorized the corp. to issue 100 shares of common stock with a par value of $1000 per share = total capitalization of $100,000 (this is high par value).  Both individuals owned 50% of the shares, but neither individual gave proper consideration for their shares.  Plaintiff sold his store to defendants for $60,000.  Defendants paid $55,000 in cash from a personally guaranteed loan and a promissory note for $5,000.  The store closed, and defendants failed to pay back the $5K promissory note.  Plaintiff sues and wants to hold the Bryans personally liable.  Supreme Court held defendants should be held personally liable for the debt based on a theory of watered stock liability.  While organizing a corporation to avoid personal liability is allowed, BUT the defendants failed to pay the proper par value for their shares and this makes them personally liable.  If you issue par value shares, you have to pay the par value, and here the shareholders didn’t pay (this is called watered stock) ( the generally recognized rule is that a shareholder is liable to corporate creditors to the extent his stock has not been paid for.  Defendants made use of a “marginally capitalized corporation” to bargain with the creditor in order to allocate a risk on a bargained for business.  If the plaintiff had won on a PCV theory it would have been a huge windfall to the creditor because He contracted with a company that he knew had limited liability, and he knowingly dealt with a marginally capitalized corporation – which means that Hanewald knew exactly what he was getting in to and if we allow Hanewald to hold the defendants personally liable, he would get more than what he was bargaining for (here, they won on a theory of watered stock liability).  To avoid this, Hanewald should have asked the Bryans for a personal guarantee.  
C. Enterprise Liability 
a. Overview
i. Enterprise liability holds the parent company liable for its subsidiary’s debt (called aggregation)

ii. Different from PCV because the individual’s keep their limited liability

1. The difference between enterprise liability and PCV is that enterprise liability results in similar corporations being considered the same enterprise and allowing the credit to go after the combined assets

iii. Factors to Consider:

1. Parent company exercises control over the subsidiary 

2. Parent and subsidiary operate as SINGLE ECONOMIC ENTITY

a. Corporation formalities are NOT observed.

b. Subsidiary is Undercapitalized 

3. Corporation is Misleading to Public 

a. Parent and subsidiary do not make it clear to the public WHO is operating which part of the business 

4. Corporation was insolvent 

5. Overall injustice/Unfairness 

iv. The MORE direct control a parent corporation exercises over its subsidiary, the more likely a parental liability will exist IF that direct control leads to harm 

v. The MORE feasible the injury, the more likely the parent corporation will be held liable 

vi. Vertical aggregation: creditor seeks to hold the debtor corporation’s corporate parent liable

vii. Horizontal aggregation: creditor seeks to aggregate one or more corporations that are under common control 

b. Cases: 

i. Smith v. McLeod Distributing, Inc. (contract creditor case) (example of horizontal integration) CM and CI are sibling companies because they have the same owner.  CM applied for a line of credit with plaintiff, after the president of CM and CI signed a personal guarantee.  CM changed their name to CC, but still failed to pay the plaintiff.  Plaintiff sued CM and CI, and claims that the companies were undistinguishable.  Court held that they will refuse to recognize corporations as separate entities where the facts establish several corporations acting as the same entity.  Applies PCV factors, plus more, including (1) Whether similar corporate names were used; (2) Common principal corporate officers, directors, and employees; (3) Whether business purposes were similar; and (4) Whether corporations were located in the same offices with same telephone numbers.  Court says that there IS ENOUGH evidence to hold that Colonial Mat and Colonial Industrial were one entity ( they had similar names, engaged in identical businesses, same president, same address and phone number, and there was a reasonable inference that they intermingled assets.  Equity requires Colonial Mat be held liable for the debt at issue in order to protect McLeod from unfairness.
ii. Tort case example ( In Goldberg v. Lee Express Cab Corp., the plaintiff was hit by a taxi.  Plaintiff sues the taxi cab owner and the 16 other corporations owned by this individual under enterprise liability.  Defendants move to dismiss the complaint and claim they have no connection to the accident. Even though he is the sole shareholder of the corporations, he argues that the other corporations are maintained by a separate corporate entity.  Plaintiff alleges that More individually operated all of the corporations and individually purchased supplies and acted as a dispatcher to assign drivers to the taxicabs; claims that the corporations were just a sham.  Supreme Court holds that the plaintiffs have demonstrated a reason to pierce the corporate veil and assign personal liability.  Here, there is fraud/fundamental unfairness because More was getting all of the benefits of a separate corporation. 
VII. The Role of Directors and Officers 

A. Board of Directors
a. The corporate norm is that the board of directors manages the business affairs of the corporation.

b. Directors themselves cannot always manage the operations of the firm, but they can appoint officers, establish or approve goals and plans, and monitor performance

c. The board of directors can NOT abdicate its fundamental responsibility as the manager of the business affairs 

i. Grimes v. Donald: if you can show that the board abdicated its powers, the act is ultra voires  

d. Delegation to Committees:

i. A board can establish committees and delegate management powers to officers, but may NOT abdicate them 

ii. The delegates must remain under the direction of the board, which implies that the board will still retain some involvement.

iii. MBCA § 8.25: A board may establish committees and delegate all their power to committees except the power to change the corporation’s bylaws AND approving fundamental actions that require shareholder approval 
iv. Delegation in large publicly traded companies is common ( this is because their stock is listed on the NYSE and this is approved by the SEC; the committees that are mandated under the NYSE are the audit committee, the compensation committee and the nominating committee
1. Executive committee 

2. Audit committee 

3. Compensation committee  

4. Nominating committee 

e. Number and Selection of Directors

i. MBCA § 8.03: Board must consist of one or more individuals.  

ii. The number of directors on the board must be state either in the Articles or the bylaws. 

1. If the initial directors are not named in the Articles, the incorporator must hold the organizational meeting and name the initial directors as part of the organizational meeting process.  It is better to name the directors in the article to avoid a time lag during which the incorporator has corporate power.

f. Election and Term of Directors

i. Default rule: directors are elected annually by all the shareholders

1. Directors serve a 1-year term with the exception of holdover directors

2. Holdover directors: directors who continue in office after the expiration of their term because no election has been held, so your term is “extended” until you have a duly elected successor 

ii. Default rule can be changed in two ways…(1) classified board and (2) staggered terms of directors [*MUST BE INCLUDED IN THE ARTICLES]
1. MBCA § 8.04: Classified board: a board in which the power to elect at least one director is vested in, or denied to, at least one class or series of stock (Larry v. Cohen ( Class A had the right to elect 2 directors and Class B elects another 2 directors; the terms are still only for one year, but it changes who can elect the directors)

a. If you want to modify the default rule, you have to put it in the articles of incorporation ( you would have to create multiple classes of shares and designate voting power to each 
2. Staggered board: Instead of electing the entire board at once, the directors hold staggered terms of 2-3 years

a. Humphreys case 
iii. Most common ways to get a vacancy in the board in the real world is if someone dies or resigns, which leads to the question of who will fill the vacancy?

1. Model Act §8.10: if a vacancy occurs, the shareholders can fill it OR the remaining board of directors can fill the vacancy ( you can modify this but only if the articles

g. Removal of Directors

i. Shareholders have the power to remove directors before their term is expired

ii. DGCL and the MBCA § 8.08: Shareholders may remove directors with or without cause unless the Articles provide that a director can only be removed for cause

1. For cause removal requires that the individual be given (1) specific charges for his removal; (2) adequate notice; and (3) a full opportunity to defend the accusation ( these requirements are necessary to prevent injustice and impact on reputation 

iii. DE RULE §141: Directors elected to STAGGERED/CLASSIFIED board may ONLY be removed for cause 

h. How Boards Take Action
i. Boards can take action (1) UWC (unanimous written consent) - without a meeting if their intention is unanimous, except to the extent that the Articles or bylaws require a meeting – the secretary is responsible for the written consent; or (2) with a meeting

ii. Requirements for a Valid Board Meeting 

1. Properly Called
2. Proper Notice 
a. Regular meetings ( automatically called, don’t need any notice

b. Special meetings ( Directors must be given 2 days’ notice of the location and time of the meeting – but don’t need to be given notice of purpose

c. How to waive notice:

i. Written waiver signed by the director

ii. Director can also imply a waiver of notice if they show up and vote
3. Valid Quorum: the minimum amount of voting power that must be present at a meeting for actions to be valid

a. MBCA 8.24(a): A majority of all directors must assemble to have a valid meeting, UNLESS bylaws say authorize

b. If there is a vacancy, you still need a majority of the SPECIFIED number of directors (you take the majority of 9 – NOT 8)

i. If you have a 9-person board, and 8 directors are present, what is the quorum? 5 because it is the majority of 9, not how many are present

ii. 8.10(a)(3): if the directors remaining are fewer than a quorum, the only thing they can do is fill the vacancies by electing other board members

4. Action Approved by a Sufficient Vote  

a. Action will be valid and approved if it receives the assent of the majority of directors present at the meeting 

i. Breaking a quorum ( when directors leave the meeting before the vote takes place 

ii. If you have a quorum, how many have to vote yes if you have 9 board members present?

1. You need a majority of the members present, unless the bylaws require a supermajority 

2. You would have to have a majority of the 9 – so, 5

iii. Bear-quorum: if 5 of the 9 are present, only 3 have to vote yes
B. Senior Executive Officers as Agents of the Corporation

a. An officer is essentially anyone who is performing a policy making function within the corporation.  The board of directors elects or appoints individuals to be officers.

i. Under the Model Act, the only required officer is a secretary.

ii. Agency rules for officers:

1. An officer has the “cloak of apparent authority”, which can make the corporation vicariously liable. 
2. Agent/officer of the corporation are responsible for their own tortious conduct

3. Directors are not agents because they have to work collectively, rather than individually ( BUT directors can wear more than one hat 

4. If the officer is going to make a contract on behalf of the corporation, the officer has to sign the contract very carefully to avoid personal liability ( the convention for this is in the signature block: you want the name of the corporation, “by: ”, and the individual’s power  

a. This will void individual liability because it shows the individual is acting on behalf of the corporation 
b. In H-D Irrigating, Inc. v. Kimble Properties, plaintiffs (buyers) agree to purchase land from Hobble Diamond Cattle Co. for $1,650,000 and irrigation equip. from Kimble for $350,000.  Lloyd Kimble was president of both Hobble and Kimble.  Buyers file a complaint alleging that Lloyd Kimble falsely represented that the irrigation equipment was in working order. H-D Irrigating filed this action to recover damages from Kimble Properties, Hobble Diamond Cattle Co, and Lloyd Kimble for misrepresentation and a breach of duty to disclose.  Court held that a director or officer is individually liable for his false representations.  Here, Lloyd Kimble is liable for his false representations because he was an agent of both companies.  When Lloyd made representations about the irrigation equipment, he was acting as the president of Kimble properties.  Hobble Diamond Co is not liable for Lloyd’s misrepresentations.  Kimble and Lloyd are jointly and severally liable for damages resulting from Lloyd’s fraud.  This ruling incentivizes officers to make truthful statements. 
c. In Andrews v. Southwest Wyoming Rehab Center, Southwest Wyoming Rehab Center (SWRC) hired Phil Andrews on Jan. 2, 1990 as the employee relations coordinator.  Andrews was promoted to Vice President but was later fired by Kathy Horn-Dalton (president of SWRC). According to Andrews, he was fired for trying to inform the board of directors that Kathy was mishandling corporate assets and causing employee morale problems.  Andrews sued SWRC for wrongful termination and that SWRC breached the duty of good faith and fair dealing -- he relies on a special relationship based on MBCA §8.42.  Only in cases of special relationships between an employer/employee is there a duty that gives rise to tort liability – special relationships can come from separate consideration, common law or statute, or rights accruing with longevity of service.  Court held that the Model Act says an officer can be removed at anytime with or without cause – it does not establish rights that Andrews can rely on or that would create a special relationship for tort liability.  SWRC was granted summary judgment.  It would not matter whether Andrews had an employee agreement or not ( §8.43: an officer can be removed at any time with or without cause.
d. Scope of Officers’ Authority
i. For an officer to act with actual authority, you have to determine if there was a valid board meeting (notice, quorum, etc.)

ii. Officers can act with actual or apparent authority

iii. For an officer to act with actual authority, you have to determine if there was a valid board meeting (notice, quorum, etc.)

1. Power of Position ( when an individual held out by corp. as CEO, they have inherent authority called the power of position = scope of apparent authority 

2. RULE: Torts of officers can create vicarious liability when within the scope of employment

a. EX) When Iger commits a tort while acting as CEO, Disney will be vicariously liable and Iger will be individually liable 

3. RULE: Board can delegate specific express authority for an officer to act, OR the board can grant apparent authority by holding an officer out as an officer 

iv. In Snukal v. Flightways, Robert Snukal (president) leased his residence in Malibu to defendants Flightways for a 2 year term to Kirt Lyle (president, chief financial officer, and secretary of Flightways).  When Lyle signed lease, he only listed his title as President of Flightways.  Flightways stopped paying rent and plaintiff sent a notice to pay rent or quit, so Lyle vacated the premises.  Plaintiff sued for past due rents and payment of future rent according to the term of the lease.  Flightways filed a counter complaint and claimed that Lyle was not authorized to enter the lease on their behalf.  Lyle was in charge of preparing financial statements that were shown to the board.  Board hired an accounting firm to check out the statements but they didn’t find anything unusual -- Lyle told board he was housesitting for his girlfriend who lived in Malibu.
1. At common law, the party seeking to enforce the contract has the burden of establishing the contracting officer’s authority.  The issue here is whether Corporations Code 313 is applicable.

2. The court interpreted the language in Corporations Code 313 to believe that he only had to sign as one officer – court relies on public policy to interpret the statute this way (they specifically rely on the legislative intent and see that they believe that the legislature intended for it to apply in a case like this – even though he only signed with one title, this legislation provides safety for third parties (like the plaintiff in this case) – corporation is in a better position to know rather than 3rd parties.
VIII. The Role of Shareholders 
A. What do shareholders do?
a. Shareholders elect directors (don’t need board approval to do this)
b. Shareholders must approve certain fundamental changes, including…
i. Amending the articles
ii. Mergers
iii. Dissolving the corporation (dissolution)
c. Fundamental change votes require the absolute majority vote (So if you have 1000 outstanding shares and you ask shareholders to approve a merger, what is the absolute majority vote? Need 501 “yes” votes) 
B. Elements of Shareholder Voting
a. Meeting must be called

b. Notice
i. If annual meeting…

1. Shareholders must be notified about the date, time and place of meeting

2. Don’t need a description of purpose unless required by Articles or bylaws
ii. If special meeting…

1. MUST include a description of purpose 

2. 7.02 (d): The only business that can be brought before the shareholders in the special meeting is the purpose that is sent to the shareholders (ex: they say that there is going to be a merger and you choose not to go, they can’t change it up on you) 
iii. Can notice of a shareholder meeting be waived?

1. Yes ( MBCA §7.06

a. Can be express waiver – in writing, signed by shareholder either before or after the date and time stated in the notice

b. Can also be an implied waiver ( If the shareholder attends the meeting, they waive objection to lack of notice UNLESS the shareholder objects to the meeting at the beginning

c. Quorum
i. MBCA §7.25 ( majority of shares issued 
ii. California §602 ( majority of shares represented in person or by proxy
d. Approval by Sufficient Vote 
i. To elect a director ( cumulative voting or straight voting
ii. For fundamental changes ( majority of outstanding shares
iii. For OTHER matters (
1. Delaware §216 – majority of shares present

a. Abstentions count as “NO” votes

2. MBCA §7.25 – majority of shares actually voting  
a. Abstentions are not counted
3. California §602(a): two-part test ( 

a. (1) Majority of shares present and voting ( abstentions are not counted 

b. (2) Majority of required quorum ( If 1,000 outstanding shares, need 501 yes votes to pass 
C. Shareholder Voting on Matters OTHER than Election of Directors (HYPOS):

a. Assume 1000 shares outstanding are entitled to vote.  Assume 600 shares are present at meeting (either in person or by proxy)
i. Is there a quorum present?
1. Under Delaware §216? Yes, because the minimum number needed would be 501
2. Under MBCA §7.25? Yes, because the minimum number needed would be 501 (same result as DE – if you want to modify this for a supermajority quorum, you would have to have this provision in your Articles)
3. Under California §602(a)? Not discussed
ii. Does the measure pass assuming the shareholders vote as follows: [Yes votes: 280; NO votes: 225; Abstentions: 95]
1. Under Delaware §216? 
a. Yes votes have to constitute at least a majority of the shares present – here we have 600 present and so you would need 301 yes votes to get shareholder approval (so here we don’t have enough)
b. The abstention is treated as a “no” vote – bottom of pg. 630
2. Under MBCA §7.25(c)? 
a. Votes in favor are more than votes against no votes UNLESS supermajority
b. Abstentions do not have an impact on whether the measure is going to pass or not
3. Under California §602(a)?
a. Must have a majority of “yes votes” of those present AND those shares voting yes also have to constitute a majority of the required quorum
b. Do we have a majority of the shares present and voting? Yes, 280 > 225 (VOTING does not include abstentions)
c. Are the yes votes a majority of the required minimum quorum?
i. Here, the required minimum quorum is 501 (because total outstanding shares entitled to vote is 1000)
ii. The majority of 501 is 251
iii. 280>251 so the measure IS going to pass
d. Abstentions under CA is the same as the MBCA 
iii. Does the measure pass assuming the shareholders vote as follows: [YES votes: 200; NO votes: 180; Abstentions: 220]
1. Under Delaware §216?
a. No, you need 301 to vote yes because 600 are present – here we only have 200
b. Abstentions are treated as no votes
2. Under MBCA §7.25?
a. Yes, 200 > 180
b. Abstentions don’t count
3. Under California §602(a)?
a. Do we have a majority of the shares present and voting? Yes, 200>180 (VOTING does not include abstentions)
b. Are the yes votes a majority of the required minimum quorum?
i. Here, the required minimum quorum is 501 (because total outstanding shares entitled to vote is 1000)
ii. The majority of 501 is 251 ( HERE, we don’t have 251, we only have 200
c. SO, the measure does NOT pass in CA ( public policy premise is that management has to be able to convince some critical mass to vote yes on the action 
D. Cumulative v. Straight Voting 

a. Straight Voting

i. Straight voting is the default rule in Delaware and the MBCA.

ii. Directors are elected by the majority shareholder.

Example: 2 shareholders; A owns 18 shares and B owns 82 shares; 5-person board

The majority shareholder is B, so under straight voting, B (the majority shareholder) elects the entire board. 

B would vote 82 shares for each director and A would vote 18 shares for each director.

b. Cumulative Voting

i. Shareholders do not have a right to vote your shares cumulatively unless provided by the Articles (MBCA 7.28(b)) – lawyers call this an “opt in or opt out” ( to opt in, you must include a right to vote cumulatively, this would require an absolute majority vote because it is a fundamental change
ii. In California, you have a mandatory right to vote your shares cumulatively.  

iii. Example: 2 shareholders; A owns 18 shares and B owns 82 shares; 5-person board

1. A could combine all 18 shares on one director and beat B (18X5=90> 82)

iv. Minimum Votes Required to Elect ONE Seat

1. [S/(D+1)] + 1

a. S = # of shares outstanding
b. D = # of directors to be elected 

v. Assume that there are 100 shares outstanding and the shares are issued as follows: Capel – 60 shares (majority shareholder); Prop – 30 shares; Aggey – 10 shares

1. Do Prop and Aggey have enough shares to elect at least 1 person to the board?

a. [100/5+1] + 1 = 18 (you have to round up the numbers)

b. So to elect 1 director, you have to own 18 shares

c. Propp CAN elect someone to the board

2. Can Aggey and Propp combine their shares to elect both of themselves to the board?

a. Yes because you would need 36 ( 18 x 2

b. 40 shares x 5 directors gives Propp and Aggey 200 votes

c. Capel will have 300 (60x5 = 300)

d. You would advise Propp to get 100, Aggey to get 100; Capel split his 300 by 3 = 100 each 

3. What result if the size of the Board is reduced to 3 directors? 

a. [100/(3+1)] + 1= 26

b. Propp and Aggey can only elect 1 person even if they combine their voting powers

c. This increases the % you need to own or vote by proxy in order to elect your candidate to the board of directors 

E. Proxy
a. The proxy is a writing signed by the record owner, which gives their right to vote their shares to someone else.
b. This creates an agency relationship, where the shareholder is the principal and the proxy is the agent.
c. Proxies are often used for annual meetings of a publicly traded corporation ( management is not going to get the vote at on their own – usually the job of the proxy solicitation firm (they call the shareholders and tell them to vote their shares so that they get the requisite number of yes votes and the quorum)
d. General Proxy: agent has actual authority to vote the principal’s shares in whatever way the agent thinks is best

i. Ex: mailing in your proxy, and allowing Disney to decide how to vote the shares

ii. NOTE: If the principal shareholder shows up at the meeting, the shareholder gets to vote because the agency/principal relationship can be revoked at any time 

e. Limited Proxy: principal gives the proxy specific directions on how to vote – agent/proxy can only vote how you direct them
f. Irrevocability of Proxy: 
i. Default rule: the proxy is revocable, unless it is made irrevocable 

1. Ex: a later proxy given will revoke an earlier proxy

ii. To make the proxy irrevocable it has to (1) be written on the proxy and (2) the proxy appointment has to be coupled with an interest (ex: pledge your shares and give your proxy to the pledgee; or, a person who has bought the shares) 

iii. The public policy of this ^ is that you want the person with the proxy to have an economic interest because that gives you incentive to vote the shares in the best interest of the company 

iv. MBCA §7.22(c) ( If no term is provided in the proxy itself, it is valid for 11 months unless it is made irrevocable 
F. Record Date
a. The record date is a cutoff date to determine WHICH shareholders are eligible to vote/receive dividend.
b. On the record date, all shareholders of record (meaning shareholders at the close of business on the record date) are entitled to notice of the meeting and to vote the shares they hold on the record date at the meeting 

c. Record owner: who has the stock certificate, who can vote

d. Beneficial owner: who has the economic interest

e. HYPO: The Board of C Corp sets the annual meeting date for July 7 and sets June 6 as the record date. On June 25, Sally sells her C Corp. shares to Buyer.  Who votes the shares at the C Corp. annual meeting — Sally or Buyer?
i. Sally is the record owner, because she hadn’t sold the shares before the record date, so Buyer didn’t make the record date “cutoff” – Buyer is now the “beneficial owner” because they have economic interest, but they can’t vote shares because they are not the record owner on the record date – Buyer is going to want to be granted a proxy to vote those shares
G. Action by Written Consent

a. MBCA §7.04(a): all shareholders must provide UNANIMOUS written consent to take an action without a meeting

b. California §603: need ABSOLUTE MAJORITY of shareholders to provide written consent (so 501 yes votes out of 1000) ( BUT if you are electing a director, you need unanimous written consent 

H. Shareholder’s Inspection Rights

a. What information does a shareholder have a right to inspect just by virtue of being a shareholder?

i. MBCA 16.01: Articles of Incorporations, bylaws

b. If the shareholder wants to examine financial statements, accounting records, excerpts of minutes from any meeting, or shareholder list the shareholder has the burden of showing a PROPER PURPOSE.

i. Proper Purpose = Purpose reasonably related to a person’s interest as SH and is NOT harmful to the corporation or other shareholders

c. In LAMPERS v. Hershey Company, Hershey was getting cocoa from areas with pervasive child labor.  Plaintiff sues to in order to gain access to Hershey’s records to determine whether mismanagement was occurring.  Court held that in order to inspect a corporation’s documents, the plaintiff must show a reasonable inference of possible wrongdoing ( don’t need to prove wrongdoing, just need to show a possibility of wrongdoing.  
d. In Hoepner v. Wachovia Corp., Mr. Hoepner (vice chairman of SunTrust and owner of 280 Wachovia shares) submits a letter to Wachovia demanding the right to inspect and copy Wachovia records/documents – specifically, he wants the shareholder list.  Wachovia argues that Mr. Hoepner’s intent to share information shows his demand is not made in good faith and for a proper purpose as required by the MBCA.  Mr. Hoepner has an independent interest in the information and has met the required qualifications under the MBCA – the court allows Hoepner to inspect the list; he is acting in good faith because he was honest to Wachovia in why he wanted the shares.
i. Under DGCL 220(c), to get access to the shareholder list, the burden of proof is on the defendant to show that the purpose is not proper – protects the shareholder’s rights, and by allocating the burden of proof to the corporation, the cost is on the corporation, not the shareholder
ii. For other demands, the burden is on the shareholder.
I. Federal Proxy Rules ( ONLY APPLY IF PUBLICLY TRADED COMPANY (aka “reporting company -- if the facts show that the company’s shares are traded on the NYSE it is a publicly trading company and you are subject to mandatory reporting regulations)
a. Form 10-K: annual report that contains a comprehensive discussion of the company and the financial and operational results of the prior year 

b. Form 10-Q: less comprehensive, quarterly reports

c. Form 8-K: filed after the occurrence of certain significant events

d. How do investors make sure they are getting accurate disclosure? The SEC has an antifraud provision – if you suspect the company has omitted false or misleading proxy statements, you are allowed to sue – this encourages management to fulfill their obligations

e. Rule 14a-8: allows a shareholder (who meets certain requirements) to submit one proposal per year; this proposal is a recommendation for the company and its board to take action
IX. Fiduciary Duties: Duty of Care and Business Judgment Rule

A. Duty of Care
a. Directors owe a fiduciary duty of care to the corporation.  
i. The duty of care requires directors to act in a manner that they reasonably believe to be in the best interest of the corporation.
ii. Directors have a fiduciary duty of CARE to inform themselves in preparation for a decision – no protection for directors who make unintelligent or unadvised judgments.
iii. If you have a number of directors who are skeptical about something, you should advise the CEO to postpone the vote and during the interim, have informal discussion 
iv. Must have functioning management in place and adequate function of internal information in place – no director can choose to ignore signs of serious problems in the company
b. Under the BUSINESS JUDGMENT RULE, the court presumes that the board of directors acted on an informed basis in good faith, and in the best interest of the company. 

i. Courts use the business judgment rule because they don’t want plaintiffs asking the court to make business decisions that they are not in the position to make.  The court has only scarce resources and does not want to waste these resources on making decisions for the corporation.   

ii. The board can’t guarantee every business decision is going to be successful, but the corporation has to take risks in order to be successful, and the court doesn’t want to penalize the corporation for this.   

iii. If you are the plaintiff, you can overcome the presumption of the business judgment rule if you can show fraud, illegality, or conflict of interest.
c. More deferential ( In Shlensky v. Wrigley, the plaintiff is a minority stockholder of the defendant corporation, Chicago Cubs Baseball Team.  The plaintiff brings a shareholder derivative action against the directors, claiming that the board is mismanaging corporate assets by failing to install lights and including night baseball games in the schedule.  The plaintiff claims that this is causing the company a financial loss, and fears that it is making the shares decrease in value.  The court here says that the board’s decision will be given great deference if it was motivated by a valid business purchase.  There was evidence that the board was concerned about the effect of night games on the surrounding neighborhood, and so the court holds that the decision not to play night games was the result of a legitimate business conclusion.  After this case, the plaintiff’s options are to (1) sell their shares or (2) elect a new board of directors. 
d. Less deferential ( In Smith v. Van Gorkom, the CEO engaged in negotiations to sell Trans Union to Pritzker for $55/share.  The rest of the board was not aware of the negotiations until they attended a 2-hour board meeting, at which they approved the sale.  The shareholders bring a suit against the directors for breach of the duty of care because the directors failed to inform themselves of the facts of the merger prior to approving it.  Here, the court applies a gross negligence standard to determine whether the board breached its duty of care.  The court holds that the Board did NOT reach an informed business judgment in voting to sell the company for $55/share because (1) directors did not inform themselves as to Van Gorkom’s role in forcing the sale of the company and in establishing the purchase price; (2) uninformed to the intrinsic value of the company; (3) grossly negligent in approving the sale upon two hours’ consideration, without prior notice and without any crisis/emergency.  The court is likely more deferential here because a merger is a fundamental change that cannot be easily reversed.  In comparison with the court’s more deferential treatment in Shlensky, where putting up lights is less permanent and the lights could easily be taken down.  
i. However, the dissent argues that the board of directors was “highly qualified” to make an informed business judgment under the business judgment rule, and should not be liable.  
B. Raincoat Protection offered by Delaware §102(b)(7)
a. Under Delaware §102(b)(7), your certificate can include a provision that eliminates a DIRECTOR’S liability to shareholders for breach of a fiduciary duty of care BUT you cannot eliminate personal liability for breach of the duty of loyalty; acts or omissions not in good faith; intentional misconduct; or known violation of the law or if the director derives an improper personal benefit.
i. This is referred to as the “raincoat” protection, and California also has a similar statute.
b. §102(b)(7) is an opt-in approach, raincoat has to be in your Articles ( through an amendment approved by the board and majority of shareholders entitled to vote (because it is a fundamental change)
c. In order to get around the raincoat and bring a claim against the directors for personal liability, the plaintiff must show that the directors conduct was so extreme, that it reflected a lack of good faith.

X. Fiduciary Duties: Duty of Loyalty and Standard of Entire Fairness
· NEED GENERAL DEFINITION OF BREACH OF DUTY OF LOYALTY
A. Corporate Opportunity Doctrine
a. The corporate opportunity doctrine holds officers or directors liable if usurp a profitable transaction from the corporation.
b. The corporate opportunity doctrine is a matter of internal affairs, so in order to determine whether an officer or director is liable you must apply the law of the state where the corporation is incorporated.  
c. There are two tests for corporate opportunity: (1) the Delaware “Line of Business” test or (2) the ALI test.  Under both tests, you have to determine whether a business opportunity is an opportunity that belongs to the corporation.  
d. Under the Delaware “Line of Business” test, if a business opportunity is presented to an officer/director which the corporation is financially able to undertake, in the line of the corporation’s business and is of practical advantage, the law will not permit the officer/director to seize the opportunity for himself.
i. Even though disclosure is not required in Delaware, counsel should still recommend that the officer/director disclose it to the board to prevent any issues in the future. 
ii. In Brewer v. Insight Technology, Inc., the court held that Brewer DID usurp the Insight Tech’s corporate opportunity because (1) the businesses were in competition; (2) IT was financially able to undertake the new opportunity and would have benefitted from the merger; and (3) Brewer breached a fiduciary duty of loyalty by engaging in direct competition with the corporation’s business.
e. Under the ALI test, the financial ability of the corporation to take advantage of the opportunity is IRRELEVANT.  Even if the business is financially distressed, the director still owes a fiduciary duty to the business, and the corporation may still be able to find a way to finance the opportunity.  

i. In Northeast Harbor Golf Club, Inc. v. Harris, rejected the Delaware “line of business test” because (1) it is difficult to determine whether a particular activity is within a corporation’s line of business and (2) it is difficult to determine the financial ability of the corporation to take advantage.  
ii. Instead, the court applies the ALI test, which strictly requires full disclosure to the board of directors prior to taking advantage of any corporate opportunity, which is closely related to a business in which the corporation is engaged in.  Once the company has had the chance to accept/reject the opportunity and if the board then chooses not to accept the opportunity, then it is up for grabs. 
B. Self-Dealing
a. Overview: 

i. Self-dealing transactions occur when a person enters into an agreement with a corporation that they are a director or shareholder of.  In order to not be liable for self-dealing, the interested director/shareholder has the burden of proving that the transaction was fair to the corporation.  If the transaction was fair to the corporation at the point in time it was entered in to, the transaction will be valid and enforceable. 
b. Standard of Entire Fairness in DELAWARE
i. The standard of entire fairness is a totality of the circumstances analysis.  In HMG/Courtland Properties, Inc. v. Gray, the DELAWARE court applied the standard of entire fairness.  The court held that when a director is on both sides of a transaction, the director has the burden to show the entire fairness of the deal through (1) fair price and (2) fair dealing. 
c. Cleansing the Self-Dealing Transaction

i. If a transaction does involve an interested director/shareholder, it may still be a valid transaction if it is approved under the cleansing statutes.  For example, in Shapiro v. Greenfield, the Maryland court held that a self-dealing transaction would be valid if it was approved by a majority of disinterested directors.  
ii. Under CA § 310(a)(1), a self-dealing transaction is not void if a majority of the disinterested shareholders approve.  This requires that 

1. The material facts of the transaction and of the director’s interest are fully disclosed to the shareholders

2. Shareholders vote in good faith

3. AND the transaction is approved by a majority of disinterested shares, meaning the “interested” director’s shares are excluded.
4. There is no requirement that transaction be FAIR to corporation at the time the transaction was approved.

iii. Under CA § 310(a)(2), a self-dealing transaction is not void if a majority of disinterested directors approve.  This requires that
1. The material facts of the transaction and of the director’s interest are fully disclosed to the board of directors
2. The board approves of the transaction in good faith by a vote sufficient without counting the vote of any interested director
3. The transaction is fair and reasonable to the corporation at the time of authorization
4. NOTE: You can count interested director for quorum to have a valid meeting, but the vote of the interested director cannot count towards cleansings
iv. CA § 310(a)(3): Entire Fairness
1. Under the entire fairness standard, the burden of proof is on “interested party” to show fair price and fair dealing.   
2. If not approved by either of the above, person asserting the validity has burden to show transaction was just and reasonable at the time of authorization 
a. Fair Dealing: How was the transaction initiated, structured, negotiated, etc.
3. Fair Price: Evaluates assets, market value, earnings, future prospects. Would the corporation received a fair price—would it have taken the deal or would it have bargained for a better price had it been privy to all the material facts?
v. CLEANSING HYPOS:
1. HYPO #1:

a. Assume the following:

i. 7 person Board of Directors

ii. 4 directors present at duly noticed Board meeting (only 1 interested director is present)
iii. After lengthy discussion, the Board votes on a proposed interested director transaction as follows: YES = 3 disinterested directors; NO = 0; ABSTAIN = 1 interested director
b. Has this self-dealing transaction been cleansed under the terms of California §310?
i. Transaction has to be approved by the board in order for it to be binding
ii. It will be binding UNLESS the transaction can be set aside based on the interest of the self-dealing director (this is when you look at 310)
iii. Is there a quorum present? Yes, 4 is a majority of the 7; in order to have valid board action, there must be a majority of those present (3/4)
iv. YES, there is a cleansing vote – yes votes 

2. HYPO #2: 
a. Assume the following:

i. 7 person Board of Directors

ii. 4 directors present at Board meeting (only 1 interested director is present)

iii. The Board votes as follows: YES = 3 directors (2 disinterested and 1 interested); NO = 1 disinterested director

b. Has this self-dealing transaction been cleansed under the terms of California §310?

i. There is a bare quorum – 4/7 directors show up

ii. The transaction has been approved by the board because the yes votes are a majority of the directors present

iii. BUT – the transaction is still subject to being cancelled

1. If we apply §310(a)(2), it would not be cleansed because interested director votes don’t count and you don’t have a sufficient majority without the third yes vote

iv. So now, the transaction is not AUTOMATICALLY voided, but instead, the court will determine whether or not the transaction is fair to the corporation 

1. Burden of showing fairness is on the interested director (shifting burden of proof standard)

3. HYPO #3: Assume that Propp, Aggey and Capel have incorporated their business, PAC Surfboard Inc., as a California Corporation and these three individuals are the sole shareholders, with each owning one-third of the company’s outstanding stock. Further assume a 3-person Board of Directors and that Propp, Aggey and Capel are the three directors.  At a duly noticed Board meeting, 2 directors (Propp and Aggey) attend -- one of whom is interested and one of whom is disinterested.  Following discussion, the Board approves a proposed interested director transaction by a 2-0 vote.  Has this transaction been cleansed under the terms of California §310?
a. Is there a validly approved contract?
i. Yes, quorum is present (2/3)
ii. Yes, valid board action (2-0)
b. Is the vote sufficient to cleanse the transaction? 
i. No, interested director vote doesn’t count
c. Capel would sue when he gets back, but the court would have to consider if the transaction was fair to the corporation and the interested director would have the burden of proof
4. HYPO #4: Assume that Propp, Aggey and Capel have incorporated their business, PAC Surfboard Inc., as a California Corporation and these three individuals are the sole shareholders, with each owning one-third of the company’s outstanding stock. Further assume a 3-person Board of Directors and that Propp, Aggey and Capel are the three directors.  All 3 directors attend a duly noticed Board meeting, and assume 2 directors (Propp and Aggey) are personally interested in the proposed transaction.  Following a heated discussion, the Board votes 2-1 to approve this interested director transaction, with Propp and Aggey voting to approve the proposed transaction and Capel voting against.
a. Has the transaction been approved by valid board action?
i. Yes, 2/3 majority 
b. Has this transaction been cleansed under the terms of California §310?
i. No, interested director votes don’t count
ii. Court determines whether the transaction was fair to the corporation; Propp and Aggey have the burden of proof 
5. HYPO #5: Assume that Propp, Aggey and Capel have incorporated their business, PAC Surfboard Inc., as a California Corporation and these three individuals are the sole shareholders, with each owning one-third of the company’s outstanding stock. Further assume a 3-person Board of Directors and that Propp, Aggey and Capel are the three directors.  All 3 directors attend a duly noticed Board meeting, and assume 2 directors (Propp and Aggey) are personally interested in the proposed transaction.  Following a heated discussion, the transaction is unanimously approved by all 3 shareholders.
a. Has this transaction been cleansed under the terms of California §310?
i. If Capel votes all of his shares, yes
ii. No requirement that the transaction be fair to the corporation – only litigation is whether there is a valid vote; full and adequate disclosure
iii. Why eliminate the transaction on fairness grounds? Trying to protect the shareholder’s interest 
iv. Most likely that it will be valid and enforceable 
C. Shareholder Derivative Actions
a. Overview:

i. In cases where the board’s decision-making abilities are compromised, the shareholders can file a derivative action.  A shareholder derivative action is a lawsuit filed on the corporation’s behalf to redress harm.  Under a derivative action, any recovery must go to the corporation – NOT the shareholders.  

ii. Often times, derivative actions are filed for breach of fiduciary duty because the board owes their duties to the corporation.  

iii. Who can bring a shareholder derivative action?

1. Individual must have been a shareholder at the time conduct occurred and hold stock at the time of litigation and until the litigation concludes.

iv. If plaintiff loses the case, the plaintiff’s options are to (1) sell their shares or (2) elect a new board of directors.
v. The shareholder filing a derivative must make a demand to the board of directors to pursue litigation because the board is the manager of the business affairs of the company and should be the entity that makes that decision.

vi. If the board refuses the plaintiff’s demand, the plaintiff must show that the refusal was wrongful in order to move forward.  Refusal is wrongful if it is not a valid exercise of the board’s business judgment.  

vii. If you DON’T MAKE a demand to the board because the demand is futile, the demand may be excused if the plaintiff can show a reasonable doubt as to whether a majority of the directors could have exercised independent and disinterested business judgment in responding to a demand.  

1. In Beam v. Stewart, the shareholder does not make a demand to the board and argues that any demand would be futile because the board is incapable of acting independently and disinterestedly.  Here, the court had to determine whether the directors were dominated in such a way that they could not make decisions that best interest the corporation.  
a. Footnote 50 on page 487 discusses the difference between a disinterested director and an independent director

b. Question of whether the director is dominated in such a way that the director can’t make decisions that best interest the corporation

b. Special Litigations Committees:

i. A special litigation committee may be used as a response to the shareholder derivative suit.  The shareholder committee is designed to investigate the lawsuit and determine how to approach it.  The benefit of having a special litigation is to ensure the plaintiff’s allegations have been properly investigated by trustworthy people.

ii. Jurisdictions differ on the amount of deference given to special litigation committees.  In the PSE&G case, the court discusses the different standards that jurisdictions apply.

1. Delaware law holds that deference to the business judgment rule depends on whether demand is required or excused.  

a. If demand is required, the business judgment rule applies.  

b. If demand is excused, the plaintiff proceeds with the lawsuit and the corporation has the burden to demonstrate that the special litigation committee is entitled to business judgment rule.  If the corporation meets this burden, then the court applies its own business judgment to determine whether to allow the suit to proceed or be terminated.  
c. Public policy in favor of this is supporting the shareholder’s interests because it is determining whether the shareholders get their day in court.
2. New York law is the most conservative and deferential to special litigation committees.  It applies a single standard of review, which only allows the court to review the independence and disinterestedness of the committee.

3. The PSE&G court applies North Carolina and Massachusetts law, which place the burden of proof on the special litigation committee to show that the committee is entitled to the business judgment rule.   The court thinks that it makes sense to place burden on the corporation because management possesses the relevant information and facts related to the derivative litigation. 
a. Small difference is that in Massachusetts, the court must then determine whether the special litigation committee has made a “reasonable” decision to dismiss shareholder derivative action using ALI factors.  This leaves a role for the court so that the shareholder’s interests are protected. 
4. New Jersey courts apply a modified business judgment approach, where plaintiffs are entitled to discovery on the issues of the committee’s disinterestedness, good faith, due care in its investigation and the reasonableness of its decision.  Here, the role of the court is to not second-guess the litigation committee.
c. Waste

i. In order to satisfy the “waste test”, an exchange must be so one sided that no reasonable business person would conclude that the corporation received adequate consideration.  

ii. In Brehm v. Eisner, Ovitz was hired as the President of Walt Disney Co.  When hiring Ovitz, the board granted him a non-fault termination provision in his contract, which would give Ovitz a very large severance package if he ever left the company.  Shareholders (plaintiffs) brought a derivative action against Disney’s directors (defendants), claiming that the board breached its fiduciary duty of care and committed waste by approving the employment agreement without properly informing itself of the cost of the non-fault termination provision.  Court said that the decision to pay Ovitz a large sum of money to attract him to the position was a matter of business judgment.

d. NOTE on Stock Options:

i. The stock options incentivize you to work hard, so that the stock price goes up; when the stock option increases, you can make money because you get the difference between what you paid for originally and the price it is at now
1. Note: Small, start-up companies often pay stock options because they don’t have enough capital to pay salaries  
D. Failure to Monitor and Duty of Good Faith

a. The board of directors must regularly exercise a good faith effort to have a reporting system with regard to the corporation’s ordinary operations.
b. There is not a separate duty of good faith, but there could be certain facts where there are so many red flags that a failure to monitor is essentially a breach of fiduciary duty of loyalty.  
c. Publicly traded company example ( In Stone v. Ritter, the plaintiffs file a shareholder derivative suit, claiming that the directors breached their duty of good faith because they failed to provide proper oversight.  In order to show that the board failed their obligation to exercise adequate oversight the plaintiff must show that the board either (1) utterly failed to implement a system; (2) had a system in place, but consciously disregarded to monitor or oversee operations; or (3) had knowledge of the improper system, but failed to do anything about it.  Here, the directors created a reporting system designed for directors to periodically monitor AmSouth’s compliance.  Thus, the court held that the directors were not liable under a breach of fiduciary duty.
d. Closely held company example ( In ATR Kim Eng Financial Corp v. Araneta, the two shareholders have a falling out, and the plaintiff alleges that defendant violated his fiduciary duty of loyalty for self-dealing.  The plaintiff also claims that the other two directors were jointly and severally liable for this harm because they failed to monitor the defendant and prevent his self-dealing.  The court held that directors breach their fiduciary duties when they fail to monitor self-dealing by other directors – even if they did not participate in or benefit from the self-dealing.  Here, the directors were held jointly and severally liable because they failed to hold board meetings and knowingly disregarded their responsibility to create a system of internal monitoring.
XI. Role of the Shareholder in Closely Held Corporations
A. What is a Closely Held Corporation?

a. California 158: A close corporation is a corporation whose articles contain a provision that all of the corporation’s issued shares of all classes shall be held by not more than 35 people; and your articles include a statement saying that it is a closed corporation
B. Mechanics of Shareholder Voting

a. Normally, shareholders make money by (1) receiving a dividend or (2) selling their shares – also referred to as capital appreciation.

i. However, in a closely held corporation, there is no market to dispose of your shares, so there is no liquidity for your investment.  It is up to the board’s discretion to decide whether to give a dividend, so a shareholder would want to have representation on the board in order to monitor the board’s day-to-day operations/decisions.

b. In McQuade v. Stoneham, 3 officers make an agreement, but there is a falling out and McQuade sues.  The court holds that the agreement is void because shareholders cannot have agreements that limit the board of directors.  Directors owe a fiduciary duty to act in the best interest of the company, and this supersedes any agreement.  This decision protects the interests of the shareholders who were not a party to the agreement because shareholders expect the board is going to act in the best interest of the corporation.
c. In Clark v. Dodge, the court found that the contract between 2 shareholders in a closely held corporation is valid and enforceable because there was no harm to the shareholders and there was no more than a slight deviation from the corporate norm. 
d. In Lehrman v. Cohen, the 4 member board of directors created a 3rd class of stock to elect a 5th director to avoid deadlock between the directors.  The court upheld this creation and allowed the company to have a tie-breaking director to prevent deadlock. 
e. A pooling agreement is a contractual arrangement, where shareholders agree that their shares will be voted as a unit.  
i. In Barnum v. Ringling Brothers, the Supreme Court upheld the pooling agreement, and held that it is valid and enforceable, and does not violate public policy. There was an annual stockholder meeting, in which the purpose was to elect the entire board of 7 directors.  At the time of the meeting, the corporation had outstanding 1000 shares of capital stock held as follows: 315 by Edith; 315 by Aubrey; and 370 by John.  Edith and Aubrey enter into an agreement and agree to combine their shares and agree on how to vote their shares.  Aubrey and Edith could vote their shares cumulatively, so by combining their shares, they can elect the majority of the board (5/7 of the board).  Mr. Loos was the attorney for both parties and advised them with respect to their voting rights.  Before the 1946 meeting, they discussed with Mr. Loos how to vote for directors – they were in agreement that Edith would elect herself and her son and Aubrey would elect herself and her husband but they could not agree on a 5th director.  Since they couldn’t agree on a 5th director, Mr. Loos was supposed to arbitrate the disagreement and direct the ladies on how to cast their votes, but Aubrey does not vote in concurrence with Mr. Loos’ directions.
i. Cumulative voting review: 

1. How do we decide on how to elect the 315 shares? 

a. 315 shares times 7 directors = 2205 votes 

b. North has 370 shares (370 x 7 = 2590)

ii. The Vice Chancellor determined that the agreement to vote was valid as a “stock pooling agreement” with lawful objects and purposes, and that it was not in violation of any public policy of this state; court said Edith has the ability to vote the shares of Hayley through an implied proxy.  HERE, the Supreme Court holds the agreement is valid and enforceable, and does not violate public policy.  Also holds that Hayley breached the agreement.  BUT, the Supreme Court reverses the remedy granting the implied proxy.  Instead, the court rejects Hayley’s votes and elects the people Edith and John voted for, but not who Hayley voted for.  

iii. This dispute illustrates the inherent limitations of what you can accomplish through a pooling agreement.  Pooling agreement cannot dictate what Hayley’s candidates are going to do once they get elected.  
1. How can this problem be fixed in the future – how do you make the pooling agreement self-enforcing?
a. You create the proxy and make it irrevocable (need to make the proxy in writing and coupled with an interest – §7.22) and you would give it to the willing party (Edith) or you could give it to the arbitrator, who would vote the shares in accordance with the arbitrator’s instructions.
C. Shareholder Agreements
a. California 186: “Shareholders’ agreement” means a written agreement signed by all of the shareholders of a close corporation, and can include provisions in subdivision (b) of Section 300.
b. In Galler v. Galler, Benjamin and Isadore Galler were brothers and equal partners in the Galler Drug Company.  In 1954, the brothers entered into an agreement to prepare finanial protection of immediate families and give equal control of the coporation in the case that either brother died; also said that the shareholders would cast their votes for Isadore, Rose, Benjamin, and Emma as directors.  In the event that either brother died, his wife would have the right to nominate a director in place.  In 1955, Benjamin had a stroke – while he was in the hospital, Isadore, his accountant and two attorneys went to him and asked him for the power of attorney to authorize (1) transfer of Benjamin’s bank account to Emma and (2) enabled Emma to vote his shares.  Benjamin died in December 1957.  There was some evidence that Isadore, Rose and their son tried to have these agreements destroyed.  Defendants decided prior to Benjamin’s death that they would not honor these agreements.  When Emma presented Benjamin’s stock certificates to the defendants to transfer the certificates into her name, the defendants tried to convince Emma to abandon the agreement.  Emma refused, but agreed to let Aaron become the president of GDC for one year without interference in exchange for Aaron reissuing Benjamin’s stock in Emma’s name.  Emma tried to arrange a meeting with Isadore to discuss business matters, but he refused to see her.  After Benjamin died, Emma demanded enforcement of the terms of the agreement guaranteeing her equal control, dividends each year, and a continuation of Benjamin’s salary.  Aaron offered to modify the agreement, but Emma refused and again tried to demand enforcement of the terms.  The defendants refused and Emma brought suit.  
i. Court’s analysis of the agreement terms:

1. Term #1: Shareholders are allowed to amend bylaws

a. Under 10.20, the initial bylaws are adopted by the initial board of directors, and afterwards the shareholders OR the board can amend/repeal the bylaws 

b. Does this term violate the rule of McQuade? No, because 

2. Term #2: Shareholders will cast their vote for 4 people, and they can enter into an agreement to vote for the directors

a. This is a pooling agreement, and it doesn’t violate McQuade

3. Term #3: If a brother dies, his widow can nominate a director to fill the vacancy

a. §8.10: The board or shareholders can fill a vacancy on the board

b. So, this does not violate McQuade

4. Term #4: Certain annual distributions are to be paid to shareholders (want to provide for the family)

a. The board determines whether any distributions get paid, because the board manages the affairs of the corporation

b. So, this DOES violate McQuade because it removes the board’s discretion 

c. So can we enforce this provision under Clark v. Dodge? (depends on whether this provision causes more than a slight impingement on the board of directors) 

i. Court determines that the provision is enforceable because it was fair to the parties of the agreement – relies on the facts that there were enough provisions to protect the creditors (worry about distributions/dividends because we fear there is not enough money to pay back creditors – here, we don’t have that worry)

5. Term #5: Restriction on the ability of the Galler brothers to transfer their shares

a. This is a valid form of stock transfer restriction 

6. Term #6: Salary continuation provision, which gives the widow the husband’s salary over 5 years 

a. This does violate McQuade, because the board determines whether they are going to make payments

b. BUT, it is enforceable after we apply Clark v. Dodge because the shareholders agreed and there is not more than a slight impingement 

c. Other argument over this is a claim for ultra vires (waste) because the widow is not contributing for the salary ( But there is a legitimate purpose, so we are not concerned with the waste argument

7. 7th issue: No specific duration of the agreement

a. Court said that the agreement ends when the first of the brothers dies because the agreement has fulfilled its purposes 

8. Public Policy discussion:

a. Court defines a closed corporation in which the stock is held in a few hands, or in a few families, where it is not at all bought/sold; shares have no liquidity 

b. Closely held corporations are at the hand of management 

c. Different public policy for closely held corporations compared to publicly traded companies 

d. Court wants the legislature to create a statutory solution to determine whether or not they should enforce the shareholder agreement
c. In Zion v. Kurtz, Zion and Kurtz entered into a shareholders’ agreement, which provided that the company would not engage in any business or activities without the consent of the holders of the Class A shareholders. The board of directors approved two agreements over Zion’s objection.  Zion brought suit for breach of contract.  In a Delaware 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 close corporation statute have not been taken.  The majority makes a public policy argument that Kurtz would get a windfall if they didn’t use their inherent equitable powers to apply the estoppel doctrine because Kurtz agreed to the agreement with his eyes open and he failed to complete his job of putting the close corporation in the Articles.  However, the dissent argues that if the company fails to to put the phrase “close corporation” in the articles, people won’t know what type of company they are dealing with.  
D. Stock Transfer Restrictions
a. Often stock transfer restrictions are in the articles, but they can also be found in bylaws or shareholder agreements. 

b. In Ling & Co. v. Trinity Savings & Loan Assn., the court held that stock transfer restrictions are allowed if (1) the restriction is made conspicuous on the stock certificate and (2) the restriction is reasonable.  As a public policy matter, shareholders should be notified of the restrictions because it may influence whether or not they purchase the stock.  
c. In Harrison v. NetCentric Corp., the plaintiff argues that the corporation terminated him in order to repurchase his unvested shares.  The court held that the Delaware does not recognize the broad fiduciary duty of utmost good faith and loyalty.  Further, the court held that there was not a breach of good faith/fear dealing because defendants did not deprive the plaintiff of any income that he was entitled to ( the compensation from unvested stocks was contingent on his continued employment.  
d. In Henry v. Phixios Holdings, Inc., the court held that if the person did not have actual knowledge of the stock transfer restriction, the restriction will be enforceable if the party has reasonable notice of the terms of the agreement and manifests assent to those terms.  
i. If Henry did not have actual knowledge, the stock restriction may still be enforceable if (1) it is noted conspicuously on the certificate; OR (2) the person had actual knowledge; or (3) the stockholder consents by agreement.   The court held that Henry did not have actual knowledge of the restrictions based on the company witness’s inconsistent testimony.  Further, the court held that Henry did not assent to the stock transfer restrictions because he did not have reasonable notice of the terms and he did not have notice that he was modifying his legal rights.  The court holds that Henry’s stock was revoked invalidly and Henry remains a stockholder of Phixios.  

E. Fiduciary Duties of Shareholders
a. Overview:

i. If you are a director or an officer, under corporate law you are subject to fiduciary duties of care and loyalty simply by accepting the position.  

ii. If you are a director and you own shares, you can do whatever you want with your shares because they are your property.
b. In Fought v. Morris, the court held that in a close corporation, the majority’s actions must be intrinsically fair to the minority interest.  The shareholders owe each other the same fiduciary duty of utmost trust that is required in partnerships.  Morris’s intent to purchase all of Peyton’s shares was to “freeze out” Fought and take control of the corporation as the majority shareholder.  The court held that Morris breached his fiduciary duty and the stock redemption agreement by excluding Fought from the purchase of Peyton’s shares.
c. In Sinclair Oil Corp, the court holds that the intrinsic fairness test applies when the fiduciary duty is accompanied by a self-dealing situation when a parent is on both sides of a transaction with its subsidiary and the parent uses its control to cause its subsidiary to act in a way that the parent benefits and this excludes the minority shareholders.  If intrinsic fairness applies, the court must look at fair price and fair dealing.  If the intrinsic fairness does not apply, the business judgment rule is applied.  
a. MBCA §14.30: A shareholder may petition for judicial dissolution if there is (1) deadlock or (2) fraud/illegal activities.  
b. If there is deadlock, the holdover directors will remain until the new directors are validly elected.     
c. In Gearing v. Kelly, one of the directors intentionally avoided the meeting to prevent a quorum from assembling.  The director sues to set aside the election of the new director because there was not a quorum or a majority. The majority holds that the director is estopped from complaining about the election because the lack of quorum was caused by Meachum intentionally refusing to attend the stockholders’ meeting, when her fiduciary duty was to attend the meeting.  The dissent argues that the election was invalid because there was not a proper quorum.  
d. In In re Radom and Neidorff, the sole stockholders were originally David Radom and Henry Neidorff, who each owned 50% of the shares.  After Henry died, his stock went to his wife, Anna.  David is petitioning for dissolution of the corporation because he claims that Anna has refused sign salary checks, and there is deadlock between the two over who to elect as a director.  The court held that the test for dissolution is whether the deadlock threatens the economic operations of the corporations. The court denied the dissolution because the corporation’s profits had increased, and David’s failure to receive a salary did not frustrate the corporation’s business and could be remedied by other methods.  
e. Oppression:
i. More modernly, individuals bring claims for dissolution based on oppression.  However, if the court does not order dissolution, the plaintiffs can seek a buyout.
ii. In Kirakides, the Supreme Court applied the majority conduct test, and asks whether the conduct of the majority shareholder rises to oppression.  The court held that the classic “squeeze out” was shown in this case, and it DID rise to the level of oppression.
1. Indicators of a squeeze out include: termination of a minority shareholder’s employment, the refusal to declare dividends, the removal of a minority shareholder from a position of management and directing the corporate earnings to the majority shareholder through increased compensation 
B. Buy-Sell Agreements

a. In lieu of suing for breach of fiduciary duty or dissolution, the board should plan ahead and make use of a buy-sell agreement.

a. The buy-sell agreement creates a binding duty for the corporation to buy out the shares of whoever triggers the buy-sell agreement.  

b. The general notion is that the best time to enter into a buy-sell agreement is at the outset of establishing the corporation.  They have the most powerful incentive at this time create terms that are fair to everyone because nobody knows how the business will work and who will need to take advantage of the buy-sell agreement first. 

c. The two biggest issues are (1) what is going to trigger the buy-sell and (2) what is going to be paid.

i. Death is usually the most common trigger of the buy-sell agreement (Galler case)

ii. How do you determine the value of the corporation at the time of the buy-sell agreement?

1. One way is book value – however, the value of the company could highly increase or decrease in the future 

2. Sometimes people choose a random number and revisit it periodically – but this is a terrible idea because people forget to revisit it 

3. Most often, people get the business appraised at the date that the buy-sell agreement gets triggered – but then there is a question of which expert you choose 
XII. Insider Trading and Securities Fraud 

A. Elements of Rule 10b-5
a. In order to succeed in a cause of action under Rule 10b-5, the plaintiff must satisfy the following 7 elements: (1) proper jurisdiction; (2) the plaintiff is either an actual buyer/seller or the SEC; (3) scienter requirement; (4) material fact; (5) reliance; (6) suffer from conduct that gives rise to a violation under Rule 10b-5; and (7) suffer damages through economic loss. 

b. Jurisdiction
i. It is unlawful for any person to “use of any means or instrumentality of interstate commerce” to defraud.
ii. In Dupuy v. Dupuy, the court held that intrastate phone calls negotiating the sale of stock DID confer federal jurisdiction.
c. Who can sue for Rule 10b-5 violations?
i. There are only two possible categories of plaintiffs that give standing to sue under Rule 10b-5 and those are (1) actual buyers or sellers or (2) the SEC.

d. Scienter Requirement 
i. Fraud is an intentional tort, so the for the defendant to be liable they must act with scienter, which is intent to deceive, manipulate, or defraud.

ii. Negligence by itself is not enough.

iii. Gross recklessness is in between negligence and scienter, but the Supreme Court has not yet given us a definitive answer on this.  

e. Material Fact
i. (“Hard information”) Backward looking situations ( An omitted fact is material if there is a substantial likelihood that a reasonable shareholder would consider it important in deciding how to vote.

ii. (“Soft information”) Forward looking situations ( you will apply a balancing test, which considers considers the probability of the event and the magnitude of the event
1. The higher the magnitude of the event, the more likely it is material, even if it is not highly probable.
2. Ex: the merger in Basic v. Levinson
a. In Basic v. Levinson, Basic entered into negotiations with Combustion Engineering.  Basic denied talks of a merger three times, even though the talks were going on.  The plaintiffs previously owned stock in Basic, but sold their shares after the first time Basic announced that they were not in merger negotiations.  The plaintiffs brought suit against Basic, claiming that they sold their shares based on reliance of Basic’s statements.  In order to bring a suit, the plaintiffs must establish that the ongoing merger negotiation statements are material facts.  
f. Reliance and Causation
i. Reliance provides a causal connection between the defendant’s misrepresentations and a plaintiff’s injury.
1. However, plaintiffs can rebut this by showing there is NOT a link between the misrepresentation and the price paid or received by the plaintiff. (example – if defendants could show that plaintiffs knew about the merger, the causation link would be broken)
2. Actual reliance ( much easier to establish actual reliance if it is a face-to-face transaction

ii. Transaction Causation ( In Basic, Inc. v. Levinson, the Supreme Court accepted the “fraud on the market theory,” which is the idea that any public information is reflected in the stock’s trading price and if misleading information is put out there it will defraud people, even if people didn’t actually rely on it.  

1. The company (?) has the burden of rebutting the presumption of reliance, and they can do this by showing that the investors’ decision to buy/sell was based on some other reason.  
iii. Loss Causation ( In Dura Pharmaceuticals, Inc. v. Broudo, the Supreme Court established that the plaintiff must prove that the defendant’s misrepresentation (or other fraudulent conduct) proximately caused plaintiff’s economic loss 
g. Conduct that gives rise to a violation of Rule 10b-5
i. Fraud: failure to disclose material facts or misrepresentation of material facts
ii. Classical Theory of Insider Trading ( liability requires fiduciary duty 
1. In the Matter of Cady, Roberts & Co. ( Directors approved a dividend and sent info to NYSE by telegram at 11:00, but info did not reach the NYSE until 12:29.  Board member had broker sell his shares at 11:18.  No common law fraud here because no “misrepresentation of material facts” were made. In Cady Roberts, the court sets forth a “Duty to Disclose or Abstain” rule, which creates liability under 10b-5 ( (i) existence of a relationship giving access either directly or indirectly to information intended to be available only for a corporate purpose and not for the benefit of anyone and (ii) inherent unfairness involved where a party takes advantage of such information knowing it is unavailable to those with whom he is dealing 
2. The decision in Texas Gulf Sulphur reflects the “equivalence of information” theory for insider trading violations under Rule 10b-5.  In SEC v. Texas Gulf Sulphur, TGS began drilling in Canada and it showed favorable results, so to buy the land for as cheap as possible, they kept the results of the drilling quiet.  A TGS director and other insiders and their tippees purchased TGS stock for $18/share and on the day of the release, the stock went up to $37/share.  Court held that directors, insiders and tippees are liable under 10b-5 because they have the fiduciary duty to disclose or abstain from trading until the information has been sufficiently disseminated to the public.  Rule 10b-5 reflects Congress’s intent for all investors to have equal access to the rewards of participation in securities transactions. 
3. In Chiarella, the defendant worked at a printing company that handled the announcements of 5 corporate takeovers.  Even though the corporation’s names were concealed, the defendant figured out the names of the companies and purchased shares in the target companies before the tender offers commenced.  SEC charged him for violating Rule 10b-5.  The Supreme Court establishes that insider trading violations of Rule 10b-5 are tied to the insider’s breach of fiduciary duty or facts show some kind of relationship of trust and confidence sufficient to impose a duty to disclose.  The court rejects the “parity of information” theory set out in Texas Gulf Sulphur.  
iii. Misappropriation of Insider Trading 

1. Under the misappropriation theory, a person commits fraud when someone misappropriates confidential information in breach of a duty owed to the source of the material information.  
2. In U.S. v. O’Hagan, the defendant, O’Hagan, was a partner in the law firm that represented Grand Metropolitan PLC in its tender offer of Pillsbury common stock.  While tender offer was confidential, O’Hagan used the inside information he received through his firm to purchase call options in Pillsbury.  After the information of the tender offer became public, Pillsbury stock skyrocketed and O’Hagan sold his shares, making a profit of over $4 million.  The SEC initiated an investigation into O’Hagan’s transactions and brought charges against O’Hagan for violating Rule 10b-5 based on the misappropriation theory.  Can’t apply the classical theory of liability because O’Hagan does not owe a fiduciary duty to Pillsbury shareholders because he does not have a relationship of trust/confidence to Pillsbury shareholders because he does not work for Pillsbury and it was an anonymous trade.  Under the misappropriation theory, a person commits fraud when someone misappropriates confidential information in breach of a duty owed to the source of the material information.  Here, O’Hagan owes a duty to GrandMet, who is the source of the material information. 
a. Under the misappropriation theory, Chiarella WOULD be held liable.  
iv. Tipper-Tippee Liability 

1. In Dirks v. SEC, Dirks received information from Secrist that fraud was occurring within Equity Funding.  Dirks investigated and discussed his findings with his clients, who then sold their shares of Equity Funding.  The SEC sues Dirks for violating Rule 10b-5, based on the theory that anyone who knowingly receives nonpublic material information from an insider has a fiduciary duty to disclose before trading.  Court holds that an insider breaches their fiduciary duty if he gives the information to the tippee in order to personally benefit, directly or indirectly, from his disclosure.  Benefits include pecuniary gain, reputational benefit, or making a tip to a relative or friend.  Where the insider does not violate any fiduciary duty, the tippee cannot be deemed to violate a fiduciary duty either.   Here, Secrist is not disclosing the information for personal benefit, but is doing this to expose fraud.  Since there is no breach of fiduciary duty by the insider, there is no tippee liability.  
2. HYPO: “Tippee” overhears CEO’s conversation at a track meet and sells shares.  Does the tippee have liability under 10b-5? 
a. NO, because the insider CEO did not gain any benefit
3. HYPO: What if the tipper shares information, and the tippee does not trade?
a. There would not be any liability because under 10b-5 there has to be fraudulent buying/selling of shares
4. In Salman v. U.S., Maher (tipper) was an investment banker, who gave inside information to his brother (tippee).  His brother than gave the information to Salman (subtippee) who also traded on the information.  Salman argues that he should not be held liable because the tipper (Maher) did not receive a pecuniary benefit.  The Supreme Court held that a tippee is liable under Rule 10b-5 if the tipper breaches a fiduciary duty by making a gift of confidential information to a trading relative or friend.   The court says that liability does not require proof of the tipper receiving a pecuniary benefit.  
h. Plaintiff must suffer damages through economic loss.
B. Insider Trading under the Common Law
a. In Goodwin v. Agassiz, the plaintiff owned 700 shares of Cliff Mining Co. and sold these shares on the Boston Stock Exchange.  The president of Cliff Mining Co. purchased these shares, and had insider knowledge that the company was securing rights to land that according to a geologist’s theory were rich with copper deposits.  Plaintiff brings the lawsuit based on a breach of fiduciary duty because the defendant failed to tell the plaintiff about the geologist’s theory.  Court held that it would be an undue burden on a director of a corporation to require him to seek out the individual on the other end of each of his stock transactions to tell that individual everything that he knows about the corporation.  However, if a corporate director does seek out a particular stockholder for the purpose of buying that stockholder's shares, the director must disclose material facts within the director's knowledge that the stockholder does not know. If the director fails to do so, the transaction will be examined closely, and equity may require relief to be awarded to the stockholder.  Here, there wasa no fraud or conspiracy, and the geologist’s theory was soft, forward looking information because it had not been proven yet – not a material fact.  Defendants were under NO fiduciary duty to tell plaintiff about the information.
b. Insider Trading Hypos
i. “Good News” case. Aggey is a director of Bubba's Burritos, Inc. and in that capacity has learned that Bubba's may well be taken over by McDonald's (a fact that will make Bubba's stock rise in value). The public does not yet know this information. Maynard owns 50 shares of Bubba's and thinks the company is doing poorly. At a stockholders' meeting, she complains to Aggey and says “I wish I had never bought this stock.” Aggey then offers to purchase Maynard's 50 shares of Bubba’s stock. Maynard sells, after which the announcement of the McDonald's takeover is made. Would the Goodwin court permit suit by Maynard against Aggey?
1. NOTE: mergers increase the trading price of stock as the market speculates how much the corporation is going to be sold for 

2. Maynard has been harmed because if she had known McDonalds was going to takeover Bubba’s, she would have held onto her shares 
3. Can Maynard sue Aggey for fraud?
a. No, fraud requires misrepresentation – but here, Aggey didn’t say anything at all, so it is not fraud.   
4. However, Maynard could sue based on the fundamental unfairness because Aggey owes Maynard a duty to disclose
ii. “Bad News” case. Aggey is a director of Bubba's Burritos, Inc. and in that capacity has learned some devastating information that will cause the price of Bubba's stock to plummet. The public does not yet know this information. Chippianelli is not a Bubba's stockholder, but thinks the company is interesting. He knows Aggey socially and one day, while playing golf, asks if Aggey would sell Chippianelli some of Aggey's shares of Bubba's stock. Aggey says nothing except “O.K.” After Chippianelli buys and Bubba’s stock subsequently craters, would the Goodwin court permit suit by Chippianelli against Aggey?
1. There might be a problem because allowing Chippianelli to sue means that Aggey owes a duty to EVERYONE  
2. However, the public policy dilemma is the same as the “good news” case because there is a fundamental unfairness based on the knowledge that one party has above the other and uses it for their own gain
C. Section 16(b): Short Swing Trading
a. Section 16(b) requires certain statutory insiders to turn over any profit that they make to their company from ground-trip trading in the company’s stock.  If you buy and sell within 6 months of each other, Congress presumes that this is based on being in possession of material insider information.

b. Elements: 

a. Plaintiff must be a “reporting company.”

i. It is the company’s cause of action against the statutory insider.

ii. If the company fails to go after the statutory insider, the shareholder can sue under a derivative to recover the insider’s profit, which will then go to the company.

iii. Only considers equity securities and stock of a publicly traded company, whose shares are traded on a NYSE (different from 10b-5, which considers debt OR equity and closely held corporations in addition to this) 

b. Defendant must be a “statutory insider”:

i. Director – either at the time she bought or sold.

ii. Officer – either at the time she bought or sold.

iii. Beneficial owners of more than 10% of the company’s shares – both at the time she bought and sold

c. Defendant must have bought and sold equity securities within a rolling SIX MONTH period (“short swing trading”).

i. No fraud is required – strict liability provision, doesn’t even matter if you are completely innocent 

ii. No requirement that trading be based on defendant’s use of inside information.

d. All “profits” from such short swing trading must be returned to the corporation.

i. Calculate it in a way to prevent the plaintiff from making any profit 
c. Problem Set – Section 16(b) Liability

a. Bubba’s Burritos, Inc. is a reporting company registered under the 1934 Act with 1,000,000 shares outstanding. Maynard is not a director or an officer of Bubba’s Burritos. She buys 200,000 shares of Bubba’s at $10 a share on January 20. What is her §16(b) liability if:
i. On May 1, she sells all 200,000 shares for $30 a share?
1. Not an officer or director, so she has to be a 10% beneficial owner 
2. When she buys the shares, she doesn’t have 10%; so even though she does have 10% at the time she sells, she has no liability under 16(b)
ii. On May 1, she sells 110,000 shares for $30 a share.  On May 10, she sells the remaining 90,000 shares for $40 a share.

1. January 20 ( she doesn’t have 10%

2. May 1 ( she is over 10%, but no liability because she did not have a buy over 10% on January 20

3. May 10 ( she owns under 10% at the time of this sale, so no liability 

b. Same facts as Problem 1, except that Maynard was also a director of Bubba’s Burritos.

i. May 1 she sells 200,000 at $30/profit ( She does have liability under 16(b) because she is a director, and she made a profit because she bought it for $10/share, and sold it for $30/share so she made a profit of $20/share.  She bought and sold 200,000 shares, so 200,000 multiplied by $20/share, she would make a profit of $4 million, and she owes this $4 million to the company under 16(b). 

ii. May 1 she sells 110,000 at $30/profit ( profit is calculated the same way. $20 profit times 110,000 = $2.2 million 

iii. May 10 she sells 90,000 shares at $40/share ( Bought at $10/share and sold at $40, so she makes a profit of $30/share.  The max number you can match that she bought/sold is 90,000 shares.  90,000 multiplied by $30 = $2.7 million

iv. So on these facts, she would owe a total of $4.9 million because $2.2 million + $2.7 million 

c. Chippianelli is an officer of Bubba’s Burritos, Inc., which is registered under the 1934 Act. He owns 200,000 of the 1,000,000 outstanding shares of Bubba’s. He bought the stock two years ago for $70 a share. On January 15, Chippianelli sells 100,000 shares for $30 a share. On March 1, Chippianelli buys 110,000 shares for $20 a share. Who can sue whom for what amount under §16(b)?
i. He bought the stock two years ago, so this is outside the 6 month window

ii. BUT the January 15 and March 1 are in between the 6-month window

iii. Here, he only sold 100,000 shares so under the matching principal requires you to only look at the 100,000

XIII. Other Business Entities 
A.  Limited Liability Partnership (LLPs)

a. A limited partnership is a general partnership, where additional owners, called limited partners, invest money into the business in return for limited partnership interests.

i. Limited partnership is governed by partnership rules

ii. General partners: have managerial control and personal liability for the debts of the business

iii. Limited partners: are passive

1. Not liable for debts of business

2. Only thing that limited partners are at risk of losing is the amount that they invest

iv. Under the old UPA, limited partners would become personally liable if they participated in the management of the business.  However, there was a tension over this rule, which was expressed in the Delaney case.  

v. SO, the drafters revised this and implemented a new standard of liability for limited partners.  Under RUPA §303, if you invest as a limited partner, you are not personally liable for any debts – whether voluntary or involuntary.

b. How to Form a Limited Partnership

i. LLPs cannot be formed inadvertently because only the state has the power to grant investors limited liability.  Therefore, to form a LLP, you must file a certificate of limited partnership with the state.

ii. The most important document is the Limited Partnership Agreement, which includes the rights and responsibilities between the limited and general partners.

1. The partnership agreement is not publicly filed.

2. Partners have broad freedom of contract to tailor this agreement. 

B. Limited Liability Companies (LLCs)

a. What is an LLC?  

i. The LLC statute was created in the 1990s, so case law is sparse. For this reason, courts will analogize to either partnership or corporation doctrines.

ii. An LLC is a hybrid business entity, with some characteristics of a partnership and some characteristics of a corporation.  

iii. Members = owners of the LLC

1. There is no personal liability on the owners (“members”) of the LLC.

iv. LLC qualifies as a pass-through entity for tax purposes.  

b. Organizing a Business as an LLC
i. The state grants limited liability, so you must file with the state

ii. You have broad freedom of contract to tailor the operating agreement 

iii. No limitation imposed on what you can contribute in exchange for what you can exchange to become a member in an LLC

iv. In CA, the LLC creates a shield of limited liability UNLESS the court pierces the corporate veil 

c. Operating a Business as an LLC
i. The LLC can be member managed or manager managed

ii. The certificate of formation has to designate how the LLC is going to be managed

iii. If the LLC is member-managed, then the LLC is going to look very similar to a partnership

iv. If the LLC is manager-managed, then the LLC is going to look more similar to a corporation

1. The managers can be members, but they don’t have to be.  They can be managers that the LLC brings in to manage the LLC.

d. Scope of Fiduciary Duties in the LLC

i. The LLC statute in Delaware allows you the broad freedom to eliminate all fiduciary duties.

ii. Other states say that you can define the scope of fiduciary duties, but you cannot eliminate ALL fiduciary duties – as a matter of equity, you should have at least some fiduciary duties 

iii. There is a huge divide over this
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