Business Associations Outline

-Introduction/Overview-  
Types of Business Organizations:

· Agency (e.g., Sole Proprietorship)

· Partnerships

· Corporations

· Hybrids (LLPs, LLCs)
AGENCY / AUTHORITY
General

Formation of Agency Relationship
R 1.01
Agency is the fiduciary relationship that arises when one person (a "principal") manifests assent to another person (an "agent") that the agent shall act on the principal's behalf and subject to the principal's control, and the agent manifests assent or otherwise consents so to act.
[image: image1.png]Partnership Liability to 3 Parties

Part’'ship
Is not

Bound

” Was P1
WasPhsAc ey o by
course“’ 5" Prohibited [**5)Have Notice
From Act
NO NO % Yes

Was P1's Act P’ship

NOY Expressly |yes is no\‘.‘

Authorized Bound,




Elements:

1. P manifests assent that A shall act on the P’s behalf, and

2. Subject to the P’s control, and 

3. Agent manifests assent so to act.

Popular usage/terminology not controlling
R 1.02: Whether relationship is characterized as agency by parties/industry/popular usage is not controlling.

Manifestation
R 1.03: A person manifests assent or intention through written or spoken words of conduct.
Substance of the relationship is determinative: Fact-specific analysis
R 1.01, [g]: In any relationship created by contract, the parties contemplate a benefit to be realized through the other party’s performance

Gorton v. Doty
P/A relationship established between teacher lending car to football coach and telling him to drive, teacher liable as P for coach (A) tort liability.

A.Gay Jenson v. Cargill

P/A relationship established between lender (Cargill, P) and debtor (Warren, A) companies, b/c Warren acted on Cargill’s behalf, subject to Cargill’s monitoring schemes and restrictive covenants, as Warren manifested assent by its conduct. 

· R2d 140: Creditor becomes a principal at that point at which it assumes de facto control over the conduct (management) of the debtor.
Creditor as Principal: 

· R2d 140: Creditor becomes a principal at that point at which it assumes de facto control over the conduct (management) of the debtor.

Authority / P’s Liability for A’s Contracts
Agents acting with authority may bind Principals.

Ways to Bind the Principal in contract
1. Actual authority
a. Express 

b. Implied 

2. Apparent authority

3. Undisclosed Principal

4. Estoppel

5. Ratification

1. Actual Authority
R 2.01: “An agent acts with actual authority when …  the agent reasonably believes, in accordance with the principal’s manifestations to the agent, that the principal’s wishes the agent so to act.”
Actual Express Authority: P tells A to do something, and A does that thing.
· R 2.02 (1): A has actual authority to take action designated or implied in P’s manifestations to A.

Actual Implied Authority: A does something necessary to achieving P’s aims w/o express instruction. 

· R 2.02 (1): …and acts necessary or incidental to achieving P’s objectives, as the A reasonably understands P’s manifestations and objectives when determining how to act.
Actual authority implied by custom: If it is customary for a certain type of agent to have certain powers, then the agent has actual implied authority to exercise those powers, unless P expressly says otherwise.

Limitations: P can specify limitations, and A only has actual authority within that scope.

2. Apparent Authority
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R 2.03: "Apparent authority is the power held by an agent to affect a principal's legal relations with 3rd parties when a 3rd party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal's manifestations."

· The issue is 3rd Party’s belief, not P or A belief.
Elements:

1. 3rd party reasonably believes A has authority to act on behalf of P, and

2. That belief is traceable to the P’s manifestations.
A can bind P in contracts with 3rd parties if A has apparent authority.

· Ie, if 3rd party is not aware of limitation imposed by P.

3 ways to establish apparent authority:

1. P expressly telling 3rd Party that A has authority to act on their behalf

2. Prior Acts: P allows A to carry out similar transactions in the past

3. Nature of Position: P allows A to occupy a position that carries a particular kind of authority.

Essco Geometric v. Harvard

Actual/Apparent Authority established by P allowing prior purchasing mgr (Best) to act independently for 20 yrs, and Best occupied the same position as Grey (current purchasing manager). Customarily, purchasing managers have that authority. 

Udall v. TD Escrow

No actual authority: A was to authorized to sell the house at a price lower than $159K

But, apparent authority was established, b/c from Udall’s perspective (3rd Party), the A is authorized to sell. Thus, K is binding on P.

3. Undisclosed Principal
R 1.04 (2)(b): At time of transaction, the third party has no notice that the agent is acting for a principal.
Liability for Undisclosed Principal – If A has apparent authority but no actual (rouge agent)
· R 2.06 (1): An undisclosed P is subject to liability to a 3rd party who is justifiably induced to make a detrimental change in position by an A acting on P’s behalf and without actual authority if the P, having notice of the A’s conduct… did not take reasonable steps to notify 3rd party of the facts.
· R 2.06 (2): An undisclosed P may not rely on instructions … that …reduce the A’s authority to less than the authority a 3rd party would reasonably believe the A to have under the same circumstances if the P had been disclosed.
Watteau v. Fenwick
Court held: Since buying cigars on credit is usually within the authority usually confided in an A of this character (inn mgr), the undisclosed P is liable for his contract with 3rd party (buying cigars on credit)

Types of Principals:
Undisclosed Principal

R 1.04 (2)(b): At time of transaction, the third party has no notice that the agent is acting for a principal.
Disclosed Principal
R 1.04 (2)(a): At time of transaction, the third party has notice that the agent is acting for a principal and has notice of the principal's identity.
Unidentified/Partially Disclosed Principal

R 1.04 (2)(c ): At time of transaction, the third party (i) has notice that the agent is acting for a principal but (ii) does not have notice of the principal's identity.       
4. Estoppel to deny existence of agency relationship
R 2.05: P who hasn’t given A actual authority can be held liable for A’s actions if:
Elements:

1. 3rd party has made a detrimental change in position, 
2. Because they justifiably believed P consented to the transaction, 
a. P intentionally or carelessly caused such belief, OR

b. Having notice of such belief and that it might induce others to change their positions, P didn’t take reasonable steps to notify them of the facts.
Hoddeson v. Koos Bros
Man in grey suit, imposter? Court held that P has duty to exercise reasonable care to protect customer from fraudsters, P can’t negligently allow non-agent to impersonate A. 

· Held P is liable for the contract.
5. Ratification
R 4.01 (1): Definition
Ratification is the affirmance of a prior act done by another, whereby the act is given effect as if done by an agent acting with actual authority.
Retroactively creates the effects of actual authority – R 4.02

R 4.01 (2): P ratifies an act by:

1. Manifesting assent that the act shall affect P’s legal relations, or

2. Conduct that justifies 3rd party’s reasonable assumption that P so consents.

Affirmation Nuances:

P can expressly manifest assent – R 4.01(2)(a)
Affirmance can be implied by conduct that justifies a reasonable assumption of consent – R 4.01(2)(b):
· Accepting/retaining benefits (when it is possible to decline them)

· Silence/failure to act (can’t wait forever)

· Failure to bring lawsuit to enforce

All or nothing (ratification not effective unless it encompasses entirety of an act, K, or other single transaction) – R 4.07
Exceptions: 
P not bound by ratification made w/o knowledge of material facts involved in original act, if P was unaware of their lack of knowledge – R 4.06
Ratification not effective where it would be unfair to bind 3rd party to the K;
· Prior to ratification, 3rd party manifested intent to withdraw from transaction – R 4.05(1)
· There is a material change in circumstances (between transaction and ratification) that would make it inequitable to bind 3rd party – R 4.05(2)
Agent’s Liability in Contract

Agent acting with actual/apparent authority
When an agent acting with actual or apparent authority makes a K on behalf of…
· Disclosed P: agent not party to contract unless otherwise agreed §6.01(2)
· Undisclosed P: agent not party to contract unless otherwise agreed §6.01(2)
· Unidentified/partially disclosed P: agent is party unless otherwise agreed §6.02(2)
Agent acting without authority
· If A lacks actual authority but P is bound by contract, P may recover damages from A (indemnity) – R 8.09
· If A lacks authority, but represents otherwise, A is liable to 3rd party if P refuses to ratify contract and there is no other authority to bind P.
· Implied warranty of authority R 6.10
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3rd party must not be aware of lack of authority

3rd Party’s Liability in Contract
3rd Party bound:
· Actual Express authority

· Actual implied authority

· Apparent authority

3rd party might be bound:

· Undisclosed Principal

· Ratification

· Estoppel

A’s Tort Liability to 3rd Party
R 7.01 – Agent is subject to liability to a 3rd Party harmed by the Agent’s tortious conduct.

· Unless statute provides otherwise, an actor remains subject to liability although the actor acts as an A or employee, with actual or apparent authority, or within the scope of employment.

P’s Liability to 3rd Party for A’s Torts
Direct and Vicarious Liability
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Direct Liability
Relies on tort law principles. Applies to torts committed by all Agents. 

3 Ways for P to take direct liability for torts caused by A:
1. R 7.03(1)(a) / 7.04: A acts with actual authority, or P ratifies A's conduct, and

a. A's conduct is tortious, or

b. A's conduct, if that of the P, would subject P to tort liability
2. R 7.03(1)(b) / 7.05: P is negligent in selecting, supervising, or otherwise controlling A

3. R 7.03(1)(c) / 7.06: P delegates performance of a duty to use due care to protect other ppl or property to A who fails to perform the duty.
a. “non-delegable” duties
Majestic Realty v. Toti

Vicarious Liability
Vicarious (derivative) Liability / Respondeat Superior
R 7.07(1) - An employer is subject to vicarious liability for a tort committed by its employee acting within the scope of employment.
Employee vs. Independent Contractor 
Definition of employee – R 7.03(3)(a)
An employee is an Agent whose Principal controls (or has the right to control) the manner and means of the Agent’s performance of work.

Gratuitous agents/employees – same thing.
Employee vs. Independent Contractor (IC)
· Employee: P controls the manner/means of A’s performance. R 7.03(3)
· IC: P dictates the results/objective of the work, not the means by which it is accomplished.

Factors / Indicators of Employee Status – R 7.07 (comment f)

· Extent of P’s control over details of work

· Whether A has a separate/distinct business

· P & A’s beliefs about the relationship

· Is A paid by the job or salaried?

· Terms: What is the relationship called?

· Is A’s work part of P’s regular business?

· Location

· Who provides supplies, etc.

· Skill required of the A

Common Law Factors:

· Appearances

· Performance

· Financial Risks

· Termination

Millsap v. FedEx 
Close call. Pence is IC.

· Appearances

· NCE paid Pence to deliver packages to NCE customers.

· NCE and Pence understood that he was IC

· Pence was "per route" basis, paid based on distance traveled/#packages delivered

· No employee benefits, no taxes withheld by NCE

· Performance

· NCE didn’t instruct on manner/means of work - Only told him "be careful" and to deliver in certain order.

· Financial Risks

· Pence used his own car to deliver, furnished his own gas/oil, his own insurance, paid for car repairs.

· Termination
Brose v. Union Tribune

Close call. Doucette is IC.

· Appearances

· Customers can call Doucette or company

· Not paid salary - Paid based on selling papers after buying wholesale.

· Performance

· Timing deadline, paper placement, route dictated by P

· Financial Risks

· Minimal. Sort of commission model

· Doucette used her own car

· Termination

· Agreement could be terminated by either party in 30 days, or by Company immediately if Doucette violated the agreement

Jackson v. AEG Live

Not a close call. Murray is IC, not employee of AEG

· Appearances

· MJ requested the Dr, not AEG. AEG just facilitated to make MJ happy

· Murray saw himself as MJ's employee, not AEG

· Performance

· AEG didn’t tell Murray what to do

· Murray used his own equipment/assistant

· Financial Risks


· Payment came from MJ (deducted from MJ's payout)

· Termination

· Only at-will termination by MJ, otherwise for cause

Scope of Employment
R 7.07(2) – 

· An employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control.

· An employee’s act is not within the scope of employment when it occurs within an independent conduct not intended by the employee to serve any purpose of the employer 
**ELEMENTS
Within the scope of employment – Common Law Elements
1. Act must occur substantially within the time and space limits authorized by the employment, and
2. Employee must have been motivated, at least partially, by a purpose of serving the employer, and
3. Act must be of the general kind that the employee was hired to perform.

Frolic vs. Detour – R 7.07 (comment e)

· Frolic: An employee’s travel during the workday that is NOT within the scope of employment.

· Detour: A minor departure from an employee’s assigned route. Not a frolic.

Perez v. Van Groningen & Sons:
Employee was disking orchard, invited nephew onto tractor, nephew injured. 

Court held employer liable to nephew:

· Employee was performing assigned task in furtherance of employment

· Act of a kind employee was hired to perform

· Within time/space limits authorized by employment

· Violation of company safety rule doesn’t matter – Master can’t escape liability by telling servant to “be careful”

Lourim v. Swensen
Employee scout master sexually abused 3rd party boy. 
Court held employer BSA liable:

· At least partially motivated by employment when he cultivated relationship with 3rd party

· Direct result of relationship encouraged by BSA

· (holding probably motivated by policy concerns – Want BSA to ensure leaders are not pedos)

Jackson v. Righter

Righter and Wilkes seduced Plaint’s wife at work, he sued employer.

Court held employer not liable:

· Righter’s conduct clearly outside the scope of employment

· Not of the type he’s hired to perform, not intended to serve employer’s purpose.

· Not authorized, not part of his duties.

· Also no negligent supervision b/c no duty for employer to realize the threat and act to minimize it.

P’s Liability for Independent Contractor’s Torts
If agent is I/C, Principal is not liable for torts committed by I/C (or IC’s employees)

Unless:

· P retains right to control over the aspect of the work in which the tort occurs,

· P select an incompetent contractor

· Activity contracted for is a “nuisance per se” (inherently dangerous or ultra-hazardous activity)

· Activity that creates a “peculiar risk of harm to others unless special precautions are taken”
Franchisor-Franchisee Vicarious Liability
“A franchisor … becomes potentially liable for actions of the franchisee’s employees, only if it has retained or assumed a general right of control over factors such as hiring, direction, supervision, discipline, discharge, and relevant day-to-day aspects of the workplace behavior of the franchisee‘s employees.”

· Quality and operational standards in a franchise agreement are generally insufficient to support franchisor vicarious liability.
Agent’s Fiduciary Duties

General Fiduciary Principle – R 8.01
· An agent has a fiduciary duty to act loyally for the principal's benefit in all matters connected with the agency relationship.

Duty of Care
Duty of Care, Competence, and Diligence – R 8.08

· Subject to any agreement with the principal, an agent has a duty … to act with the care, competence, and diligence normally exercised by agents in similar circumstances. 

· If agent possesses or claims to possess special skills or knowledge, she has a duty to act with the care, competence, and diligence normally exercised by agents with such skills and knowledge.
Duty to Act as Authorized and Follow Instructions – R 8.09
· Agent has a duty to take action only within the scope of agent's actual authority.

· Agent has a duty to comply with all lawful instructions received from principal concerning the agent's actions on behalf of the principal.

· If agent's action beyond the scope of agent's actual authority causes loss to the principal, the agent is subject to liability to the principal. 

Duty of Good Conduct – R 8.10
An agent has a duty, within the scope of the agency relationship, to act reasonably and to refrain from conduct that is likely to damage the principal's enterprise.
Duty to Provide Information – R 8.11
Agent has a duty to use reasonable effort to provide principal with facts that agent knows … when

· … agent knows or has reason to know that principal would wish to have the facts or the facts are material to the agent's duties; and

· the facts can be provided to the principal without violating a superior duty … to another person.

Duty of Loyalty
Excess Benefits Rule
 (Material Benefits Arising out of Agent’s Position) – R 8.02

An agent has a duty not to acquire a material benefit from a third party in connection with transactions conducted or other actions taken on behalf of the principal or otherwise through the agent's use of the agent's position.

· Excess benefits rule

· All A should receive is the agreed upon compensation

Business Opportunities – R 8.02 (comment d)
· All agents have a fiduciary duty to the principal not to take personal advantage of an opportunity and not to give the opportunity to a third person.

· Applicable when either the nature of the opportunity or the circumstances under which the agent learned of it require that the agent offer the opportunity to the principal. 

Acting as/on behalf of an Adverse Party – R 8.03
An agent has a duty not to deal with the principal as or on behalf of an adverse party in a transaction connected with the agency relationship.

· Ex: I’m a coffee shop manager and purchase coffee from a supplier company that I own.
A must disclose adverse interests to P so that P may evaluate how best to protect its interests
Duty not to Compete
Duty not to Compete – R 8.04
· Throughout the duration of an agency relationship, an agent has a duty to refrain from competing with the principal and from taking action on behalf of or otherwise assisting the principal's competitors. …

· During that time, an agent may take action, not otherwise wrongful, to prepare for competition following termination of the agency relationship.

Preparing to Compete – Do’s and Don’ts

· Agent free to make arrangements for setting up a new business (e.g., arranging for space).

· But not during working hours or using Ps property (including confidential information).

· Agent not free, while still employed, to commence doing business as a competitor or to solicit customers away from the principal.

· Agent can’t lie to principal or try to leave him in a disadvantageous position.

Use of Principal’s Property; Confidential Information – R 8.05
· Agent has a duty not to (i)  use P’s property or (ii) use or communicate P’s confidential info for A’s own purposes or those of a 3rd party.

· Ex: insider trading; speculating in land

· A has to account for any profits made by the use of such info even if P is not harmed. 

· Duty does not end when agency relationship terminates.
Duties after Termination of Agency
· Agent is free to compete with principal.

· Subject to non-compete agreement

· Agent is not free to use or disclose a principal's trade secrets or other confidential information. (R 8.05)
· Must account for profits made by sale or use of trade secrets and other confidential info.

Waivers and Remedies
Principal’s Consent to A’s breach of Fiduc Duties – R 8.06(1)
Conduct by an agent that would otherwise constitute a breach of duty of loyalty does not constitute breach if principal consents to the conduct, and:

· in obtaining consent, agent acts in good faith and discloses all material facts that would reasonably affect the principal's judgment; and

· consent concerns either a specific act or transaction, or acts or transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship.

Contracting around Fiduc Duty of Care – R 8.08
· “Subject to any agreement between P and A…”
· Thus, P and A can agree to limit the scope of A’s duty of care. (BUT NOT DUTY OF LOYALTY)
Remedies for Breach of Fiduciary Duty – R 8.01 (comment d)
· Monetary relief

· Loss that the breach causes the principal

· Disgorgement of material benefit

· Non-Monetary

· Injunction

· Basis on which to avoid or rescind a contract

· “You are fired!”

Termination of Authority
Termination of Actual Authority – R 3.06
An agent's actual authority may be terminated by:

· (1) A's death/cessation of existence; automatic, except as provided by law if A is not individual (§3.07(1), (3)) 

· (2) P’s death/cessation of existence 

· Once A has notice, if P is individual (§3.07 (2))

· Automatic, if P not individual, except as provided by law and organizational statutes (§3.07(4)).

· (3) Principal's loss of capacity (to do an act)

· Once A has notice, if P is individual (§3.08(1))

· Automatic, if P is not an individual (§ 3.08(3))
· (4) agreement between P and A or the occurrence of circumstances from which A should reasonably conclude that P no longer would assent (§3.09)

· (5) manifestation of revocation by the principal to the agent, or of renunciation by the agent to the principal

· Effective when other party has notice (§ 3.10(1))

Termination of Apparent Authority – R 3.11
· Termination of actual authority does not by itself end any apparent authority held by an agent.

· Apparent authority ends when it is no longer reasonable for the third party with whom an agent deals to believe that the agent continues to act with actual authority.

· Lingering apparent authority 
PARTNERSHIPS
Overview

Characteristics of Partnerships
· Easy to form

· No filings, written requirement

· No intent required

· Flexibility

· Mostly default rules

· Pass-through taxation

· No tax at entity level

· Potential for conflict in decision-making

· Personal liability for owners

Pships: Sources of Law

· Uniform Partnership Act (1914) - UPA 

· Uniform Partnership Act (1997) – RUPA

· 2011, 2013 amendments

· Where is California Partnership Law?  

· Cal. Corp. Code. Sections 16100-16962

· Tracks RUPA 1997

Formation of Partnership

What is a Partnership? – CCC 16101(9)
A partnership is “an association of two or more persons to carry on as co-owners a business for profit…”

No formal requirements (CCC 16202(a)):

 “…whether or not the persons intend to form a partnership.”

Determining whether Pship has formed – CCC 16202(c)
In determining whether a partnership is formed, the following rules apply:

· (2) The sharing of gross returns (revenues; total receipts from sales) does not by itself establish a partnership…

· (3) A person who receives a share of the profits (net income; Revenues minus Costs) of a business is presumed to be a partner, unless the profits were received in payment for…”

· (A) In payment of a debt. 

· (B) In payment for wages or compensation (independent contractor/employee)
· (C) In payment of rent. 

· (D) In payment of an annuity or other retirement benefit to a beneficiary, representative, or designee of a deceased or retired partner. 

· (E) In payment of interest or other charge on a loan, even if the amount of payment varies with the profits of the business, including a direct or indirect present or future ownership of the collateral, or rights to income, proceeds, or increase in value derived from the collateral. 

· (F) In payment for the sale of the goodwill of a business or other property by installments or otherwise
· (1) Joint tenancy, TiC, TbtE, joint property, joint ownership does not by itself establish a pship…
Factors to consider in determining whether Pship exists:
1. Intention of parties

2. Conduct of the parties toward 3rd parties

3. Shared Economic Risk/Rights
a. Right to share in profits

b. Capital Contribution

c. Obligation to share in losses

d. Ownership of property

e. Rights/obligations on dissolution

4. Shared Control & Management Rights

Understand the substance of the relationship and how control and cash flow rights are shared – this trumps form/name.

Partnership by Estoppel – CCC 16308

Elements:

1. Plaintiff must establish a representation, either express or implied, that one person is the partner of another—i.e., a holding out of a partnership.

2. The making of the representation (or consent) by the person sought to be charged as a partner.

3. Reasonable reliance by third party on representation.

4. A change of position by the third person.

How do you know if you’re in a Pship?
1. Are you in an association …to carry on as co-owners a business for profit?

2. Is there a sharing of profits?  This is prima facie evidence….

· Beware exceptions (e.g., wages, interest).

3. Are they sharing control?  economic risk?
4. Understand structure of relationship

· Substance over form
Default Rules / Pship Agreements

Default Pship Rules
Various rules govern relationships among partners and between the partnership and the outside world:
· Each partner can bind partnership in contracts; partnership also liable for a partner’s torts
· Obligations are personal obligations of partners
· Fiduciary duties owed to partners

· Entitled to equal share of management rights – CCC 16401(f)
· Entitled to equally-shared profits and losses – CCC 16401(b)
· A person may become a partner only with the consent of all of the partners (CCC § 16401(i));

· Each partner gets a vote (CCC § 16401(f));

· Differences of opinion in governing partnership subject to majority vote (CCC § 16401(j));

· No partner can draw a salary for carrying on partnership business (CCC § 16401(h)).

But: ALL default rules can be contracted around w/ Pship agreement
Partnership Agreement – CCC 16103

[R]elations among the partners and between the partners and the partnership are governed by the partnership agreement.  To the extent the partnership agreement does not otherwise provide, this chapter governs relations among the partners and between the partners and the partnership.

Fenwick

Just calling it a partnership not enough.  Need to look at characteristics of the relationship to see if there is co-ownership (e.g., shared control).
‘‘Fenwick continued to have complete control of the management of the business.’’ So it was not a Pship
Creditors vs. Partners (Martin v. Peyton)

Characteristics of Creditor/lender:

· Permission re: Change in ownership/leadership

· Inspection rights

· Express limit on specific risky actions

· Counseling on discrete matters

Danger zone: Creditor might be held as partner

· Constant Advising

· Veto Power over business decisions

· Call option

· Resignations/Designating Management

Martin v. Fenwick

· Lender was held NOT to be partner. Not enough evidence.

· Lenders would receive 40% of firm profits until loan was repaid (not less than $100k, no more than $500k)

Liability

Liability to 3rd Parties
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Partner as Agent - Ordinary Course of Business – CCC 16301(1)

Each partner is an agent of the partnership for the purpose of its business. 
An act of a partner…for apparently carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person with whom the partner was dealing knew or had received a notification that the partner lacked authority.
Rule:

If the partner’s act is carrying on in the ordinary course of the Pship’s business: It binds the Pship

Unless:

1. The partner had no authority to act for the Pship in the matter, and

2. The 3rd party KNEW/was notified that the partner lacked authority

Partner as Agent – Not in the ordinary Course of business – CCC 16301(2)
An act of a partner that is not apparently for carrying on in the ordinary course of the pship business binds the partnership only if the act was authorized by the other partners.

· Requires unanimous vote
Partners’ Personal Liability for P’ship Obligations – CCC 16306
· §16306(a): All partners are liable jointly and severally for all obligations of the partnership …

· §16306(b): New partner not personally liable for obligations incurred before admission
· §16306(c): Limited Liability Partnerships

Pship Liability for Partner’s Torts
A partnership is liable for loss or injury caused … as a result of a wrongful act … of a partner acting:

1.  in the ordinary course of business of the partnership, or 
2. with authority of the partnership.

Gearhart v. Angeloff
Pship held liable for one partner firing a gun in their bar, because maintaining order in the bar was normal business activity for the Pship.

Partners’ Personal Liability for P’ship Obligations 
CCC §16306
· §16306(a): All partners are liable jointly and severally for all obligations of the partnership …

· §16306(b): New partner not personally liable for obligations incurred before admission

· §16306(c): Limited Liability Partnerships

Management Rights

CCC §16401  
· (f) Each partner has equal rights in the management and conduct of the partnership business.

· (i) A person may become a partner only with the consent of all of the partners.

· (j) [Resolving differences…]

· A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners.   

· An act outside the ordinary course of business of a partnership … may be undertaken only with the consent of all of the partners.

NaBisCo v. Stroud 

Buying bread was "ordinary matter connected with the partnership business,” so the Pship was bound when one partner bought bread. 
Summers v. Dooley
Hiring of a new employee was not within the ordinary course of pship business and did not benefit the Pship, thus the objecting partner was not liable for costs. 
Economic Rights
1. Sharing of business’ profits and losses 

· CCC § 16401(b)

2. Distribution of firm assets 

· Periodic draws (CCC §16401(h))

· Settlement at dissolution (CCC § 16807(b))
3. Partnership Property (CCC §16501)

4. Transferable Partnership Interest (CCC §16502)

Sharing Profits and Losses

· “Each partner is entitled to an equal share of the partnership profits and… is chargeable with a share of the partnership losses in proportion to the partner's share of the profits.”16401(b)
· Note: Even though partners are “entitled” or “chargeable,” they do not receive/pay money as the partnership makes or losses money.

· These are reflected in the partnership capital account (see videos/problems)
Draws

· CCC §16401(h): Unless specified in partnership agreements, partners are not entitled to any salary or to withdraw their share of profits periodically.

· Agreement can also allow for periodic “draws,” which amounts are deducted from partners capital account.  

· Foley & Lardner §4A

· If agreement is silent re draws, then the partners are NOT entitled to draws. Requires majority vote to initiate draws. 

Distribution of Firm Assets
General Rules:

· If the business (or all assets) is sold for cash, each partner is entitled to receive an amount equal to his or her entry in the capital account. 

· Capital account: running balance that starts with each partner’s capital contribution and…

· Adds share of profits or additional contributions

· Subtracts shares of losses or draws 

· Any excess or deficit relative to capital account balance is shared in accordance with each partner’s share of gain and loss.

Distribution Pecking Order:
CCC 16807(a)
1. Assets first used to pay off obligations to creditors (including partners who are creditors)

2. Any surplus is used to pay in cash the net amount distributable to partners in accordance w/ their distribution rights.

Calculating Partner Distributions (what’s left for partners?

CCC §16807(b)
· ….[T]he profits and losses … from the liquidation of the partnership assets shall be credited and charged to the partners' accounts. 

· The partnership shall make a distribution to a partner in an amount equal to any excess of the credits over the charges in the partner's account.  
· Anything you paid/contributed to Pship, you get back.
· A partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner's account.
· Anything you owe, you have to pay.

Accounting for Capital losses
· When partnership loses so much money that value on dissolution is less than the sum of initial contributions, the partners have suffered a "capital loss", and must forfeit some initial capital to compensate creditors. 

· Partners share in losses equally (under default rule)

Richert v. Handly

Service-only Partners - Kovacik Rule (Kovacik v. Reed)
Kovacik Rule:

When one partner contributes only services and the other contributes capital, the contributions are valued equally (Services = Initial capital contributions).
So, the services-only partner does NOT share in the loss of the initial capital investment (invested by the capital-only partner)

Exceptions:

· Service partner was compensated for his work

· Service partner made a capital contribution, even if it was nominal. 

Contracting Around defaults:
· Money and service partners are free to adopt any rule they wanted for sharing of losses.

· What are the possible rules they can adopt?

1. All capital losses were to be borne by the capital partner alone (Kovacik rule)

2. Sharing of capital losses in accordance with sharing of profits, i.e., equal (UPA/RUPA rule)

3. Allocate capital losses as per some ratio

Kessler v. Antinora
Ownership of Pship Property
CCC §16501
“A partner is not a co‑owner of partnership property and has no interest in partnership property that can be transferred, either voluntarily or involuntarily”

What is Pship Property?
CCC §16204

· Any asset acquired in the name of the partnership

· If the partnership is not named, property acquired by a partner if the document transferring title indicates buyer was acting in capacity as partner

· Property purchased with partnership funds is presumed to be

Transferrable Pship Interest

Only financial rights are transferable.

· “Partner's interest in the partnership” means all of a partner's interests in the partnership, including the partner's transferable interest and all management and other rights.” – CCC 16101(12)

· The only transferable interest of a partner is the partner’s share of the profits and losses and the right to receive distributions. The interest is personal property. – CCC 16502
Effect of Assigning Pship Interest

CCC 16503
(a) A transfer…of a partner's transferable interest in the partnership … does not ..:
(1) By itself cause the partner's dissociation or a dissolution …of the partnership business.
(2) Entitle the transferee … to participate in the management or conduct of the partnership business, [or] to require access to   information… 

(d) Transferor retains rights and duties of a partner other than the interest in distributions transferred.

Fiduciary Duties of Partners
Partner Duties to Other Partners:
· Partners owe duty of loyalty and duty of care to other partners - CCC 16404(a)

· Provide information on Pship’s business and affairs to other partners, within reason - CCC 16403(c) 

· General obligation of Good faith and fair dealing – CCC 16404(d)

1. Duty of Care 
CCC 16404(c)

· Partners must refrain from grossly negligent/reckless conduct, intentional misconduct, or knowing violation of law. – CCC 16404(c)

· To violate duty, partner’s action must constitute gross negligence or willful misconduct. 

· Unless a stupid decision by a partner was grossly-negligent, reckless or intentional, all partners ultimately share the financial loss.
2. Duty of Loyalty 
CCC 16404(b)
A partner’s duty of loyalty to the Pship and the other partners includes all of the following:
1. Account for any profit/benefit derived in the conduct of the partnership or the use of its info. or property (incl. partnership opportunity)

2. Not dealing as or on behalf of a party with an interest adverse to the partnership 

3. Not competing with the partnership in partnership business before dissolution

No Usurping Pship Opportunities:
· A partner may not dissolve a partnership in bad faith to take advantage of an opportunity that properly belongs to the partnership (even in at will Pship)
Identifying Pship Opportunity:

Factors to consider in determining “Scope of Pship”

· Geographic location

· Type of business

· Partner status (ie, manager)

· How partner learn of opportunity

· During or near end of Pship

· General Partners vs. Joint Venture

(1) Nature of Opportunity

· Line of Business Test: Is the opportunity in the Pship business?
(2) Source of the opportunity

· How did fiduciary learn of opportunity?
· IE: Did the fiduciary come across the opportunity because of his role in the Corp, or because of his individual capacity?

(3) Ability of Pship to exploit opportunity

· Financial or legal constraints faced by Pship
Meinhard v. Salmon (scope of the venture)

· Cardozo: “…copartners, owe to one another, while the enterprise continues, the duty of finest loyalty…A trustee is held to something stricter than the morals of the marketplace”

3. Information duties 
CCC 16403(c) 
Provide access to inspect and copy books and records during ordinary business hours – CCC 16403(b)
Each partner and the partnership shall furnish to a partner…both of the following…: - CCC 16403(c)
· Without demand, any information concerning partnership's business/affairs reasonably required for proper exercise of the partner's rights and duties

· On demand, any other information concerning the partnership's business and affairs, except to the extent …unreasonable or otherwise improper …
4. Good Faith & Fair Dealing 
CCC 16404(d)

General obligation. Under duty of loyalty. 

Modifying Fiduc. Duties by Agreement
CCC 16103(b)(2), (4)
Duty of care:  
The partnership agreement may not…unreasonably reduce the duty of care … 

· Ok: absolving actions taken in good faith, believing were for best interest of partnership

· Not Ok: absolving intentional misconduct
Information Duty: 
The partnership agreement may not… unreasonably restrict the right …to be furnished with information

· RUPA (1997) is less strict and allows any modification of information duties.

Duty of Loyalty – CCC 16103(b)(3)
Partnership agreement may not eliminate duty of loyalty but may (if not manifestly unreasonable) :
· identify specific types or categories of activities that do not violate the duty of loyalty; or

· all of the partners or a number or percentage … may authorize or ratify, after full disclosure of all material facts, a specific act or transaction …

**CANNOT ELIMINATE DUTY OF GOOD FAITH & FAIR DEALING**
Terminating the Pship
Steps and Terminology
· Dissolution: change in relationship of partners as they cease to be associated in the carrying on of firm’s business. 

· Winding-up: Liquidating partnership’s assets or business (as a going concern) in an orderly manner

· Settling the partnership’s debts/obligations

· Dividing between the partners the balance (remaining assets/money)

· Termination: The partnership ceases to exist

Dissolution (DON’T USE)
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Causes of Dissolution – UPA 29, 31
· Three general ways to “Rightfully” dissolve:
1. By will of a partners or partners

2. By the occurrence of certain events

3. By decree of court on application by a partner

· A partner always has the power – but not necessarily the right - to dissolve the partnership.

· If dissolution is wrongful, the “bad partner” is liable for damages to other partners and these partners can continue the business.

Dissolution without violation of Pship Agreement – UPA 31(1)
· Dissolution w/o violation of agreement:


(a) “Term” Pship: By the termination of the definite term or particular undertaking specified in agreement,


(b) “At will” Pship: By the express will of any partner when no definite term or particular undertaking is specified


(c) By the express will of all the partners… either before or after the termination of any specified term or particular undertaking

(d) expulsion of partner per agreement terms

· Key Question: Is p’ship a “term partnership”? Or is it “at will?

Other ways to “Rightfully” Dissolve
· If none of the UPA §31(1) situations applies, the dissolving partner may be engaging in “wrongful” dissolution (UPA §31(2))
· Unless…

1. One of the events in UPA §31(3)-(5) has occurred and partnership is dissolved by operation of law.

· partnership business unlawful; death of a partner; bankruptcy of a partner or partnership

2. Dissolving Partner gets a decree of the court dissolving the partnership (equitable relief) (UPA §31(6)).

Dissolution by Decree of Court (on application by a partner) – UPA 32(1)
Court shall decree a dissolution whenever:

· (a)-(c) A partner is a lunatic, incapable, or has been guilty of conduct prejudicially affecting business

· (d) Partner willfully or persistently commits a breach of the partnership agreement, or so conducts himself in partnership matters that it is not reasonably practicable to carry on partnership business with him
· Most common, “partner from hell”
· (e) Business can only be carried on at a loss

· (f) Other circumstances making dissolution equitable

So…If you want to dissolve:

1. Argue partnership is “at will” (i.e., there is no term or particular undertaking)

2. If that fails, argue that any express or implied term has been met

3. If that fails, argue that the court should dissolve it (UPA 32 factors)
4. If that fails, you can still dissolve – 

· you do have the power

· but since you don’t have the right, you need to worry about couple of things…

Wrongful Dissolution
What happens upon wrongful dissolution – UPA 38
· Ex-partners have rights to damages for your breach (UPA §38(2)(a)(II)) and can choose to:

1. Liquidate partnership property/assets and distribute proceeds to partners (UPA §38(1))

2. Continue business until term is met and pay “bad partner” value of interest (UPA §38(2)(b),(c)).

· Partner who wrongfully dissolves gets value of his interest in the partnership (excluding goodwill) less any damages caused.

Owen v. Cohen
When a Partner loans money to a Pship with the understanding that it was a loan to the Pship, AND was to be repaid as soon as feasible from Pship profits, the Pship is for the term reasonably required to repay the loan.
Pship was held to be term, rather than at will, b/c:
· “[T]he partners at the inception … agreed that all obligations incurred by the partnership, including the money advanced by plaintiff, were to be paid out of the profits of the business. While the term of the partnership was not expressly fixed, it must be presumed from this agreement that the parties intended the relation should continue until the obligations were liquidated in the manner mutually contemplated. These circumstances negative the existence of a partnership at will….”

Page v. Page
Expectation of profit not enough to establish Pship for term. All Pships are entered into with the hope of profit. 
Court held Pship was at will. 

Dissociation
RUPA/CCC creates dissociation as alternative to dissolution:
Dissociation terminates a partner’s rights & obligations in the partnership and requires the partnership to buy out dissociating partner’s interest in the partnership.

· partner has power to dissociate at any time, rightfully or wrongfully; replaces UPA’s rule of a partner’s power to dissolve
Dissolution forces the partnership to be wound-up and eventually terminated.
· Very rare in CA.
How to Dissociate

Dissociation In Practice

· Dissociation makes it possible to expel a partner, by judicial decree or under partnership agreement, or for a partner to withdraw, w/o the partnership becoming involved in the process of dissolution. 

· The partnership entity continues, unaffected by the partner’s dissociation

· There is a buyout mechanism of the dissociated partner’s interest in the partnership.

CCC Roadmap
· CCC 16601 identifies the events resulting in dissociation.

· CCC 16701 outlines buyout process.

· CCC 16801 identifies situations in which a dissociation causes a winding up of the business. 

Events resulting in Dissociation – CCC 16601

· Bankruptcy, loss of capacity, or death of a partner 

· Expulsion of a partner by vote of the other partners or judicial decree

· By vote of other partners

· Under the terms of the Pship agreement, as long as other partners acted in good faith. 16601(3)

· By unanimous vote of the partners (if it’s unlawful to carry on bus w/ that partner, or if they transfer all their Pship interest)

· By judicial decree: If partner willfully/persistently breaches Pship agreement, or acts in a way that makes it impracticable to carry on business w/ the partner. 

· Unilateral action of a partner:

· If Pship at will, partners can dissociate at any time.

· Term Pship: Partners cannot rightfully dissociate before the term is expired/undertaking fulfilled.

· Unless they dissociate soon after another partner’s wrongful dissociation, or dissociation by death/bankruptcy/lack of capacity.

Partner who wrongfully dissociates is liable to Pship/other partners for damages caused by the dissociation.

Dissociation of a Partner
1. By act of a dissociating partner [§16601(1)]

· By right: if the partnership is at will

· Wrongful dissociation [§16602(b)]

2. By operation of law [§16601(6)-(10)] (e.g., death, bankruptcy, incapacity, unlawfulness)

3. Within 90 days of …  [§16602(b)(2)(A)] 

4. By terms of partnership agreement [§16601(2)-(3)]

· Agreement may provide for expulsion rules

5. By unanimous vote of all other partners [§16601(4)]

· Limited to specified circumstances

6. By court order [§16601(5)]

Court Order/Judicial Decree
On application by the partnership or another partner, the partner’s expulsion by judicial determination because of any of the following:

(A) The partner engaged in wrongful conduct that adversely and materially affected the partnership business.

(B) The partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners under 16404.

(C) The partner engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with the partner.

Effect of Dissociation

Effect of Partner’s Dissociation
CCC 16603

Upon a partner’s dissociation….

· partner’s right to participate in management and conduct of the partnership business terminates.

· partner’s duty of loyalty under §16404(b)(3) terminates [so they can compete].

· partner’s duty of loyalty under §16404(b)(1), (2) and duty of care under § 16404(c) continue only with regard to matters arising and events occurring before the partner’s dissociation.

Dissociated Partner’s Power to Bind Pship - CCC § 16702
· For two years after dissociation, partnership is bound by an act of dissociated partner that would have bound partnership before dissociation if:

1. 3rd party did not have notice of the partner’s dissociation; and

2. 3rd party reasonably believed that the dissociated partner was then a partner.
· Dissociated partner liable to the partnership for any damage caused from such obligation

Dissociated Partner’s Liability to Third Parties - CCC § 16703(a)
· Partner’s dissociation does not of itself discharge partner’s liability for a partnership obligation incurred before dissociation. 

· Dissociated partner is not liable for a partnership obligation incurred after dissociation, except in the limited situation described in sub. (b).

· Creditors can expressly release the partner from liability with other partners’ consent (sub. (c)).
Buyout of Dissociating Partner
Buying Out the Dissociated Partner CCC § 16701
· Upon dissociation, partnership has to purchase the dissociated partner’s interest in the partnership. 

· Buyout price is what partner would receive on dissolution if assets were sold at a price equal to the greater of (i) the liquidation value (selling all Pship assets) or (ii) the value based on a sale of the business as a going concern.
· Must be paid within 120 days of dissociation

Effect of Wrongful Dissociation

· Any damages resulting from a partner’s wrongful dissociation (or money owed by a dissociating partner to the Pship) are offset from this buyout price. 

· Partner who wrongfully dissociates before end of a term not entitled to payment until the end of term.
· Unless the partner shows that earlier payment would not cause undue hardship to the Pship business. 
Buyout price negotiation

· If the dissociating partner and the Pship can’t agree on a buyout price, the Pship can pay out its estimate (along with supporting documents.)

· Or, dissociated partner can go to court to obtain determination of the buyout price of their interest

Dissolution under CCC

Dissolution of Pship – CCC
· At will: By majority vote of partners, if the partnership is a partnership at will [§16801(1)] 

· Term Pship: Dissolved upon (1) partner’s dissociation by death/bankruptcy/lack of capacity or (2) partner’s wrongful dissolution UNLESS a majority of the partners agree to continue within 90 days.

· By unanimous vote of all partners [§16801(2)(B]

· By terms of p’ship agreement [§16801(2)(C), (3)]

· By operation of law due to unlawfulness [§16801(4)]

· By court order [§16801(5)]: Economic purpose frustrated; another partner makes it not practicable to carry on the business with them; or not reasonably practicable to carry on the partnership business 
· Term Pship: Dissolved upon (1) partner’s dissociation by death/bankruptcy/lack of capacity or (2) partner’s wrongful dissolution UNLESS a majority of the partners agree to continue within 90 days.

Settlement of accounts on dissolution:

· Creditors are paid first, including partners who are creditors

· Any remaining surplus is distributed to partners based on their capital accounts

· Partners either:

a. Receive amount equal to any excess of the credits over the charges in partner’s account, or

b. Has to pay to the Pship an amount equal to any excess of the charges over the credits in the partner’s account.

Corrales v. Corrales
CORPORATIONS
General Aspects of Corps
5 legal characteristics of corporations:
1. Legal personality

2. Limited liability

3. Transferable shares

4. Delegated management under a board structure

5. Investor ownership

Formation
Promoter Liability
Promoters
A promoter is a person who takes the preliminary steps in organizing a corporation and acts on behalf of a business before it is incorporated:

· making contracts (e.g., purchase/lease property for corporate facilities, etc.)

· procuring stock subscriptions
· issue a prospectus describing operations of the proposed corporation to let prospective investors (subscribers) make the decision to buy

· securing a corporate charter
**Co-promoters are held to Pship principles!!

· Might be liable for the acts of the other co-promoter

Liability of Promoters

Promoter will remain personally liable on any Ks entered into on behalf of the Corp before incorporation, until:

1. Corp incorporates successfully, then adopts the K, 

· either by direct action of Board or by accepting benefits of K.

2. Novation: Corp takes the place of Promoter in performing the contract. 

**Corp is not liable for promoter’s contracts until it incorporates and adopts the K (either by direct approval by Board or accepting benefits)

Thorny Issues:
· Liability of corporation for contracts entered into by promoter (McArthur v.  Time Printing)

· Liability of promoter for contracts entered into by promoter (Moneywatch v.  Wilbers)

· Defective Incorporation

· De facto corporation (Robertson v.  Levy)

· Corporation by Estoppel (Timberline v.  Davenport)

McArthur v. Times Printing Co.
Promoter made K on behalf of Times before incorporation. Times breached K after incorporation.

Court held Times was liable, b/c it adopted the K by not objecting to it.

Moneywatch v. Wilbers
Facts/Holding
Promoter entered into lease agreement on behalf of pre-incorporation company, but used his own name.

Court: Wilbers is a promoter, but the K wasn’t made in the name of the future Corp, the K didn’t specify that the Corp would be exclusively liable, and the Corp didn’t formally adopt the lease agreement. Thus, he is liable. 
Defective Incorporation
· If the corporation is not formed, is the promoter still liable on the contract?
· Yes
· More tricky: cases of “improper” incorporation.

· Investors sharing profits/control with promoter might be personally liable.

· Who can sue if 3rd party breaches agreement?

· To avoid inequitable results, courts have developed two doctrines.

Robertson v. Levy
Promoter held liable for Ks entered on behalf of pre-incorporation company because the company was never incorporated. 

De Facto Corporation
Treat firm as a corporation & grant shareholders/incorporators limited liability if organizers: 

1. can point to a state statute under which corporation can be validly incorporated,
2. in good faith tried to incorporate and comply with that statute, and
3. have acted and done business as a corporation. 
· Doesn’t protect a person who was aware that the incorporation effort was defective at the time. 
1. They must believe they incorporated properly
· Not available in some states.

Corporation by Estoppel
Grant “shareholders” limited liability against contract creditors if the 3rd party dealing with firm:

1. thought it was dealing with a corporation, and
2. would earn a windfall if now allowed to argue that the firm was not a corporation 

· e.g.,  had no expectation to recourse to individual assets of owners

· Available in majority of jurisdictions

Timberline v. Davenport
Facts:

· Jan: Bennett signs articles for Aero-Fabb, but these didn’t comply with statute; no COI issued.  

· Jan-Jun: Davenport signed leases to rent equipment from Timberline Equip. Co. 

· June: COI issued.

Corp by 
Piercing the Corporate Veil
When to Pierce Veil?

Piercing the veil is appropriate where:

1. Defendant uses the corporation as a “mere instrumentality” (i.e., corporation was defendant’s “alter ego”)

· Did defendant treat corporation as if it was not truly a separate, distinct person?

2.  “to commit a fraud or other wrongdoing”

3.  resulting in “unjust loss or injury to plaintiff”

Piercing the Veil Test
To recognize a Corp’s obligations as those of a particular person, it must be shown:

1. The Corp is influenced and governed by that person,

2. There is such unity of interest and ownership that the person and Corp are the same

3. Facts show that allowing separate corporate existence would allow fraud/injustice.

Veil Piercing – Factors to Consider
No single factor is enough to justify piercing typically, but undercapitalization is very significant. 

1. Failure to follow corporate formalities: 

· Maintain separate corporate books & records

· Own bank account

· Board and shareholder meetings

· Board passing resolutions to take actions

· Corporate minutes

· To take money out pay dividends

· if loan, do agreement
2. Commingling of funds (Shuffling personal funds in/out of corp without regard to formality)
3. Using corporate assets as their own/ Payment by Corp of individual obligations of shareholders
4. Undercapitalization

· initial capital contributions of shareholders at the inception of the corporation were clearly insufficient to meet the corporation's foreseeable future liabilities.

· Generally: Is the Corp sufficiently capitalized to satisfy debts it can reasonably expect to incur?
· In Tort cases: Corps need to have capital/insurance to cover expected debts/obligations.

· If they don't, why not?

· If intentionally undercapitalized, Courts likely to pierce the veil. 

· If business not doing well: Courts not likely to pierce the veil
5. Fraudulent representation by Corp directors
6. Use of Corp to promote fraud, injustice, illegalities.

Contract creditors: Less likely to be able to Pierce the Veil

· Court doesn’t feel sorry for you b/c you didn’t do your due diligence.

· Also: Allowing contract creditor to pierce the veil might give them a windfall (more than their expected benefit of the contract). Court won’t do it. 

Baatz v. Arrow Bar
Parent-Subsidiary Piercing
In some circumstances, courts will hold a parent company liable for the subsidiary’s obligations. The parent-subsidiary corporate veil can be pierced if the parent company dominates the subsidiary to the point that the subsidiary shows no separate corporate interests of its own, and the plaintiff demonstrates that an injustice or wrong will likely result to the plaintiff if the corporate veil is not pierced.

Factors to consider:

· common directors, officers, business departments

· file consolidated financial statements, tax returns

· parent finances the subsidiary

· parent pays salaries and expenses of subsidiary

· all subsidiary business is given to it by the parent

· daily operations are not kept separate

· subsidiary doesn’t observe corporate formalities

· subsidiary operates with grossly inadequate capital 

Enterprise Liability (Horizontal Piercing)
Enterprise liability: Allows accessing the assets of sister corporations/related subsidiary Corps

Question: Has a group of corporations been operated as a single business enterprise?

· common business name; address; phone number

· same shareholders; same officers; common employees

· services rendered by employees of one corporation on behalf of another; payment of wages by one corporation to another corporation’s employees; 

· common record keeping & accounting; unclear allocation of profits/losses between corporations

· undocumented transfers between corporations
· Would require showing that all smaller companies are part of a larger, single Corporation. Then, the obligations of one smaller company would be the obligations of the entire Corp.

· Factors to look for to invoke enterprise liability:

· Shared bank account

· Same addresses, same employees (drivers), same directors/Board members.

· Same public business name 

· Same garage/repair facilities

· Same phone number for dispatch.
Walkovszky v. Carlton
Taxi cab case.

Triangular/Reverse Piercing
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Triangular Piercing:

· 1st, AGs pierce the veil between PM and Altria (through parent-subsidiary piercing)
· Then, they reverse pierce between Altria and Kraft (same factors)
· Whether Altria has complete domination of Kraft, etc.
· Then, they have established that Altria is liable for obligations of Kraft.
Directors and Officers
General Functions

Board/Officer Functions – DGCL 141(a)
· “The business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors….”

· Officer do most of day to day work

· As agents of the corporation, officers have actual & apparent authority

· BoD grants them authority and then supervises and reviews proposed plans

· Ex. CFO ultimately bargains over terms of deal with some direction from board in the resolution that gave CFO authority

Board Composition - DGCL § 141(b)
· “The board of directors ...shall consist of 1 or more members, each of whom shall be a natural person. The number of directors shall be fixed by, or in the manner provided in, the bylaws, unless the certificate of incorporation fixes the number of directors, in which case a change in the number of directors shall be made only by amendment of the certificate.  Directors need not be stockholders unless so required … The certificate of incorporation or bylaws may prescribe other qualifications...”

Insider v. Outsiders
· Types of directors:

· Insiders 

· members of management team

· significant relationship with management

· Outsiders/independent directors

· NYSE: must have more than 50% independent

Authorizing a Transaction
Authorizing a transaction - Del §141(b)
Elements:

1. Quorum: A majority of the total number of directors must meet (Unless COI says otherwise, but no less than 1/3 of Board)

2. Affirmative vote of majority of directors present

· “. . . A majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation or the bylaws require a greater number. . . .”

· Unless COI provides otherwise, bylaws may provide a lower number for quorum, but no less than ⅓ of board. 

· “The vote of the majority of the directors present at a meeting at which a quorum is present shall be the act of the board of directors unless the certificate of incorporation or the bylaws shall require a vote of a greater number.”

Dodge v. Ford Motor Co. 

Shareholder Primacy
· A business corporation is organized and carried on primarily for the profit of the stockholders
· Discretion of directors is to be exercised in the choice of means to attain that end, and does not extend to a change in the end itself…
· “[I]t is not within the lawful powers of a board… to shape and conduct the affairs of a corporation for the merely incidental benefit of shareholders and for the primary purpose of benefiting others …”

Business Judgment Rule
Rebuttable presumption that directors in performing their functions are honest and well-meaning, and that decisions are informed, rationally undertaken.  
· Judges will not second-guess board decisions.

· Unless….

Overcoming the Business Judgment Rule

Judges will defer to Board decision-making and not second guess their decisions unless there is: 
1. fraud, bad faith, illegality 

2. lack of a rational business purpose (waste)
a. Transactions where the Corp gets consideration so low that no reasonable person would deem it to be adequate. 

b. Frequently involves conflict of interest. 

· Ex: Excessive Executive compensation (IE, paying an old dude an insane salary not to do anything)
3. failure to become informed in decision-making 

4. conflict of interest 

5. failure to oversee corporation’s activities

Kamlin v. Amex
Standard of Review:
“The question of whether or not a dividend is to be declared or a distribution of some kind should be made is exclusively a matter of business judgment for the Board of Directors”, unless:

· “powers have been illegally or unconscientiously executed; or unless … fraudulent or collusive, and destructive of the rights of stockholders”

· “it appears that directors have [not] been acting in good faith”

Smith v. Van Gorkom
(Board’s failure to become informed in decision-making. Board allowed buyout at too low a rate without adequately informing themselves)
The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves ‘‘prior to making a business decision, of all material information reasonably available to them.’’

Protecting Directors from Liability
· Exculpation: Del. §102(b)(7)

· Indemnification: Delaware § 145

· Directors and Officers Insurance: Del. §145(g)

Exculpation

Exculpation (for Dir’s failure to use Duty of Care) – DGCL 102(b)(7)
Certificate of Incorporation may contain: Provision eliminating/limiting personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that…
such provision shall not eliminate or limit the liability of a director: 
(i) For any breach of the director's duty of loyalty to the corporation or its stockholders; 
(ii) for acts or omissions not in good faith or which involve intentional misconduct or a knowing violation of law; 
(iii) under § 174 of this title (illegal dividends); or 
(iv) for any transaction from which the director derived an improper personal benefit. 

Indemnification
If successful, person shall be indemnified (§145(c)).
· Indemnified against expenses, including atty fees 
Corp can indemnify:

· Director, officer, employee, agent of the Corp 

· If they acted in good faith and w/ duty of loyalty

· If criminal action, they didn’t know their conduct was unlawful

How to indemnify:

· Majority vote of uninterested Dirs

· By committee of Dirs

· Independent legal counsel

· Stockholders vote

If not successful: 

· No indemnification if person liable to the corporation unless court permits (§145(b)).

· If suit is by 3rd party, then may indemnify if acted in good faith and in a manner reasonably believed to be in…the best interests of the corporation, and… had no reasonable cause to believe conduct was unlawful  (§145(a)) 

Director & Officer Insurance
D&O Insurance Provision: DGCL 145(g)
3. Corp has power to purchase insurance on behalf of any person who is or was a: Director, Officer, Employee, or Agent of the Corp…

4. Against any liability asserted against them and incurred by them in any such capacity,

5. Whether or not the Corp would have power to indemnify the person.

Duty of Loyalty
Fiduciary Duty of Loyalty: Directors and Officers must uphold the interests of the Corp, at the expense of their individual and private interests.
Troublesome transactions:
· Conflict of Interest (Self-Dealing)

· Corporate Opportunities (usurping corporate opportunities)
· Transaction detrimental to minority Shhs
Conflict of Interest / Interested Dirs
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When does Conflict of Interest Arise?

Del. 144(a)
Arises when:

1. Direct Interested Transaction: Transaction is between the Corp and 1 or more of its own Dirs/Officers (or relative of D/O)
2. Indirect Interested Transaction: Transaction between the Corp and any other Corp/Pship/etc. in which 1 or more of the Dirs/Officers either:

a. Are Dirs/Officers of the other Corp/Pship, or

b. Have a financial interest in the other Corp/Pship/

Burden is on Plaintiffs to show Conflict.

But: Transaction w/ conflict is not voidable if it is CLEANSED
Del. 144(a)(1)-(3)
1. Transaction is cleansed/ratified by disinterested Directors or Shhs:
a. Material facts about D/O’s interest and the transaction are disclosed to Board, and Board authorizes by affirmative vote of majority of disinterested Dirs (even if disinterested Dirs are less than quorum),

b. Material facts are disclosed to stockholders, and transaction is approved by (disinterested) stockholder vote, or

2. Transaction is fair to the Corporation as of the time it is authorized/approved/ratified by Board/committee/stockholders

· Transaction can be cleansed even if there is only 1 disinterested Dir.
Del. 144(b)

Quorum: Interested or Common Dirs can be counted to establish a valid quorum.

Ratifying Transaction/ Cleansing Conflict - DGCL 144(a)(1)-(2)
Directors:
1. Valid quorum of Board (can include interested directors in count)

2. Material facts about transaction and Dir’s interest disclosed to Board

3. Affirmative vote of a majority of disinterested directors present

Directors do not have the ability to cleanse a transaction involving a dominant shareholder. 

Shareholders: 
1. Material facts about transaction and Dir’s interest disclosed to Shhs entitled to vote

2. Affirmative vote of a majority of disinterested Shhs.

Transaction fair to Corp?

Big Question: Did the interested Dir advance their own interests at the expense of the Corp’s interests?

· Transaction must be valuable to corporation, as judged by its needs and scope of business.

· Examine transparency and role of interested director in initiation, negotiation and approval.

· Must replicate an arm’s length transaction by falling into range of reasonableness.  

· Courts carefully scrutinize terms, particularly $$price, to see if interested director advanced her interest at the expense of the corporation. 

Bayer v. Beran 
Transaction was held to be fair to corporation, so not voidable. 

Marciano v. Nakash
Interested director transactions are still valid if they are intrinsically fair to the Corp. 

· Transactions not voidable solely for Dir interest.

Corporate Opportunity Doctrine (COD)
Corporate Opportunity Doctrine:
· Directors cannot appropriate business prospects that firm is capable of and might be interested in pursuing. 

· Incentives of firm and fiduciary/Dir are likely to be in profound (maybe complete) opposition.

· Similar issues in Agency and Partnership.
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Identifying a Corporate Opportunity
(1) Nature of Opportunity

· Line of Business Test

· Breadth might vary by court

Line of Business test (different interpretations from diff courts)

· Narrow: Some courts focus on whether activity is closely associated with existing business activities.

· More broad: Other courts will look at the plans of the Corp, to see if the opp is associated with planned future business activities. 

· Very broad: Other courts will just look at if the opportunity COULD fit within the Corp's business activities. 

(2) Source of the opportunity

· How did fiduciary learn of opportunity?
· also referred to as the “source rule”
IE: Did the fiduciary come across the opportunity because of his role in the Corp, or because of his individual capacity?

(3) Ability of corporation to exploit opportunity

· Financial or legal constraints faced by corp

· also referred to as “incapacity defense”
IE: Could the Corp take advantage of the opportunity if it wanted to?

Broz v. CIS
Court held that Dir (Broz) did NOT misappropriate a Corp opportunity because:

· it was presented to him in his personal capacity

· The Corp was not financially capable of exploiting the opportunity

· Not established that Corp had an interest in the opportunity (but it was within its line of business)

· Broz informed the Corp of any potential conflicts 
Northeast Harbor Golf Club v. Harris
Court held that Dir (Harris) breached duty of loyalty by not presenting opportunity to Corp.
· Corp was not normally involved in real estate acquisitions/development, but might have had an interest if they knew about it.

Contracting Around COD
Del. 122(17)
Every corporation … shall have power to:

Renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities that are presented to the corporation or 1 or more of its officers, directors or stockholders. 

So…. Corp can specify certain opportunities that Dir’s can take without violating duty of loyalty. 
Duty of Care
Overcoming the Business Judgment Rule

Judges will defer to Board decision-making and not second guess their decisions unless there is: 
1. fraud, bad faith, illegality 

2. lack of a rational business purpose (waste)
a. Transactions where the Corp gets consideration so low that no reasonable person would deem it to be adequate. 

b. Frequently involves conflict of interest. 

· Ex: Excessive Executive compensation (IE, paying an old dude an insane salary not to do anything)
3. failure to become informed in decision-making 

4. conflict of interest 

5. failure to oversee corporation’s activities

Overcoming the Business Judgment Rule:

· Failure to oversee Corporation’s activities.

Obligation to Monitor / Oversight Liability
Oversight Liability: Standard for liability of Dirs where Dirs fail to properly oversee the operations of the corporation.
· Breach of Duty of Care and Duty of Loyalty (Bad Faith)
Board/Dirs must have either:

1. Utterly failed to implement any reporting or information system/controls; or

2. Implemented such a system but consciously failed to monitor or oversee its operations, preventing them from being informed of risks/problems.

^^High bar to meet!

Francis v. United Jersey Bank
Director Mrs. Pritchard didn’t keep herself adequately informed about business, allowing her sons to embezzle funds. 
Court held that Mrs. Pritchard had a duty to be informed (under Duty of Care), which she violated:

· Have rudimentary understanding of firm’s business (to exercise ordinary prudent care) 

· Monitor; keep informed of corporation’s affairs

· Read/understand financial statements 

· Not rely on subordinates when they have notice that the subordinates are acting inappropriately.

· If see shady stuff, inquire further and object; if necessary, resign

In re Caremark
Court held that Dir’s Duty of Care included implementing a corporate information and reporting system, and failure to do so can make them liable for breach. 
But: Del 107(b)(2) made Caremark optional. 

Stone v. Ritter

Court confirmed director oversight liability, which implies bad faith and violation of Duty of Loyalty.
Necessary conditions for oversight liability:

Board/Dirs must have either:

1. Utterly failed to implement any reporting or information system/controls; or

2. Implemented such a system but consciously failed to monitor or oversee its operations, preventing them from being informed of risks/problems.

Marchand v. Barnhill
Caremark standards applied: Plaintiff satisfied burden to show that Board failed to monitor/oversee operations, resulting in listeria outbreak.  
Caremark duties is high bar to meet, but the Board here met it:
· no board committee that addressed food safety; 

· no regular process or protocols that required management to keep the board apprised of food safety compliance practices, risks, or reports; 

· no schedule for the board to consider on a regular basis, such as quarterly or biannually, any key food safety risks existed; 
· No regular discussion of food safety issues at board meetings. 
Controlling Shareholder Duties
General

Shhs acting as Shhs owe one another NO fiduciary duties. 

Exceptions:

· In a close Corp, Shhs may owe each other duties (“like” partners)

· Controlling Shhs may owe fiduciary duties to minority Shhs. 

Controlling Shareholder:

· Does any Shh own >50% of stock? They are controlling.

· Or own high percentage, with no other shh owning a significant percentage?

· Also look at Board composition and independence

Directors do not have the ability to cleanse a transaction involving a dominant shareholder. 
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In re Wheelabrator
Court holds: Since merger doesn’t involve an interested and controlling Shh, the transaction is subject to BJR (rather than Intrinsic Fairness Test)
Sinclair v. Levien

Takeaway:

Sinclair test: When one shh dominates the Board/controls corp, the transaction must be intrinsically fair to the minority stockholders

Facts/Holding

Sinclair: Holding company, majority Shh of SinVen. 

3 different transactions/actions at issue.
Dividend Payments 

· Do the dividend payments by Sinven = self-dealing by Sinclair?

· No. A proportionate sum of the money was received by minority shareholders of Sinven. 

· BJR should have been applied, not IFT (intrinsic fairness test)

· No improper taking of business opportunities. 

Expansion Policies

Sinclair didn’t usurp opportunities, so BJR should be applied.

Breach of Contract
Sinven had contract to sell its oil to Sinclair Intl. 

SI lagged in payments & didn’t comply with minimum purchase requirements

Sinclair prevents SinVen from suing SI for breach of contract; SinVen had enough oil to comply.

Sinclair received a benefit at the expense of SinVen shhs, so Intrinsic Fairness Test should be applied. 
Sales of Control 
· Controlling shareholder decides to sell its controlling stake to a 3rd party, often at a price that incorporates a control premium.

· Two issues:

· Does controlling shareholder have to share control premium with the minority?

· What duties are owed by controlling shareholder to minority in sale?

Perlman v. Feldmann
Where the sale of a corporation’s controlling interest commands an unusually large premium due to a market shortage of the corporation’s product, a fiduciary may not appropriate to himself the value of that premium. 

Feldmann, in his position as director and majority stockholder, had a fiduciary duty to the corporation and to the plaintiffs as minority stockholders. 

· Selling his controlling interest not only sold the interest itself, but due to the nature of the steel market, that interest carried with it the valuable power of Newport to control steel production. 
· It was a breach of fiduciary duty to sell off that corporate asset for the personal gain of the unusually high premium in the sale price. 

Accordingly, Feldmann is accountable to the plaintiffs to the extent that the sale price contained higher premium than sale of the controlling interest in Newport would under ordinary market conditions.

Zetlin v. Hanson Holdings
Holding: 
Absent looting of Corp assets, conversion of a Corp opportunity, fraud, or bad faith actions - Controlling stockholders are free to sell their controlling interest at a premium price.

Abraham v. Emerson Corp.
Derivative Suits
Derivative Suit: When shareholder Plaint seeks to enforce rights that belong to the Corp, rather than to the shareholder in his personal capacity.

· When a corporation suffers harm, shareholders are indirectly harmed by the decrease in their shares’ value; but direct harm is to corporation.

· So corporation has to sue

· Since a corporation is an independent legal person, it can sue and be sued

· Decision to sue is another business decision

· Derivative suit: a suit in equity against corporation to compel it to sue a third party.
Distinguishing Direct vs. Derivative Suits
· Who suffered the alleged harm?

· Who suffered the most direct injury?  

· To whom did defendant’s duty run? 

· Who would receive the benefit of any recovery or other remedy?

Direct Actions
Suit alleging a direct loss to shareholder (i.e., arising from an injury directly to the shh).

Brought by the shh in his or her own name as cause of action belongs to the shareholder in his or her individual capacity:
Most common

1. Force payment of declared dividend

2. Compel inspection of books & records

3. Protect voting rights

4. Securities fraud
Derivative Suits
· A suit alleging an indirect loss to shareholder caused by a direct loss to the corporation.

· Monetary recovery from a derivative lawsuit will be paid over to the corporation.

· Brought by a shh on corporation’s behalf.

· Cause of action belongs to corporation since it arises out of an injury done to corporate entity.

Procedural Hurdles to Derivative Suits:

1. Plaintiff Qualification

2. Demand Requirement

3. Special Litigation Committees
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Plaintiff Qualification
Who can bring derivative action?
1. Plaintiff must have been a shareholder at the time of the alleged wrong, and maintained that status throughout the litigation.

2. Plaintiff must fairly and adequately represent the interests of the shareholders.
· IE: Plaint cant have particular personal interest in the underlying cause of action. Court can trust that they're trying to protect interests of ALL shareholders. 

Demand Requirement

1. Shareholders must first approach the Board and demand that it pursue legal action…

· Letter from shareholder to the board

· Sufficiently specific to apprise the board of the nature of the cause of action and its merits.

· identify alleged wrongdoers, describe factual basis of the wrongful acts and the harm caused to the corporation, request remedial relief. 

2. … unless it’s futile: Making the Demand would be a waste of time, so it’s excused
When is Demand Excused/Futile
Plaintiff must demonstrate reasonable doubt that board can make independent decision to assert claim if demand were made…
Either:
1. Majority of board not independent for purpose of responding to the demand

· Majority of Board have financial interest in challenged transaction

· Majority of Board are controlled/dominated by the “wrongdoer”

2. Challenged transaction is not protected by BJR (ie underlying transaction would constitute breach of duty of care/loyalty, corporate waste, fraud, etc.)

Challenging for Shh to obtain evidence:

· No discovery; only “tools at hand” available.
· Public sources, govt. filings, corp. books & records

Effect of Making Demand

· If plaint makes demand before filing suit.

· Legal effect of doing so?

· Concession that demand was required

· May no longer litigate demand excusal issue

Wrongful Refusal

If Plaint makes demand but Board declines to act, Plaintiff must prove that the refusal was wrongful. 

· Just like attacking any other Board decision: Plaint must show that BJR doesn’t protect the Refusal.

· IE: If Board didn’t fully inform itself before making refusal,

· Or Board breached duty of care/loyalty in some other way in making the refusal.

Grimes v. Donald
Grimes (shh) brought derivative action, alleging Board abdicated authority to CEO, payed him excessive compensation. Grimes made demand first. 
Grimes failed to show that the Board’s refusal to sue was wrongful. 

Special Litigation Committees
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If demand is excused as futile and Shh plaintiff files derivative suit, Board can appoint SLC to determine whether the lawsuit is in the best interests of the Corp. 
DE Standard for Court reviewing SLC Recommendations:

If SLC recommends dismissing suit (as not in best interest of the suit) and corp files motion to dismiss, then:

(1) Step 1: Court will make inquiry into:

1. independence and good faith of the SLC (ie not dominated by wrongdoer)
2. Bases supporting the SLC’s recommendations (need to show that they investigated the claim thoroughly and made a reasonable decision not to continue with the suit)
Corp has burden of proving independence, good faith, and a reasonable investigation

(2) Step 2: If SLC survives first step (the process looks clean)
· DE Court may go on to apply its own business judgment as to whether the case can be dismissed. 
· Other courts may grant BJR deference to SLC

Is Board’s refusal entitled to BJR?

NOT IN DE!
Other states:

· “Complaint fails to include particularized allegations which would raise a reasonable doubt that the Board’s decision to reject the demand was the product of a valid business judgment.”

Zapata v. Maldonado
Breach of duty claim. Demand not made, excused as futile.
Board creates Special Litigation Committee w/ 2 new Board members. 

· SLC determines that the suit is not in best interests of the Corp. 

Court applies DE Standard.

Zapata provides for far more intrusive judicial review than usual. Why?

SLC is only enacted when demand was excused, which means we don’t fully trust the Board. 
· Context: Demand was excused because board disabled from acting due to conflicted interests

· Committee appointed by the disabled board

· Potential for structural bias

Close Corporations
In General/Governing Law
Public corporation:
· Large number of investors with no relationship
· Usually own small % of shares as part of diversified portfolio
· Interested mostly in share price; dividends may not matter as much
· If dissatisfied, sell in markets (which determine price and find buyer)
Close Corporation:
· Small, tightly knit group of participants/Shhs (family, friends)
· Often undiversified; livelihood depends on salary/dividend
· No ready market for corporate stock
· Interested in the company’s performance and dividends, not share price
· Conflicts can lead to deadlock or oppression of minority shhs; no ready market to dispose of shares
Governing Law

· Common-law close corporation

· Some states have case law that applies different standards of fiduciary duties when the corporation is closely-held

· Statutory close corporation

· A corporation may elect to be a ‘close corporation’ (if it satisfies certain conditions – e.g., < 30 shhs)

· If so, special rules apply

· More decentralized management

· More liberal dissolution

Protecting Minority Shhs from Oppression
Concerns for minority Shhs in Close Corps:

Locked in:
· Close corporations often restrict share transfers
· Even if no formal restrictions, there is no secondary market
· Can’t get out if deadlock in decision-making
Frozen out:
· Minority may have no control over corp.’s activities, decisions
· May be denied compensation if denied employment
· Oppression
Protecting Minorities from Oppression
Dissolution Statutes

(1) Voluntary Dissolution – DGCL 275

Requires:

a. Board vote (majority of entire Board) + Shh vote (majority of outstanding shares) + Filing of Certificate of Dissolution (275(a), (b))

b. Or, unanimous Shh consent and Filing of Cert of Dissolution (275(c))
(2) Judicial Dissolution – ONLY FOR SOME STATES, NOT DE
1. Deadlock

· Directors are deadlocked

· unable to make corporate decisions

· shareholders unable to resolve deadlock

· deadlock injuring corporation, preventing business from being conducted 

· Shareholders are deadlocked

· evenly divided

· unable to elect directors for two years running

2. Misconduct

· Fraud, oppression, illegality by majority

· Corporate assets are being misapplied or wasted
Imposition of Fiduciary Duties
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Fiduc. Duties in Close Corps
· At early common law, shhs acting as shhs had no fiduciary obligations to firm or fellow shareholders

· Some erosion vis-à-vis controlling shareholders of public corporations (Sinclair v. Levien)

· Some more erosion in close corporations

· minority shhs have sought protection from majority opportunism under fiduciary principles

· partnership analogy (Donahue, Mass. 1975)

· direct claim

Pship Analogy

· Close corporation shhs, like partners in a p’ship, have duties of  “utmost good faith and loyalty.” 

· Majority must provide the minority an “equal opportunity” to participate in corporate benefits.

· There, corporation was purchasing shares from controlling shareholder; minority wanted to sell some of its shares on same terms.

· “Equal opportunity rule”  has evolved into  a “business purpose rule” 

Wilkes v. Springside Nursing Home
(Not on point for exam)

Shareholders in a close corporation owe each other a duty of strict good faith, subject to:

· controlling shareholder must show a legitimate business objective for challenged action

· if objective is demonstrated, minority must show that controlling group can accomplish it in a manner less harmful to the minority’s interests
· if so, court balances legitimate business purpose against the practicability of proposed alternative

Nixon v. Blackwell
· No special close corporation fiduciary duties.

· Rely on Sinclair rule for controlling shhs (transaction must be intrinsically fair to the minority stockholders) 
· Protect yourself contractually otherwise

· Employment agreement

· Shareholder agreement

Shareholder Agreements
DGCL 218(c)
Constraining discretion that isn’t subject to fiduciary duties: agreements generally ok

· Electing Directors (or other voting agreements)

· Restrictions on transfers
Generally: Courts are always willing to enforce agreements that constrain Shh discretion, as long as Shh are wearing their "shareholder hat"

· IE; Whenever Shhs are binding themselves as Shhs (they can contract away their shareholder rights)

· Ex: Shh agreement: "I will always vote for X as Board." Court will enforce.

· Ex: Agreement to restrict transfer of shares. Court will enforce.

Constraining discretion that is subject to fiduciary duties: agreements are more problematic (IE Agreements regarding future actions as D/O)
· Actions that are typically in the domain of directors/officers (e.g., appointing officers)

· Dirs have duty to use their independent, informed judgment and discretion, so they can’t limit that.

· Does it impermissibly constrain director’s discretion? 
· McQuade Rule: Shhs can contract to bind themselves as Shhs, but CANNOT contract to bind themselves as future Directors. 

· Unless: ALL Shhs are parties to the agreement.

· McQuade rule is designed to protect minority Shhs who were not parties to the agreement.

Courts will NOT enforce Shh agreements when they are wearing “future board member” hat:

· Ex: Shh agreement: "When I am Board member, I will vote for X." Court may not enforce.

Validity of Agreements

· Directors must exercise independent business judgment on behalf of all shareholders

· If directors agree in advance to limit that judgment, then shareholders do not receive the benefit of their independence
· So, Shhs can’t make contracts that limit their discretion as Dirs. 
McQuade v. Stoneham
Takeaway:

Shhs can contract to bind themselves as Shhs, but CANNOT contract to bind themselves as future Directors. 

· Unless: ALL Shhs are parties to the agreement.

· McQuade rule is designed to protect minority Shhs who were not parties to the agreement.

Facts/Holding
· Stoneham owned majority of stock in Giants

· McGraw & McQuade buy small equity interests

· There are other minority shareholders (owning about 19% of the stock)
Stoneham, McGraw & McQuade enter into an agreement.:
· McQuade, McGraw, and Stoneham to be…

· elected directors

· appointed to specified officer positions

· paid specified salaries

McQuade was removed from the board by the other 3, and he sued for specific performance.
Court held: 2 of the provisions (appointing certain officers and paying specific salaries) involve the men’s actions as Dirs, not Shhs. The agreement limits their discretion as Directors, and is invalid. 

Clark v. Dodge
Takeaway:

McQuade rule is not applied when all Shhs are party to the agreement (generally involves close corps)

· If the Corp has no other minority Shhs who are not party to the agreement, the rule isn’t necessary.

Facts/Holding

Dodge owned 75% of stock, Clark owned 25% and had the secret formula. Agreed that Clark would give up formula, and Dodge would continue him as Dir and continue his salary.
Clark sued, alleging that Dodge failed to use his stock control to continue Clark as Dir, prevented him from receiving his income, and payed other incompetent D/Os excessive salaries. 

Court held: Since Dodge and Clark own 100% of the stock, there are no other Shhs to protect. McQuade rule doesn’t apply. K is enforceable. 
Galler v. Galler
Takeaway:
Shh agreement is valid even if not all Shhs are parties to it, if

1. The terms are reasonable and fair to minority shhs, and

2. Minority shhs don’t object. 

Facts/Holding

2 brothers owned most of the stock of a Corp. Made agreement to give control/financial protection to their families on their death. But, there is another minority Shh, Rosenberg. Is the K enforceable?

Court held yes. 

· Even though Rosenberg wasn't a party to the agreement, he knew it was in place, and he didn’t object to it.

· Also, the agreement didn’t contain any provisions that weren't reasonable/fair to minority Shhs. 

Shareholder Voting
Who is Entitled to Vote?
(1) Owner of a share on record date is entitled to notice & vote (DGCL §213(a)) 

· Board sets "record date", when the Corp's records will be consulted to determine the identity of the Shhs. 

· MBCA: Record date cannot be more than 70 days before the meeting, and notice must be given 10-60 days before the meeting.

(2) Generally, each share is entitled to one vote; unless certificate of incorporation specifies otherwise (DGCL §212(a))

· 1 share=1 vote. You get as many votes as you have shares.

· Exceptions: Certain classes of shares get different numbers of vote.

When do Shhs vote?
(1) Annual Shareholder meetings (DGCL §211(b))
· Elect directors, routine matters, proposals

(2) Special Shareholder meetings (DGCL §211(d))

· By request of the board, or someone entitled under articles/bylaws

· Mergers, major asset sales: Important transactions that need to be approved by Shhs
How do Shhs vote?
Quorum Requirement

· In order for shareholders to take action, there must be a quorum at the meeting. 

· Majority of shares entitled to vote (§216(1))
· Large corps have thousands of Shhs, so need Proxy mechanism. 
In-Person Voting vs. Proxy Solicitation
· Shareholders may appear and vote either in person or by proxy (DGCL §212(b))

· Shareholder appoints a proxy (agent) to vote her shares at the meeting by means of a proxy (card)

· Can specify how shares voted or give discretion

· Revocable; last one governs

· Public corporations institutionalize this process because shareholders seldom find it worthwhile to involve themselves in the firm’s affairs.  

Required Vote
· Most matters require a majority of shares present at  meeting (or represented by proxy) at which there is a quorum (DGCL §216(2))

· Some actions have different voting requirements

· Plurality of shares present

· Electing directors (§216(3))

· Majority of shares entitled to vote (outstanding)

· e.g., Mergers (§251(c)); Dissolution (§275); Sale of all or substantially all of assets (§271(a))

Virtual Meetings
· (1) … [T]he board of directors may…determine that the meeting shall not be held at any place, but may instead be held solely by means of remote communication as authorized by paragraph (a)(2) ….

· (2) [S]tockholders and proxyholders not physically present …may, by means of remote communication:

· a. Participate in a meeting of stockholders; and

· b. Be deemed present in person and vote at a meeting of stockholders…, provided that...

What do Shhs vote on?
· Election of directors

· Fundamental Corporate Changes

· Amending Articles and/or Bylaws

· Shareholder Proposals

Electing Directors

· In general…

· Elected at annual meeting (§211(b))

· Requires a plurality of votes cast  (§216(3))

· Two special cases:

· cumulative voting

· classified or staggered boards

Default System – Straight Voting
· In general…

· Elected at annual meeting (§211(b))

· Requires a plurality of votes cast (§216(3))

Cumulative Voting – DGCL 214
Allows minority Shhs the ability to win Dir seats. 

· Corporations may adopt cumulative voting in certificate or bylaws.

· Each shareholder number of votes is multiplied by the number of directors up for election.

· Kermit: 6*3=18

· Fozzie: 4*3=12

· Shhs may split their votes on any number of candidates; or use all votes on a single candidate.

· The candidates with the most votes are elected

Formula:

· If a shareholder has X shares, the shareholder will be able to elect N directors:

· N = [image: image12.emf]









· X is number of shares owned by shareholder 

· S is total number of shares voted at meeting

· D is number of directors to be elected

Classified/Staggered Board – DGCL 141(d)
Dirs divided into classes, and each class is only up for re-election on certain years. 

· “The directors of any corporation may by the certificate of corporation, or an initial bylaw, or by a bylaw adopted by a vote of the stockholders, be divided into 1, 2, or 3 classes.”

· So only some of directors are elected each year

· Similar to U.S. senate

· Why have this?

Removal of Directors
Removal of Dirs – DGCL 141(k)
· Any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, except …

· If board is classified, then need cause (unless COI states otherwise)

· If cumulative voting, a director can’t be removed w/o cause if votes cast against removal would be enough to elect him

“Causes” for Dir Removal:

· Frequently missing meetings.

· Disclosing confidential or sensitive info. about corporation to unauthorized persons.

· Violating policies by serving on another board or becoming involved with a competitor.

· Engaging in insider trading re: corp's securities.

· Violating corporation's code of ethics.

· Acting in an inappropriate manner that leads to a unproductive boardroom environment.

Incumbents vs. Insurgents
Incumbents:

· Nominating committee of the board nominates a slate of directors

·  Bylaws may contain proxy access provision, allowing shareholders to nominate candidates for the board on board’s proxy card (DGCL §112) 

· Board identifies other issues to be voted on

· At company expense management prepares proxy statement and card and solicits shareholder votes 

Insurgents
· A shareholder (insurgent) solicits votes in opposition to the incumbent board of directors

· Electoral contests: Run a competing slate of directors against incumbent board’s nominees

· Issue contests: Solicit votes against a board proposal

· e.g., urge fellow shhs to vote no on a merger
· Insurgents must pay to send out “unofficial” proxy solicitation and materials to solicit proxies 
· Insurgents send their own info and proxy solicitation to other Shhs. 

· Sometimes occurs as a result of proposed merger
· Proxy Contests Relatively Rare—Why?
· Very expensive. Incumbent campaign expesnes are covered by Corp, but Insurgents have to fund their own. 
Reimbursement:

Froessel rule:

Can management (incumbents) use corporate funds to pay for expenses they incur in conducting their proxy solicitation?
· YES - Dirs may be reimbursed, if acting in good faith, for reasonable expenses in the solicitation of proxies in a policy-related proxy contest.

Can insurgent use corporate funds to pay for expenses it incurs in conducting their proxy solicitation?

· Yes, only if:

a. New Board moves for resolution to be reimbursed (ie they have to win!), and
b. (uninterested) Shhs must vote to approve reimbursement.
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Rosenfeld v. Fairchild
Insurgents took control of Board after vote. Corp had spent over $100k defending old (incumbent) Board, then $127k in reimbursing new (insurgent) board. 
Court held: Directors, if acting in good faith, may incur reasonable expenses in the solicitation of proxies in a policy-related proxy contest.
Fundamental Corporate Changes
Three fundamental decisions in a firm’s life:

· Mergers (§251(c))

· Sale of all or substantially all of assets (§271)

· Dissolution (§242(b))

These actions must be initiated by the board and then presented to the shareholders for approval, usually at a special meeting.
· Approval requires majority of shares entitled to vote (i.e., outstanding shares)

Amending Certificate or Bylaws
Modifying Certificate of Incorporation – 242(b)(1)
· The directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment.  

Modifying Bylaws – 109(a)
· The power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote (plus, directors if provided in the certificate).
· Default: Shhs can unilaterally amend the bylaws. 

· But, the COI can provide that the Board can unilaterally amend the Bylaws. 

Shareholder Proposals
Regulation Background
Federal Securities Regulation
1933 Securities Act

· registration and disclosure

· primary vs. secondary markets

· private vs. public offerings

1934 Securities Exchange Act

· periodic disclosures: 8-Ks, 10Qs, 10Ks

· tender offer and proxy rules

· short swing profit rules (Section 16)

· Rule 10b-5

Paths to being a Public Company subject to 1934 Securities Exchange Act
· Registered public offer under ‘33 Act (SEA §15(d))

· Listing on a national exchange (SEA §12(a),(b))

· NYSE, Nasdaq

· Over the counter stocks (SEA §12(g))

· total assets exceeding $10 million and
· at least 2000 shareholders

Public Issuer becomes subject to:
· Section 13: Periodic Reporting Requirements

· Section 14: Proxy \ Tender Offer Rules

· Section 16: Short Swing (Trade) Profit Rules

Proxy Regulation under the SEA
· SEA 14: “It shall be unlawful for any person … in contravention of such rules and regulations as the [SEC] may prescribe … to solicit … any proxy … in respect of any [registered] security ...”

· Regulation 14A contains the rules and regulation governing the proxy solicitation process.

· information to be included in proxy statement

· communications that would cause a stockholder to grant, withhold or revoke a proxy

Shh Proposals in General
Rule 14a-8: Shh Proposals
· Allows qualifying shareholders to put a proposal before their fellow shareholders

· And have proxies solicited in favor of these in the company’s proxy statement

· Expense thus borne by the company

Who are Proponents? Who makes proposals?

· Hedge and private equity funds

· Individual activists

· Pension funds

· Union

· State and local employees (e.g., CALPERs)

· Charities

Typical Topics of Shh Proposals:
Social Proposals
· Global human rights policies

· Contract supplier standards

· Non-discrimination

· Emissions & energy efficiency reporting

· Indigenous rights policy

· Recycling 

· Pesticides, toxic chemicals

Governance Proposals
· Takeover defenses

· Board diversity and independence

· CEO compensation

· Political contribution disclosure

· Separate CEO/Chair

· Cumulative Voting

Company Responses
Company may:
· Adopt proposal as submitted

· Negotiate with proponent

· Include with opposing statement

· Try to exclude proposal on procedural or substantive grounds

· Must have specific reason to exclude that is valid under Rule 14a-8

Process for Excluding a Proposal
· Management files a notice of intent to exclude with the SEC. 

· Copy also sent to proponent, who may reply.

· SEC possible responses:

· Can exclude: Issue a no-action letter

· Should include: Notify issuer of possible enforcement action if proposal is excluded

· Intermediate position: proposal not includible in present form, but can be cured

Eligibility Requirements
All rules under the Securities Exchange Act of 1934 (SEA)

General:

· 14a-8(b)(1): Owned at least 1% or $2,000 (whichever is less) of issuer's securities for at least one year prior to submission of proposal.

· 14a-8(d): Proposal plus supporting statement cannot exceed 500 words.

· 14a-8(c): Only one proposal per corporation per year per shareholder

· 14a-8(i)(12): Proposal has been submitted in the past and hasn’t met certain thresholds

Not Proper Action for Shhs – Rule 14a-8(i)(1)
· “If the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization.”

· That is, proposal must be an action which it is proper for shareholders to initiate

· Look to state law to decide that question 

· If shareholders not allowed to initiate, still OK if precatory

If it's phrased in a precatory way - (asking Board to "consider"…) - That's ok

· Can't be Demanding.

Proposal is not relevant to firm’s operations - Rule 14a-8(i)(5)
If the proposal relates to operations which: 
1. account for less than 5% of the company’s total assets … 
2. and for less than 5% of its net earnings and gross sales … 
3. and is not otherwise significantly related to the company’s business 
a. Includes ethical or social significance (Lovenheim)
Rule 14a-8(i)(7) – Ordinary Business and Management Functions
Proposal dealing with a matter relating to the company’s ordinary and day to day business operations can be excluded.

· Aimed at proposals seeking to micromanage, i.e., probing deep into complex matters that shhs as a group are not in a position to make an informed judgment about

Other substantive exclusion grounds
· 14a-8(i)(2): Implementing would violate law

· 14a-8(i)(6): Company lacks power or authority to implement

· 14a-8(i)(9)-(11): Conflicts with company’s proposal / already substantially implemented / duplication with an included proposal

· 14a-8(i)(3): Implementing would violate proxy rules (proposal is false, misleading, vague)

· 14a-8(i)(13): Specific amount of dividends

· 14a-8(i)(8): Relating to election of directors (some)

Lovenheim v. Iroquois Brands
Shh proposal requesting to form a committee to see whether to discontinue foie gras b/c of animal cruelty.
Corp tried to exclude under 14a-8(i)(5), “Proposal not relevant to firm operations” (only accounted for less than 5% of assets/earnings/sales)

Court held:
· The meaning of “significantly related” in the SEC rule for omissions in proxy statements is not limited to economic significance. 

· Can also take into account social significance. 
· The proposal may not be excluded. 

Inspection Rights
Shh Inspection Rights

DGCL §220(b) – Shh Inspection Rights

Any stockholder, in person or by [an] agent, shall, upon written demand under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose, and to make copies and extracts from: 

(1) the corporation's stock ledger, a list of its stockholders, and its other books and records; 

(2) [subsidiary records under some conditions]

Proper Purpose: “A proper purpose shall mean a purpose reasonably related to such person's interest as a stockholder”
· Investigate alleged corporate mismanagement

· Collecting information relevant to valuing shares

· Communicating with fellow shareholders in connection with a planned proxy contest

“Other Books and Records”
· Bare minimum:

1. Articles of incorporation; Bylaws

2. Minutes of board and shareholder meetings

3. Board or shareholder actions by written consent

4. SEC filings and other public records

· What about contracts, correspondence, and the like?

· A request to access such records must be very narrowly tailored: “A Section 220 proceeding should result in an order circumscribed with rifled precision.” Security First Corp. v. U.S. Die Casting and Development Co, 687 A.2d 563 (Del.1997).
· Other documents are available, but the Shh must identify them ("narrowly tailored")
· Balancing: We want Shhs to be able to access the info they need to enforce their rights, BUT we don’t want to give Shhs unfettered access to the documents.

Order to Compel Inspection – DGCL 220(c)
If the corporation… refuses to permit an inspection sought by a stockholder … or does not reply to the demand within 5 business days … the stockholder may apply to the Court of Chancery for an order to compel such inspection.  The Court of Chancery [shall] determine whether or not the person seeking inspection is entitled to the inspection sought.

Pillsbury v. Honeywell

Takeaway:

Shareholders must have a proper purpose germane to their economic interest in the corporation to inspect corporate records. 

Facts/Holding
Shh demanded access to Corp records related to manufacture of munitions. (ledger of all Shh, all corp records)

· Motivation: Opposed to vietnam war, and Corp was making frag grenades

Court held he is NOT entitled to corp records. 

· Shareholders must have a proper purpose germane to their economic interest in the corporation to inspect corporate records
Internal Affairs Doctrine: (Juul Labs v Grove)
· Held that “internal affairs doctrine” bars shhs of Delaware corporations headquartered in a foreign jurisdiction from seeking to inspect corporate books and records pursuant to the statutory law of that foreign jurisdiction. 

· Case dealt with CA’s long arm statute (CCC 1601)

· Still murky waters.  For certainty, include Del. exclusive forum provisions in COI or bylaws. 

Dir Inspection Rights
DGCL §220(c) -  Dir  Inspection Rights
“Any director shall have the right to examine the corporation's stock ledger, a list of its stockholders and its other books and records for a purpose reasonably related to the director's position as a director. …  The burden of proof shall be upon the corporation to establish that the inspection such director seeks is for an improper purpose.”

Management cannot prevent Dirs from accessing records. 
In re WeWork Litigation

Directors of a Del. corporation are presumptively entitled to the company’s privileged information as joint clients of the corporation, and management cannot ordinarily curtail that right. 

Securities Fraud
General:
Section 10(b) of the 1934 Exchange Act
It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—

(b)  To use or employ, in connection with the purchase or sale of any security. . . any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the [SEC] may prescribe as necessary or appropriate in the public interest or for the protection of investors.

SEA Rule 10b-5
Rule 10b-5: Employment of manipulative and deceptive devices.
It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

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

(b) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in the light of the circumstances under which they were made, not misleading, or

(c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.

Applies to purchase/sale of ANY security, not just those registered under the Exchange Act. 
10b-5 Overview:

Jurisdictional Nexus:

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange--

Three Prohibitions:
(a) To employ any device, scheme, or artifice to defraud, 

(b)  To make any untrue statement of a material fact or to omit to state a material fact necessary … to make the statements made, in the light of the circumstances …  not misleading,  

(c)  To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person . .

Transactional Nexus:


… in connection with the purchase or sale of any security
(Rule 10b-5 applies whether or not the security is registered, listed on an exchange, etc

(Rule 10b-5 applies to both issuer transactions (offerings) and secondary market transactions 

10b-5 Roadmap:
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1. Jurisdictional Nexus

It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange--

Very easily met:

· Write a check? That involves interstate commerce

· Send an email? Interstate commerce

· Buy stocks? National securities exchange. 

2. Transactional Nexus
· Plaintiffs: must be either a seller or a purchaser (OR the SEC/DOJ)
· Defendants: any person whose fraudulent activity is “in connection with” the purchase or sale of a security by plaintiff…

· “In connection with” read broadly - defendant doesn’t have to be a buyer or seller of securities. 

· Person can be real or legal (i.e., business entity)

· Ex. CFO lies in analyst call.

3. Misrep. or Omission of Material Fact
Materiality Standard

TSC Industries Materiality Standard:
· A fact is material if there is a substantial likelihood that a reasonable [investor] (1) would consider the fact important in deciding whether to buy or sell the security or (2) would have viewed the total mix of information made available to be significantly altered by disclosure of the fact.

· How can we measure materiality?
· Good measure of materiality: If the statement is made, and the market DOESN’T MOVE, it's not material.

Materiality and Contingent Events
· When would reasonable investors consider contingent/speculative events such as merger negotiations significant?

· SEC v. Texas Gulf Sulphur Co. (1968): Materiality hinges on “a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity...”

· How can we assess the probability and magnitude of an event?

Basic v. Levinson

Corp made public statements denying it was in merger negotiations, then announced a merger. Shhs who sold stock before merger brought 10b-5 action.

4. Scienter
Scienter: Guilty state of mind of the person making the misstatement/omission.
Intent to deceive or defraud is REQUIRED
What state of mind is required for liability under Rule 10b-5?
· No strict liability.

· Negligence is not enough to establish scienter.

· Need intent to deceive, manipulate or defraud.

· Acting with knowledge is enough (e.g., person making statement must know that the facts are other than stated).

· So may be acting recklessly (e.g., lacking  a reasonable basis for the representation).

Ernst & Ernst v. Hochfelder
· President of brokerage firm did not let anyone to open his mail at the brokerage firm ( “mail rule”), which allowed him to hide his fraudulent scheme.  

· Defrauded customers alleged that EE (accounting firm) failed to discover this practice because of a negligent audit.  

· No allegation that EE acted intentionally or even recklessly in its failure to uncover a company practice that interfered with its audit.

Court held that EE did not intend to defraud, so not liable.
5. Reliance
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Establishing Reliance:
· Plaintiff has to show that the alleged misrepresentation caused him to enter into a transaction.

· In face-to-face transactions this is easy.

· When investors buy shares of large public companies in the secondary market things are more complicated:

· Investors rarely read company’s reports or calls; they rely on analysts and market to digest information.

· Can’t bring class actions if plaintiffs have to prove that every member relied on misrepresentation

Fraud on the Market Theory:
Creates a presumption of reliance for securities traded in efficient markets: 

· stock price of a publicly-traded company reflects all publicly-available material information

· disclosed false information will affect stock price

· investors “rely” on this information when they transact in the stock at market price, even if they didn’t themselves read the false information

Invoking Presumption of reliance (burden on Plaintiff):
1. Defendant made a public misrepresentation

2. Misrepresentations were material

3. Shares were traded on an efficient market

4. Plaintiff traded shares between misrepresentation and the time the truth was revealed

6. Loss Causation
Plaintiff needs to show they were harmed by the misrepresentation/omission.

Loss Causation:
· Plaintiff has burden of proving that defendant’s alleged act or omission (fraud) caused the loss for which the plaintiff seeks to recover damages.

· Subject of fraudulent statement or omission was cause of the actual loss suffered.

· If the plaintiff sells before trust is disclosed, plaintiff is not harmed by fraud.

7. Damages
1. No statutory formula, so courts have leeway for remedies. 

2. Only restriction: NO punitive damages, only actual damages.
Damages in 10b-5 Cases:
· Courts have leeway in measuring damages, subject to the cap imposed by Section 28(a) of Exchange Act: plaintiff cannot recover “a total amount in excess of his actual damages.”

· i.e., no punitive damages  

Most common measure of Rule 10b-5 damages is the tort-based “out-of-pocket” measure. 

· Difference between contract price and the security’s “true value” at time of transaction.
· IE: How much would Plaintiff have paid for his shares if the misrepresentation never occurred? (ie if the market never changed based on misrepresentation)

Insider Trading (Making omission actionable for 10b-5)
What is Insider Trading?
· Buying or selling shares using “inside information”.

· “Inside Information”: information about the firm which is not publicly available.

· Buying and selling using non-public information is not always insider trading.

· Materiality – is it important?

· Duty to disclose – how obtained?

· CEO after a confidential presentation

· Guy overhearing lawyers chatting on train

Federal Approach to Insider Trading:
1. Classical insider trading: A fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary (TGS, Chiarella)

2. Tipper and tippee liability (Dirks)
3. Trading on info. about a tender offer (R. 14(e))

4. A fiduciary trades using information that was misappropriated (O’Hagan) 

5. Section 16 (statutory insider trading; Reliance)

Types of Insider Trading
Still need to establish elements for 10b-5 violation.
Once you find the duty to disclose, all other elements fall into place:
· Omission (not misrepresentation): The insider knows something important and doesn’t want the Shhs/market to know it. 

· For omission to be actionable, you need a pre-existing duty to disclose.

· Materiality is presumed, b/c if they traded without disclosing the info, the info is probably material.

· Scienter is presumed

· Reliance is presumed when there is an omission with a duty to disclose. 
Classical Insider Trading
Rule for Corporate Insiders:

Individuals with knowledge of material inside information must either disclose it to the public or abstain from trading in the securities concerned while the inside information remains undisclosed. 

Insider trading violation only if informed trader owed a “duty” to the corporation or shareholders of the firm whose stock he traded in
· The individual must be trading the securities of the Company where they are an insider. 

Texas Gulf Sulfer v. SEC
TGS Dirs held liable for insider trading by trading on material insider info that was unknown to the public. 

Chiarella v. US

Rule:

Insider trading violation ONLY if the informed trader owed a “duty” to the Corp or Shhs of the firm whose stock he traded in.

Since Chiarella owed no duty, he was not liable. 

Tender Offer Liability - Rule 14e-3
After Chiarella, SEC passed Rule 14e-3:
· Illegal to trade in securities of a company that will be the target of a tender offer using information obtained (directly or indirectly) from:

· The bidder

· The target

· Anyone connected to the bidder or the target (director, officer, employee, attorney…)

· No breach of fiduciary duty to anyone required

· So mere possession of material, nonpublic information about a pending tender offer leads to duty to disclose or abstain

Tipper/Tippee Liability

When is a Tippee liable?

· “[A] tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when 

· (1) the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and 
· (2) the tippee knows or should know that there has been a breach.”  
When does Tipper breach duty?

· Tipper breaches a fiduciary duty only if the purpose of the disclosure is to obtain, directly or indirectly, a “personal benefit”

· S&D routinely exchanged stock tips

· S tipped D out of revenge

· S carelessly discussed the fraud in the elevator

· How about tippee’s tippees?

Constrictive Insiders

· When is someone a “constructive insider”?

· FN 14 (not in casebook): where they (1) obtain material nonpublic information from the issuer with (2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential and (3) the relationship at least implies such a duty

Dirks v. SEC

Tipper/Tippee liability

Misappropriation Theory

· Trader breaches fiduciary duty to the source of the information, not to shhs of the company which securities he is trading.
· Using confidential information acquired during agency for agent’s own benefit

· This is the “deception” needed for 10b-5

When does duty of trust/confidence arise?
Duty of trust/confidence arises (for purpose of misappropriation theory) in addition to other circumstances when:

· person agrees to maintain info in confidence

· persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating info expects him to maintain confidentiality; or

· info is obtained from a close family member, unless recipient shows that history/practice indicates no expectation of confidentiality.

US v. O’Hagan

Atty misappropriated Cl’s info. Liable. 

US v. Salman
· Maher handled confidential info. at Citi

· Maher and Michael enjoyed a close relationship 

· Michael paid for Maher’s college; Michael coached him in basic science; Maher gave Michael info to help him.

· Salman knew Maher was Michael’s source of information and was aware of close relationship between Maher and Michael

Affirmative Defense – Rule 10b5-1(c)

Purchase or sale is not “on the basis of” material nonpublic information if the person making the purchase or sale demonstrates that before becoming aware of the information, the person had:

· Entered into a binding contract to purchase or sell the security,

· Instructed another person to purchase or sell the security for the instructing person’s account, or

· Adopted a written plan for trading securities.

It needs to be a plan in writing that the insider has NO control over.

· Nothing they can do to stop the plan once set in motion. 

· The contract, instruction, or plan … 

· Specified the amount, price and the date on which the securities were to be purchased or sold;

· Included a written formula or algorithm for determining the amount, price and date; or

· Did not permit the person to exercise any subsequent influence over how, when, or whether to effect purchases or sales. 

· Also, any other person who did exercise such influence must not have been aware of the material nonpublic information when doing so.

**Not a defense to Sec 16(a)

Statutory Insider Trading –Sec.16(a)

**Only applies to companies registered under 1934 Act

· “Every person who is directly or indirectly the beneficial owner of more than 10 per centum of any class of any equity security . . . or who is a director or an officer of the issuer of such security . . .. shall file with the Commission . . . a statement indicating his ownership at the close of the calendar month and such changes in his ownership as have occurred during such calendar month”

Individuals subject to 16(a):

1. Directors

2. Officers

3. Shareholders of more than 10% of any class of stock. 

When does 16(a) apply?

Any profit realized by (individuals above) from any purchase and sale (or sale and purchase) of any stock within any period of less than 6 months must be given to the Corp.

Recovery by Corporation
· Any recovery (disgorgement) goes to company.

· Corporation can bring an action, or an individual shareholder can sue derivatively.

· shareholder’s lawyer can get a contingent fee out of any recovery or settlement

· Courts interpret the statute to maximize the gains the company recovers.

· 1/1: buy 3 shares @ $5; 2/1: buy 3 shares @ $6; 3/1: sell 3 shares @ $10

Transactions by 10% Shhs:

· 16(b) excludes “any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved”

· Is the purchase that makes you a 10% percent owner subject to Section 16 (i.e., matchable)?

· Is the sale that brings you below 10% threshold subject to Section 16 (i.e., matchable)? 

· And how about subsequent ones?

Transactions by Directors and Officers

· §16 applies to transactions occurring while being officer or director even if matching transaction occurs after person is no longer a D/O.

· Rule 16a-2(a) exempts transactions occurring before becoming an officer or a director.

· Examples:

· Director at time of initial transaction, but not a director at time of second transaction: Subject to 16(a)
· Not a director at time of initial transaction, but a director at time of second transaction: Not subject to 16(a)
Reliance v. Emerson

Routine Application of 16(b):
Once a shareholder drops below 10 percent ownership, it is not liable to the corporation for profits realized from a subsequent sale. Emerson is thus not liable to Reliance for profits realized from its second sale of Dodge stock.

Foremost v. Providence
Holding: For 16b to apply, Shh must own 10% at the time that they make the matchable transaction.
Creditor Protections

