BA – the outline from hell
Fall 2020 Berdejo

· Types of Business Organizations
· Agency (sole proprietorships)

· Partnerships

· Corporations

AGENCY

· Definition R.3d §1: Agency = fiduciary relationship that arises when:

· Principal (P) manifests assent that

· Agent (A) will act on P’s behalf and subject to P’s control AND

· A manifests assent or otherwise consents to act 
· FORMATION OF AGENCY

· Do not need formal K or intent to form agency

· Assent can be verbal, written, or implied through conduct

· Legal consequences of formation:

· A may create liability for P

· Can bind P to 3P in K 

· P may be liable for A’s torts (DOTY car accident teacher case ( substance of agency matters)
· A owes fiduciary duty to P

· Cannot take advantage of position to profit off of it

· Cannot contract around liability in agency

· Defenses:

· A is not my agent

· A did not have authority to take that action

· Insurance is key to avoid legal issues

· 





· A’s dealings with 3P create legal liability between P and 3P

· CARGILL: F: ∆ has control of W’s grain elevator, effective monopoly and control, W acts as middleman for ∆, H: W is agent of ∆, making ∆ liable to π (farmers), R: creditor becomes P at point where it assumes de facto control over conduct/management of debtor
· Finding agency relationship is a highly fact-specific inquiry and substance of the agency relationship can be determinative 

· LEGAL CONSEQUENCES OF AGENCY

· Types of Agent Authority
· Actual R.3d § 2.01: A reasonably believes, in accordance with P’s manifestation to A, that P wishes A to so act
· What A believes they can do; 3P belief/knowledge = irrelevant

· Past practices and customs can make a difference

· 2 Types:

· Express: P tells A to take specific action ( P is bound
· Implied R.3d § 2.02: P tells A to do X, acts that are necessary or incidental to X as A reasonably understands are also authorized
· Customary practices: if customary for a type of A to have certain powers, then there is actual implied authority without P’s express denial

· Gives huge discretion to A

· Apparent R.3d § 2.03: 3P reasonably believes A has authority to act on P’s behalf due to manifestation of P to 3P
· What 3P believes A can do

· No matter the type, P is bound by A’s Ks

· Party attempting to enforce K has burden to show authority (usually 3P)

· P’s Liability in K

· R.3d § 6.01: When A makes K on behalf of disclosed P with Actual Authority or Apparent Authority, P and 3P are parties to the K

· Types of Ps R.3d § 1.04(2)
· Disclosed: 3P KNOWS dealing with A and who P is

· Undisclosed: 3P doesn’t know dealing with A working on behalf of P, thinks dealing with P

· If A goes rogue, 3P has harder time enforcing K against P because no apparent authority

· R.3d § 2.06(1): undisclosed P is subject to 3P who is:

· Justifiably induced

· To make a detrimental change in position

· By A working on P’s behalf without actual authority IF

· P, having notice of A’s conduct, did not take reasonable steps to notify 3P of facts

· R.3d § 2.06(2): Undisclosed P may not rely on instructions that reduce A’s authority to less than what 3P would reasonably believe A would have if P was disclosed

· Burden is on P to prove no liability

· Partially disclosed/Unidentified: 3P knows dealing with A, but not who P is

· R.3d § 2.05 – Estoppel 

· If no manifestation by P to 3P re: authority, 3P can still hold P liable IF
· 3P induced to make detrimental change in position because

· Justifiably (but erroneously) believes someone is acting as A

· Liability flows if P is responsible for 3P’s belief in one of 2 ways:

· Intentionally or carelessly caused belief OR

· Having notice of belief, P didn’t take reasonable steps to notify 3P of truth

· P is then estopped from denying agency relationship to escape liability

· R.3d § 4.01(1) – Ratification 
· Affirmance of prior act of another ( act is given effect as if it was done by A acting with actual authority
· Retroactively creates effect of actual authority (§ 4.02)

· Can happen inadvertently, even if person who makes K isn’t actually P’s A

· If action = ratified, agency is retroactively created

· Ratification is all or nothing (§ 4.07)

· Nuances:

· P can expressly manifest assent (§ 4.01(2)(a))

· P can manifest assent through conduct that justifies reasonable assumption of consent (§ 4.01(2)(b))

· Ratification is not valid is made without knowledge of material facts involved in original acts (§ 4.06)

· Ratification will not be effective where unfair to bind 3P in K:

· Pre-ratification, 3P manifested intent to withdraw (§ 4.05(1))

· Material change in circumstances that would make it unfair to bind 3P (§ 4.05(2))

· A’s Liability – Acting with Authority

· When acting for disclosed P, A IS NOT party to K (unless other agreement)
· When acting for undisclosed P, A IS party to K

· When acting for unidentified P, A IS party to K (unless other agreement)

· If A lacks actual authority but P is bound, P may recover damages from A

· If A lacks authority but represents otherwise, A is liable to 3P if P refuses to ratify

· No authority to bind P

· 3P must not be aware of lack of authority at time of K

· A breached implied warranty of authority

· 3P Liability in K

· If A acts with authority, 3P is bound
· If P = undisclosed/unidentified, generally 3P is bound UNLESS 3P can show they would not have entered into K if they knew who P was

· ONLY in relation to whether or not they would have entered K at all

· No duty for 3P to inquire who P is, but must show some amount of fraud to conceal identity from 3P

· Once P ratifies K, 3P is bound UNLESS there is a material change that would be inequitable to 3P

· Estoppel situations can allow 3P to get out of K


· Liability in Tort
· R.3d § 7.01 – A is subject to liability to 3P harmed by A’s torts, even when committed in course/scope of employment
· A is always liable for their own torts under tort law

·  If A is judgment proof, P’s liability is driven by policy

· P’s Tort Liability to 3P – R.3d § 7.03
· Direct Liability - § 7.03(1)

· Relies on tort law; applies to torts committed by all As

· A’s conduct in scope of A’s actual authority (§ 7.04)

· Harm caused by P’s negligence in selecting, training, supervising, or controlling A (§ 7.05)

· P delegates performance of a duty to A and A fails (§ 7.06)

· Nondelegable duties

· Dangerous activities

· Vicarious/Derivative Liability - § 7.03(2)

· Only applies to torts committed by employees

· § 7.07(1): employer is subject to V/L for torts committed by employees within the scope of employment

· Scope of employment (§ 7.07(2)):

· Performing work assigned by employer OR

· Engaging in conduct subject to employer’s control

· If employee is engaged in independent course of conduct not intended to serve employer, then NOT in scope

· Scope C/L test:
· Act = general kind employee was hired to do AND

· Conduct within time and space authorized by employment AND

· Employee at least partially motivated by purpose to serve employer

· Disregarding P’s instructions does not take employee out of scope of employment if all three elements are met

· Intentional torts – jx split
· If motivated by purpose to serve P, then P is likely liable

· If conduct is foreseeable then P is likely liable

· Frolic v Detour

· Frolic: travel during workday that exceeds scope of employment ( P is not liable

· Detour: de minimis departures from assigned routes ( P is liable




· Inquiry:

· Is person A? ( No: P not liable

· Yes: Is A an employee? ( No: P is usually not liable
· Yes: Is conduct within scope of employment? ( No: Can P be directly liable?

· Yes: P = liable

· Employee v Independent Contractor

· Both As of P

· Employee: A whom P controls and has right to control manner and means of A’s work

· Independent Contractor: P does not supervise details of work

· Indicators of employee/IC:

· Appearances to public
· Performance (controlled or not controlled)

· Financial risk (who bears?)

· Termination

· P is not liable for torts of IC UNLESS:

· P retains right to control aspect of work where tort occurs

· P selects incompetent IC

· Activity contracted for = inherently dangerous/nuisance per se
· Inherently dangerous activity

· Activity that created a peculiar risk of harm to others unless special precautions are taken

· Torts in Franchises
· Franchises have no set area of law ( law is cobbled together from C/L from different areas, but issues arise as to whether a franchisee is A of franchisor
· Franchisee = liable for employee torts

· Liability of franchisor is more questionable and depends on the facts

· Biggest question is what the franchise K says and what control rights are given to what parties

· To be liable, franchisor must retain right of control of day-to-day operations/specific areas

· ROLES AND DUTIES OF AGENTS
· Fiduciary Duties of Agents (relating to performance of task)
· Follow Instructions – R.3d § 8.09
· Take action only within scope of actual authority & comply with all lawful instructions

· If action exceeds scope, A is liable to P for any loss

· Provide Information – R.3d § 8.11
· Use reasonable effort to give P facts

· A knows P would want OR

· When facts are material to A’s duties AND facts can be given without violating a superior duty to another

· Care – R.3d § 8.08 

· SUBJECT TO ANY AGREEMENT (Can be K’ed away) ( scope of this duty is a default rule but parties can agree otherwise
· Act with care, competence, and diligence normally exercised to As in similar circumstances

· If A claims special skills, A has duty to act with care normally exercised by As with such skills and knowledge

· Duty also applies to “gratuitous As” (volunteers)

· Duty of Loyalty – R.3d § 8.01-.05 
· §8.01 = general fiduciary duty: act loyally for P’s benefit in all matters connected to agency relationship

· A subordinates their own interests to P’s in anything connected to the agency

· § 8.02: A has duty not to acquire material benefit from 3P in connection with transactions on behalf of P or otherwise through use of A’s position

· AKA “excess benefits”

· Should only get agreed upon compensation and any extra belongs to P

· P has to prove 1) existence of agency and 2) excess benefit derived from connection to agency relationship

· BRITISH AMERICAN V WIRTH: F: A accepting bribes in connection with agency relationship H: A is liable to P for the excess benefits R: It doesn’t matter if P would not have earned the money without the agency because P is entitled to any excess benefits ( automatic injury

· § 8.02 comm. D: business opportunities – A has duty not to take personal advantage of an opportunity and not give it to P
· Applicable when nature of opportunity or circumstances under which A learned of it require A to offer opportunity to P first

· Very fact intensive and specific inquiry

· A must refer opportunity to P if required by nature or circumstances

· A may take opportunity ONLY IF

· Fully discloses it and the nature of the conflict to P AND

· P rejects the opportunity

· § 8.03: A has a duty not to deal with P as or on behalf of an adverse party in transactions connected with agency relationship

· A must disclose adverse interests to P so P can evaluate how to best protect interests

· § 8.04: throughout duration of agency, A has a duty to refrain from competing with P and from taking action on behalf of or otherwise assisting P’s competitors

· P may prepare for competition following termination of agency

· BUT cannot solicit clients of P before leaving agency employment relationship

· Can solicit co-workers/colleagues to work with/for you

· §8.05: A has a duty not to
· Use P’s property OR

· Use or communicate P’s confidential information

· For A’s own purpose or for 3P

· A must account for any profits made by property/information even if no harm to P

· Duty outlasts agency relationship/termination

· After termination:

· A is free to compete, subject to any non-compete K

· A is NOT free to use/disclose P’s trade secrets or confidential information

· Modification of Duties
· Easier to waive/limit duty of care ( “subject to any agreement”

· P’s Consent to Breach of Loyalty – R.3d § 8.06(1)

· No breach of loyalty if P consents AND

· A acts in good faith to get consent

· A discloses all material facts that would reasonably affect P’s judgment

· Consent is for specific act or transaction or specific type of act/transaction that could reasonably be expected in ordinary course of agency

· TERMINATION OF AGENCY
· Termination of Actual Authority – R.3d § 3.06
· Termination as matter of law

· A’s death

· P’s death (once A has notice OR automatic if P is not an individual)
· P’s loss of capacity (once A has notice OR automatic if P is not an individual)

· Agreement/occurrence of circumstances from which A should reasonably conclude P no longer assents to agency

· Manifestation of revocation by P to A OR of renunciation by A to P

· Effective when other party has notice

· Termination of Apparent Authority – R.3d § 3.11

· Terminating actual authority may not terminate apparent authority ( “lingering apparent authority”
· Apparent authority ends when it is no longer reasonable for 3P to believe A has actual authority

PARTNERSHIPS

· FORMATION OF PARTNERSHIP
· Definition CCC § 16101(9): Association of

· 2 or more people

· To carry on as co-owners

· A business for profit

· General characteristics of partnerships
· Easy to form – no formal/written filings or intent required

· Flexible – rules are mostly defaulted and can be K’ed around

· Potential for conflict in decision making

· Personal liability for all owners 

· No tax at entity level

· Presumption of partnership CCC § 16202(c)
· Sharing gross returns does not establish partnership alone

· Person who receives PROFITS is presumed to be a partner

· Unless they received payment for wages, etc

· Relationship between partners ( default rules

· Can bind each other in K and are liable for each other’s torts

· Obligations are personal to the partners

· Owe each other fiduciary duties

· Entitled to shared control

· Entitled to shared profits and losses

· Generally, relationships between partners are governed by the partnership agreement, and if the agreement is silent on a particular issue then the default rules supplement
· FENWICK: F: owner and employee create partnership agreement where purpose is to keep E and pay her a bonus at the end of the year from the profits H: not actually a partnership R: party asserting the partnerships has the burden to prove its existence
· Factors that help establish partnership
· Intent of parties

· Conduct towards 3Ps

· Control/management rights

· Economic risk*

· Right to share profits

· Capital contributions

· Obligation to share losses

· Ownership in property

· Rights/obligations on dissolution

· Substance of agreement matters

· MARRIAGE OF HASSIEPEN: F: ex-husband asserts partnership in business with new wife so income appears less for purposes of child support H: it’s a partnership R: joint property doesn’t alone establish partnership even if co-owners share profits, but it can be a factor towards partnership
· MARVIN V PEYTON: F: PPF gives loans to KNK with restrictive covenants that impose some control H: PPF is a creditor not a partner, not liable for KNK’s other debts R: sharing profits = partner UNLESS profits are received as payment of interest or other charge on a loan, even if the amount is variable with the profits (CCC § 16202(E))
· LEGAL CONSEQUENCES OF PARTNERSHIP
· Partnership Liabilities to 3Ps in K and Tort
· CCC § 16301(1) – Partner as Agent
· Each partner is an agent of the partnership for the purpose of its business

· Every partner has actual AND apparent authority to bind partnership in the ordinary course of its business

· UNLESS person had NO authority (destroys actual authority) OR

· 3P knew or had notice they had NO authority (destroys apparent)

· § 16301(2) – if action is not in the ordinary course of business, then the partner has no authority to bind the partnership unless authorized by the other partners
· CCC § 16306 – J&S Liability for Partnership Obligations
· (a) all partners are jointly and severally liable personally for obligations of the partnership

· (b) NEW partners and not liable for obligations before their admission to the partnership

· Inquiry:

· Was P1’s act in ordinary course of business?

· No: Was P1’s action expressly authorized?

· No: partnership is not bound

· Yes: partnership is bound

· Yes: Was P1 expressly prohibited? (Actual authority)
· No: partnership is bound

· Yes: Did 3P have notice of prohibition? (Apparent authority)
· No: partnership is bound

· Yes: partnership is not bound

· CCC § 16305(a) – Partnership Tort Liability
· Partnership is liable for wrongful acts with injury 
· In ordinary course of business OR

· When acting with authority of partnership

· ROLES AND DUTIES OF PARTNERS
· CCC § 16401 ( Default Rules for Management Rights of Partnerships
· (f) each partner has equal rights in management and conduct of business

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

· (j) resolving differences

· Ordinary course of business = majority vote

· Outside ordinary course of business = unanimous vote

· NABISCO V STROUD: F: Stroud partners disagree on purchases, one purchases bread anyway H: S is liable for purchase of bread R: in equal partnership, 50% cannot unilaterally take away authority in matters that are ordinary course of business
· Notice to 3P of no personal liability is NOT effective

· Economic Rights of Partners
· Sharing profits and losses

· Default rule: each partner is entitled to equal share of profits & losses will be shared in the same proportion as profits
· Partners do not get profits as they are made – use partnership capital accounts instead

· Distribution of assets

· Draws

· CCC § 16401(h): partners are not entitled to salary absent an agreement

· K may also account for periodic draws which are deducted from capital accounts

· If K is silent on draws, then there is no right to draws ( can be overridden by majority vote

· Settlement at dissolution

· CCC § 16807(a): if assets are sold for cash, partners get amount equal to what balance is in the capital account
· Excess or deficit relative to the balance is shared the same way partners share profits/losses

· Distribution pecking order:

· 1) Obligations to creditors

· 2) Partners in accordance with distribution rights ( 3 cases/3 ways
· RICHERT: if profits are split 50/50, so are losses at dissolution, even if one partner would end up owing the other money

· KOVACIK: (CA rule) labor alone = capital and can be accounted for as a loss if not compensated (expressly rejected in RUPA)
· Not applied when

· Service partner was compensated for work

· Service partner made a capital contribution, even if nominal

· KESSLER: agreement makes no mention of A paying for losses or even sharing losses, and the agreement controls

· Rights in Partnership Property – CCC § 16501
· Any property contributed to partnership is partnership property
· Partners DO NOT have individual ownership interests; can’t sell/transfer

· Applies to any asset that is:

· Acquired in name of partnership

· Purchased with partnership funds

· Transferred by partner, if acting in capacity as partner

· Transferring Rights in Partnership – CCC § 16502

· Only economic rights are transferable

· Share of profits/losses

· Right to receive distributions 

· Management rights are NOT TRANSFERABLE

· Effect of transfer:

· No disassociation/dissolution

· No loss of management/control

· Duties of Partners
· General duties to each other – CCC § 16404(a)
· Duty of Care - § 16404(c)
· Limited to refraining from engaging in

· Grossly negligent or reckless conduct OR

· Intentional misconduct OR

· Knowing violation of law

· To violate, must be more than mere negligence ( partners will all be liable for those losses

· Acting partner only carries solo-liability if INTENTIONAL misconduct

· Duty of Loyalty - § 16404(b)
· Account for profit/benefit derived or use of information and property (including business opportunities)
· No dealing as or on behalf of party with adverse interest to partnership

· No competing with partnership pre-dissolution 

· Duty to Furnish Information regarding Partnership Business Affairs (§ 16403(b) and (c))

· Provide access to all books and records with opportunity to inspect and copy during business hours
· Furnish to partner:

· 1) Information re: partnership’s business affairs reasonably required for proper exercise of partner’s rights and duties WITHOUT DEMAND

· 2) Information re: partnership’s business affairs, except when unreasonable or improper, ON DEMAND

· Duties of Good Faith and Fair Dealing (§ 16404(d))

· Modifying Duties – CCC § 16103(b)(2), (3), and (4)
· Duty of Care: may not unreasonably reduce
· Information Duties: may not unreasonably restrict right to get information

· Duty of Loyalty: May not eliminate entirely

· May (if not manifestly unreasonable):

· 1) Identify specific types or categories of activities that do not violate OR

· 2) All or a percent of partners may authorize or ratify, after full disclosure of material facts, a specific act or transaction

· TERMINATION OF PARTNERSHIPS
· Steps/Terminology:

· Dissolution: ceasing to be associated and carrying on business

· Winding Up: liquidating assets or business in an orderly manner
· Settling debts/obligations and dividing balance between partners

· Termination: partnership ceases to exist

· Three Causes of Dissolution – UPA § 29 & 31
· By will of partner or partners (at will partnership)
· By occurrence of certain event(s) (for term partnership)
· By decree of court on application by a partner

· Partner has power but not always the right to dissolve

· If dissolution = wrongful, then dissolving partner is liable for damages

· Dissolution without Violation – UPA § 31
· 1) By termination of a definite term or specific undertaking specified in K
· Term can be express or implied

· Biggest issue is whether there is such a term

· 2) By express will of any partner when no term/undertaking in K

· “Partnership at will”

· 3) By express will of ALL partners whether partnership is for term or at will

· 4) Expulsion of partner per K terms

· If the dissolution is not one of those, then it is wrongful

· UNLESS partnership is dissolved by operation of law

· Business is unlawful

· Death of partner

· Bankruptcy of partner or partnership

· UNLESS partner gets decree of court dissolving partnership

· Partner = lunatic, incapable, or prejudicially affects business
· Partner = partner from hell – impossible to work together

· Business is only losing money

· Other extreme circumstances

· Dissolution Without Unanimous Consent Inquiry

· Express or implied term?

· No: at will partnership ( right to dissolve at any time
· Yes: Has term been met? 

· Yes: right to dissolve

· No: Dissolved by court?

· Yes: right to dissolve

· No: wrongful dissolution

· *partners can unanimously agree at any point without dissolution being wrongful*

· Consequences for wrongful dissolution

· Ex-partners have right to get damages from breach and can choose to:

· Liquidate partnership property/assets and distribute proceeds OR

· Continue business until term is met and pay dissolving partner value of interest (buyout)

· UPA: Dissolving partner only gets value of interest in partnership LESS damages from breach and NO GOODWILL VALUE (not CA rule)

· Dissolution v Dissociation
· Dissolution: forces winding up of business and partnership fully terminated

· Dissociation: alternative to dissolution

· Terminates partner’s rights and obligations and requires partnership to buyout dissociating partner’s interest

· Partners can dissociate at any time, but may still be wrongful (there is no right to dissociate)

· Makes it possible to expel a partner without winding up the business and a mechanism for business valuation

· Dissociation – CCC § 16601(1)

· If partnership at will: partners always have a RIGHT to dissociate 

· If partnership for term: partners always have the POWER to dissociate
· Can be wrongful

· Can dissociate by operation of law
· Death, bankruptcy, incapacity, unlawful conduct

· By right within 90 days of certain events

· Wrongful dissociation of P1, by operation of law

· By terms of partnership K (expulsion rules)

· By unanimous vote of all other partners

· Limited to specific circumstances

· By court order when there is:
· Wrongful conduct that adversely and materially affects partnership business OR

· Willful or persistent breach(es) of partnership K or a duty owed OR

· Conduct relating to the partnership makes continued partnership not reasonably practicable 

· Effects of Dissociation

· Management rights terminate
· Duty of loyalty (not to compete) terminates

· Duty of loyalty and care continue only with regard to matters arising and events occurring before partner’s dissociation

· For 2 years post-dissociation, partnership is bound by dissociating partners that would have bound partnership pre-dissociation IF:
· 3P does not have notice of dissociation AND

· 3P reasonably believed the dissociating partner is still a partner

· Dissociating partner is still liable for damages

· Dissociating partner’s liability to 3P
· Does not discharge of liability for partnership obligations pre-dissociation

· Not liable for partnership obligation entered into post-dissociation (with some exceptions)

· Creditors can expressly release dissociating partner with all other partners’ consent

· Buyout of Dissociating Partner – CCC § 16701
· Partnership MUST purchase dissociating partner’s interest
· Price is the higher of what dissociating partner would get of:

· Liquidation value (selling of assets)

· Value of business if sold

· ( MINUS payoff to creditors

· If dissociation = wrongful, damages are deducted from buyout price

· If dissociation = wrongful before end of a term, dissociating partner is not entitled to payment until the end of the term, but will be paid with interest

· Dissociation causes dissolution in certain circumstances:

· If at will: by majority vote of partners

· By dissociation by operation of law or wrongful dissociation UNLESS majority of remaining partners agree to continue

· By unanimous vote

· By terms of K

· By operation of law due to unlawfulness

· By court order ONLY WHEN:

· Economic purpose is frustrated

· Not reasonably practicable to carry on the partnership business

· CORRALES: F: brothers in business together, one creates competing business H: can’t dissociate, but conduct was wrongful R: If a partnership is only between two people only, there can be no dissociation because only one will remain; instead the partnership must be dissolved
CORPORATIONS
· Corporation: a company or group of people authorized to act as a single entity with separate existence from its owners
· Corporate Formalities

· Certificate of incorporation and bylaws ( filed with the state

· Issue shares to shareholders

· SH meeting to elect directors

· Elect board, appoint managers, make resolutions, etc

· Resolutions have authority to bind firm

· Cash flow and control rights divided among SHs, directors, and officers

· Corporate form is often preferred due to limited liability for individual SHs

· FORMATION OF CORPORATION
· Promoter Liability
· Promoter: person who takes steps to organize corp and act on its behalf before incorporation
· Makes Ks

· Procures stock subscriptions

· Secures corporate charter

· Corporations act through agents, so a K made pre-incorporation by a promoter can be later adopted by the corporation
· Can adopt without formal action ( adoption can be implied by circumstances

· BUT promoters are also still personally liable for those Ks
· Adoption by corp does not automatically release a promoter from liability without a novation (all parties must agree to be valid novation)

· Defectively Formed Corporations

· Generally, considered a partnership and all SH’s have personal liability as partners

· De Facto Corporation
· Defense to personal liability when everything was done by the book and the parties meant to act by/with a corp, but they weren’t

· If successful, court will treat firm as corp and give limited liability. Need:

· Existence of incorporation statute in the state

· Someone tried to incorporate in good faith and in compliance with the statute
· Person must have acted and done business AS the corporation
· Doctrine does not protect anyone with knowledge of the defect

· Not available in all jx, but exists in DE which is where corporate law will be based for exam

· Corporation by Estoppel

· Doctrine that grants “SHs” limited liability against K creditors if person dealing with defective corp:
· Thought it was dealing with a corp

· Would earn a windfall if allowed to argue not a corp AND
· Had no expectation of recourse against individual assets of the owners
· LEGAL CONSEQUENCES OF CORPORATE FORM
· Piercing the Corporate Veil
· General doctrine: court disregards existence of corp entity and disregards separation of corp and SHs as separate entities
· Need:

· Party that has been wronged

· SH that’s been doing something shady

· Limited liability only protects SHs in role AS SHs
· Piercing the veil is appropriate where:

· ∆ uses corp as “mere instrumentality”/”alter ego”

· ∆ uses corp to commit fraud or other wrongdoing

· ∆ uses corp resulting in unjust loss or injury to π

· TEST:

· Unity of interest (are the owner and the corp truly separate entities?)

· Fraud or injustice 

· Factors that contribute to piercing the corporate veil:

· Failure to follow corporate formalities***

· Keeping separate corp books/records

· Holding board /SH meetings

· Passing resolutions to take actions

· Keeping minutes

· Taking money out in formal way (loans or dividends)

· Commingling of funds**

· Using corp assets as own

· Undercapitalization (corp doesn’t have sufficient assets)

· Fraudulent representation by corp A’s/directors

· Enterprise Liability: possibility of horizontally piercing the corporate veil by establishing that 2 corps are actually the same business entity and are artificially separated ( Parent Co with many corp groups/subsidiaries

· BUT it’s okay to do this! Just don’t be shady.
· Functions of Board of Directors – DGCL § 141(a)
· Business affairs of corps are managed by or under direction of board of directors
· Make high level decisions and pass resolutions to give authority to agents

· Meet a certain number of times per year

· Officers conduct day-to-day operations ( appointed by the board and act as agents (CEO, CFO, COO, etc)

· Authorizing a transaction – DGCL § 141(b)

· Majority of the total number of directors shall constitute a quorum for transaction of business

· Unless Cert of Inc or bylaws require more

· Unless Cert of Inc provides otherwise, bylaws may provide lower number by no less than 1/3 of board

· Must have

· Valid meeting

· Quorum (can participate remotely, only audio and ability to speak is required)

· Majority vote

· If all 3 and vote yes, constitutes valid authorization/approval of action

· Ultimate goal of any board decision = maximize SH wealth
· BUT get wide discretion/latitude in how they attain that goal

· Discretion is only limited by fiduciary duties (care+loyalty) & by SH voting

· Business Judgment Rule
· Presumes that directors make a decision:

· In good faith
· By informing themselves AND

· In best interest of corp/SHs

· VERY strong presumption

· If all are true, SHs cannot later question the decision through legal action

· BJR recognizes that all business decisions come with risks, so simple mistakes in judgment are protected
· CAN BE REBUTTED ( challenger must show at least one of:

· Fraud/bad faith/illegality

· No rational business purpose (waste)

· Failure to be informed

· Conflict of interest

· Failure to oversee corp’s activities

· Even if rebuttal is successful, board can still rely on good faith reliance in DGCL § 141(e):

· Fully protected if rely in good faith upon
· Information, opinions, reports, or statements presented to corp by officer or another

· As to matters the board reasonably believes are within that other person’s professional or expert competence 

· Protecting Directors from Liability
· Exculpation – DGCL § 102(b)(7)

· Cert of Inc may also include provision eliminating or limiting personal liability of director or SHs for money damages for breach of fiduciary duties
· Mainly for breach of care

· Doesn’t limit or eliminate liability for:

· Breach of loyalty

· Acts not in good faith or intentional misconduct

· Derivation of personal benefit

· Indemnification – DGCL § 145

· If successful, director/officer shall be indemnified
· If not successful:
· No indemnification if director/officer is liable to corp unless court allows

· If suit is by 3P, may indemnify if director/officer acted in good faith and in best interests of corp

· Insurance – DGCL § 145(g)

· Corp can purchase insurance against any liability against person in their capacity as director or officer whether or not indemnification would be proper

· Derivative Suits

· When corp suffers a harm, that harm is only directly to corp, but SHs are indirectly harmed
· The decision whether to sue = business decision; SH has little to no power to force board to bring a suit
· Derivative suit = suit in equity against corp to compel it to sue 3P ( alleges indirect loss to SH caused by direct loss to corp; recovery paid to corp
· Breach of loyalty
· Corporate waste
· When SH sues, it can be direct or derivative
· Direct suit = alleging loss to SH directly
· Forced payment of declared dividend 
· Compel inspection of books and records
· Protect voting rights
· Securities fraud
· Procedural Hurdles to Derivative Actions
· Π qualification

· Only certain types of π’s can bring – who?

· Must have been SH at time of alleged wrong and maintained status through litigation
· Π must fairly and adequately represent interests of other SHs
· Demand

· SH must first approach board and demand it pursue legal action

· Usually in form of letter to board

· Demand must be sufficiently specific to apprise board of nature of cause of action and its merits

· Demand may be excused if it would be futile (AKA waste of time)
· Futile when:
· Reasonable doubt that

· Board can make independent decision to assert claim

· If demand were made

· EX: majority of board is not independent 

· Financial interested in challenged transaction

· Controlled/dominated by wrongdoer

· Making a demand waives claim that demand was excused ( better in practice to not make a demand because there are less consequences
· Demand may also be excused if challenged transaction isn’t protected by BJR

· After demand, board has 2 options:

· Sue

· Refuse ( can be wrongful; if wrongful then π can sue

· Π has to show reasonable doubt as to whether BJR applied to refuse the demand (super hard to win)

· Special Litigation Committees

· Corp can form committee to review derivative suit/demand to determine whether suit is/is not in best interest of corp

· Must:
· Be truly independent
· Have had resources to investigate/conducted a reasonable investigation
· Made decision not to sue in good faith

· Court will review decision and can dismiss case ( court has 2 options:

· Defer to BJR

· Re-examine merits of special committee’s decision

· DE standard to review recommendations:

· 1) Inquiry into (corp has burden to prove)

· Independence and good faith

· Basis of recommendation

· 2) If SLC survives, court may apply own business judgment to decide if case is to be dismissed

· NY (and other jx incl CA) approach:

· BJR analysis to SLC decision (only step)

· Judicial inquiry is allowed as to:

· Disinterested/independence of SLC

· Adequacy of investigation

· Close Corporations
· Close Corps differ from publicly held in a myriad of ways
· Small, tight knit group of participants (family, friends)

· Often undiversified ( livelihood depends on salaries and dividends

· Interested in performance AND dividends

· Conflicts can lead to deadlock or oppression

· No ready market to dispose of shares

· Participants can get:

· Locked in: restricted transfers, no secondary market, can’t get out of corp if deadlock in decision making

· Frozen Out: minority may have no control over corp’s activities/decisions and may be denied compensation if denied employment

· Protecting the Minority SHs from Oppression in Close Corps

· Liberal Dissolution Statutes

· Voluntary Dissolutions – DGCL § 275

· Majority of board must approve AND SH vote AND filing of certificate of dissolution (a) and (b)

· Unanimous SH consent AND filing (c)

· Judicial Dissolution (not in DE)

· Allowed with deadlock or misconduct

· Order gives bargaining power to oppressed minority

· Imposition of Fiduciary Duties

· At C/L & in DE, SHs don’t owe each other fiduciary duties
· SHs must protect themselves through K (employment or SH)
· In some other jx, SHs in close corps have duty of utmost good faith and loyalty to each other ( majority must provide minority equal opp to participate in corp benefits

· WILKES test – duty of strict good faith subject to:

· 1) legitimate business objective for challenged action (controlling SH must show)

· 2) If 1, then minority must show there is a way to accomplish the goal in a manner less harmful to min’s interest
· 3) if 2, then court balances the legit business purpose with the practicability of proposed alternative

· SH agreements – DGCL § 218(c)

· If K constrains discretion that is not subject to a fiduciary duty ( okay (SH voting rights, etc)

· If K constrains discretion that is subject to fiduciary duties ( not okay (actions that are in domain of directors/officers, etc)

· MCQUADE: Directors must exercise independent business judgment on behalf of ALL SH’s ( cannot K away that independence 
· Exceptions to Rule:

· All SH’s are party to K ( rule protects SH’s and they are all protected in K

· K is not 100% SH K ( will be valid in its entirety if:

· Terms are reasonable and fair to minority SHs AND

· Minority SHs did not object to K (must be aware of its terms)

· ROLES AND DUTIES IN CORPORATIONS
· Duty of Loyalty
· Main issues:

· Conflicts of interest
· Corporate opportunities

· Transactions detrimental to minority SHs

· Conflicts of Interest

· Types:
· Directly interested transactions: X = director/officer of corp and is trying to K with the corp personally ( X is on both sides of transaction
· Indirectly interested transactions:
· X = owner of Y corp and director/officer of Z corp; Y and Z are entering into K with each other ( X is essentially on both sides of transaction (similar if X was also just director/officer of Y)

· X = husband of Y and director/officer of Z corp; Y and Z are entering into K with each other ( X is essentially on both sides of transaction 
· DGCL § 144(a)(3)
· In Ks where there is a in/directly interested transaction situation, K is void/able UNLESS:
·  K is fair to corp at time of authorization, approval, or ratification
· Establishing fairness:

· Valuable to corp based on needs/scope of business

· Transparency and role of interested director

· Arm’s length transaction?

· Reasonableness***

· Cleansing COIs

· DGCL § 144(a)(1)

· Material facts of COI must be disclosed or known to board AND

· Board must in food faith authorize K by

· Affirmative vote

· Of majority of disinterested directors/officers

· Disinterested = no financial interest, no common directorship

· If all of the above, transaction cannot be voided for COI

· DGCL § 144(b): common or interested directors may be counted to determine quorum at vote

· DGCL § 144(a)(2): good faith SH vote can also cleanse with full disclosure of material facts of COI

· SHs must be disinterested to vote and clease conflict

· Conflict of Interest/Duty of Loyalty Inquiry:

· Is there a COI? (π has burden to establish)

· No: No duty of loyalty issue/BJR
· Yes: Is transaction fair to corp? (∆ has burden to establish)

· No: transaction/K is voidable

· Yes: BJR

· Yes: has transaction been cleased? (∆ has burden to establish)
· No: transaction/K is voidable

· Yes: BJR

· Corporate Opportunities 

· If fiduciary duty, no appropriation of business opportunity that the firm is capable of and might be interested in pursuing 

· What is corporate opportunity?

· 1) Line of business test: how opp aligns with current operations of corp

· Latitude varies from existing business only to possible future plans based on jx

· 2) Source rule: how the fiduciary learned of the opportunity is key (was it in capacity as fiduciary?)

· 3) Ability of cop to take opportunity

· Financial/legal incapacity can be a defense

· DGCL § 122(17): Corps can renounce specific business opportunities/types of business opportunities in cert of inc or by action of board

· Corp Opp Inquiry

· Is it a corp opp?

· No: fiduciary can take opportunity

· Yes: was the opp rejected by corp post disclosure?

· Yes: fiduciary can take opportunity

· No: disgorgement and constructive trust if taken

· Corporate Compliance
· Board members have a duty to monitor activities and be informed, but it is minimal:

· Rudimentary understanding of corp’s business

· Monitor/keep informed of corp’s affairs

· Read/understand financial statements

· Not ONLY rely on subordinates 

· If sense suspicious activities – inquire in order to object and if necessary resign

· Do not need to proactively prevent misconduct/losses

· § 107(b)(2) makes creation of system to ensure compliance with laws optional ( just BJR applies (would be under duty of care, but…)

· To have liability for failure of director/officer oversight:

· Directors utterly failed to implement any reporting/information system/controls OR

· Directors consciously fail to monitor/oversee system implemented

· Requires that directors must KNEW they are not discharging a fiduciary duty

· Implication of bad faith and violation of duty of loyalty
· SH Voting (more info in notes from 11/2 & 11/4)
· WHO
· Owner of a share on record date is entitled to notice and vote - § 213(a)
· Each share = one vote unless cert of inc specifies otherwise - § 212(a)

· WHEN

· Annual SH meetings - § 211(b)

· Special SH meetings - § 211(d)

· HOW
· Must have quorum

· Default quorum = majority of shares entitled to vote - § 216(1)

· SH may appear and vote in person or by proxy - § 212(b)

· Most matters require majority of shares present at meeting at which there is a quorum - § 216(2)

· Some transactions have different requirements

· Can do remote communication - § 211(a)

· WHAT

· In general, board elected at annual meeting (§ 211(b)) and requires plurality of votes (§ 216(3))

· Can vote for either incumbent or insurgent

· Nominees are nominated by current board

· 2 Special Issues

· Cumulative Voting – DGCL § 214
· Each SH vote is multiplied by number of open board positions
· SHs may vote all for one person or in any combination

· Candidate with most votes wins

· Default for non-pub corps in CA, not in DE

· Classified/Staggered Boards – DGCL § 141(d)
· Directors divided into classes and classes are elected on a given year, staggered

· This must be put into bylaws or Cert of Inc bc default is all directors elected at the same time

· Removal of Directors – DGCL § 141(k)

· May be removed with or without cause by majority SHs UNLESS
· Classified ( need cause

· Cumulative voting ( no removal w/o cause if votes against removal would be enough to elect the director

· Board also ID’s issues/proposals to be voted on by SHs
· Insurgent Challenges

· Electoral contests: competing board members

· Issue contests: vote against board proposal or for alternative proposal

· Challenges are rare because of the expense of the proxy solicitation system

· Management can use corp funds to pay for expenses incurred in conducting proxy solicitations if:

· Reasonable AND

· Related to corporate policy

· Insurgents can use corp funds to pay for expenses incurred in conducting proxy solicitation if:

· Board moves for reimbursement AND

· SH’s vote to reimburse

· Fundamental Corporate Changes
· Mergers – DGCL § 251(c)
· Sale of all/substantially all assets – DGCL § 271

· Dissolution – DGCL § 242(b)

· These are initiated by the board and require approval of majority of shares entitled to vote

· Amending Articles/Bylaws

· Any changes to cert of inc must be approved by board And majority of outstanding shares - § 242(b)(1)

· The power to adopt, amend, or repeal bylaws is in SHs entitled to vote - § 109(a)

· Cert of inc can include directors as well

· SH can start this process on their own

· SH Proposals

· Rare because of cost of proxy solicitation 
· Proxy Regulation (SEA 14) requires following particular rules and procedures

· 14a-8: allows qualifying SHs to put proposals in front of other SHs and solicit proxies ( corp must put forth on behalf of SH and bear expense

· When proposal submitted, corp can:

· Adopt as submitted

· Negotiate with proponent

· Include with opposing statement

· Try to exclude on procedural or substantive grounds (must be specific and valid)

· To exclude proposal:

· 1) notice of intent to exclude to SEC w/ copy to proponent

· 2) SEC can respond in multiple ways

· Can exclude – no action letter

· Should include – notify issuer of possible action if excluded

· Intermediate position – not includable but can be cured

· Proposal is excludable if:

· Proponent doesn’t own enough stock for a long enough time*

· Proposal = longer than 500 words*

· Proponent has submitted another proposal within 1 yr*

· Replicates failed proposal*

· Proposal is not proper substance of action for SHs

· Request for board to investigate is okay

· Proposal is not relevant to corp’s operations

· Relevance is not limited to economic significance

· Proposal is on a matter relating to ordinary bus decision

· SH Inspection Rights
· Ability for SHs to request information about corp from corp - DGCL § 220(b)
· Written demand

· Under oath

· Right during usual business hours

· To inspect for any proper purpose:

· Corp’s stock ledger

· List of SHs

· Other books and records

· Subsidiary records only under some conditions

· Proper purpose = purpose related to person’s interest as a SH

· Moral purpose can be proper, but must have accompanying long-term interest as a SH

· How SH frames the purpose is as important as the actual motivation itself

· Other books and records

· Fairly limited

· At the bare minimum:

· Articles/cert of inc and bylaws

· Minutes of board or SH meetings

· Board/SH actions enacted by written consent

· SEC filings and other public records

· Documents beyond this may also be accessible by SH must ID the specific document ( must be a narrowly tailored request 

· If corp refuses request – DGCL § 220(c)

· SH may apply to court of chancery for other to compel & court decides what docs, if any, must be provided

· Biggest issue/corp defense: proper purpose

· Who has the burden to prove?

· For SH list: corp (that there is none)

· Other documents: SH (that there is one)
· If board is informal in conducting business, it cannot use choice of medium to try and keep SHs in dark
· Director Inspection Rights
· DGCL § 220(c) – right to examine corp’s stock ledger, SH list, and other books/records with

· Proper purpose reasonable related to director’s position

· Corp must show improper purpose to stop inspection

· Directors are presumptively entitled to corp’s privileged information

· TERMINATION OF/GETTING PAID FROM CORPORATION
· Creditor Protection
· Claims of debtholders have a fixed value that will always be paid first

· Conflicts arise between SHs (focus = profitability) and Creditors (focus = solvency)

· SHs are often incentivized to take bigger risks to maximize profits

· Solutions to the conflict: (law is not that protective of creditors)

· Uniform Fraud Transfer Act/Bankruptcy Code: transfers intended to keep money from creditors can be voided
· Corporate Law: piercing the veil, fiduciary duties, legal restrictions on distributions

· K Provisions (Covenants): done at time of loan in agreement signed by parties – usually phrased in negative

· Dividends – DGCL § 170(a)
· Directors can declare and pay dividends upon shares out of its surplus in accordance with § 154 def of surplus

· Amount = business decision and won’t be second-guessed absent arbitrary abuse

· Divided can never be > surplus

· Surplus: net assets MINUS (stated) capital

· Net assets: total assets MINUS total liabilities

· Stated capital: par value of all issues shares

· Par value is stated in cert of inc – lowest possible issuer price of stock

· Stock sold below par value is watered stock

· Relic/arbitrary in modern use

· Balance sheet: snapshot of a company’s position at a given point in time

· Assets = Liabilities + Equity

· Book value: value of something according to the balance sheet – usually lower than FMV

· Share Repurchases – DGCL § 160(a)
· Shares that have been repurchased have no voting rights and no dividends ( treasury shares
· Cannot repurchase when capital of corp is impaired or purchase would cause impairment (no surplus)
· Liability for Illegal Distributions – DGCL § 174(a)
· Directors are joint and severally liable within 6 years to corp and creditors

· Does not eliminate liability under:

· Duty of loyalty 

· Lack of good faith

· Breach of this section
SECURITIES FRAUD
· Securities fraud:

· Misstatement or omission

· That causes purchase or sale of security
· That isn’t priced correctly

· Section 10(b) of 1934 SEA

· Unlawful for any person

· Directly or indirectly

· By any means or instrumentality of interstate commerce

· To use or employ ANY manipulative or deception device

· In connection with purchase or sale of a security

· Rule 10b-5 is the operative rule:

· 1) Jurisdictional nexus: interstate commerce, mail, national sec exchange + transaction involves a security
· 2) Three prohibitions:

· Employ device, scheme, or artifice to defraud
· Make untrue statement of material fact (or an omission)*

· Engage in any practice, act, or course of business which operates as a fraud or deceit
· 3) Transactional nexus: in connection with purchase or sale of any security

· Applies whether or not the security is registered or listed on the market
· Applies to issue transactions and secondary market transactions

· Not every investment instrument is a security

· Stocks and bonds = securities

· General partnerships not securities

· Π must be a seller or a purchaser (or SEC)
· ∆ can be any person whose fraudulent activity is in connection with purchase/sale of security by π

· Very broad

· Can be real person or legal entity

· Elements of securities fraud – must be established by π

· Misrepresentation or omission 

· Must be of material fact

· For omission, there must be a duty to disclose

· Material fact

· Fact is material if reasonable investor:

· Would consider fact important OR

· Would have viewed totality of information to be significantly altered by discloser of the fact

· Many factored/fact-specific analysis

· If fact is uncertain event, courts will look at probability and magnitude of event at time of statement to determine materiality

· Scienter

· State of mind of person making misstatement/omission

· Must be more than negligence ( need some form of intent

· Acting with knowledge or acting recklessly is enough

· Reliance

· Π must show that misrepresentation cause them to enter into the transaction

· In secondary market ( Fraud on the Market Theory

· Presumption of reliance in efficient markets (NYSE)

· FMV reflects all publicly available information

· False information will affect FMV

· Investors rely on misstatement because it is included in FMV

· To invoke presumption:

· ∆ must have made public misrepresentation

· Misrepresentation = material

· Shares were traded on efficient market

· Π traded between time of misrepresentation and when the truth was revealed

· Reliance is often presumed for affirmative misrepresentations

· For omissions, reliance is also presumed if a duty to disclose exists

· Causation

· Π has burden to prove ∆’s act/omission caused the loss π seeks to recover damages for

· If π sells before the truth is disclosed, then there is no harm

· Damages

· Courts have ample leeway to determine damages, subject to § 28(a) cap of no punitive damages
· Π cannot recover total amount in excess of actual damages

· Most common measure = out of pocket

· Difference between K price and security’s “true value” at time of transaction

· Insider Trading
· Buying or selling shares using inside information that is not publicly available
· Non-public info must be material

· There must be a duty to disclose – method of access to information matters

· Classic: fiduciary trades shares of own firm based on information gained in capacity as a fiduciary

· Generally, the 10b-5 elements apply ( when omission, there must be a duty to disclose

· There is no general duty to disclose information, but if the info is material and being kept secret the only two options are:

· Disclose to trade OR

· Abstain from trading

· AKA duty to disclose or abstain
· In order for duty to disclose or abstain to apply:
· There must be a special relationship (fiduciary or otherwise)

· Officers/directors

· Agents/employees – likely 

· Laywers/accountants?

· Family, friends?

· Rule 14e-3: illegal to trade in securities of a company that will be target of tender offer using information obtained directly or indirectly from bidder, target, or anyone connected to the bidder or target

· Does not require breach of fiduciary duty ( mere possession of material non-public info regarding a pending tender offer creates a duty to disclose or abstain

· Rule promulgated in reaction to CHIARELLA (printer figures out tender offer and buys stock; no duty to disclose or abstain)

· Tipper/tippee liability

· Relates to liability of people who receive material non-public information from an insider ( does the tippee have a duty?
· Former insider/agent retains a duty to disclose or abstain

· Tipper breaches a fiduciary duty in giving material non-public information ONLY IF
· The purpose of the disclosure is to obtain a personal benefit
· Directly or indirectly

· Tipper liability will follow to constructive insider:

· Obtains material non-public information from issuer with

· Expectation of corp that outsider will keep info confidential AND

· Relationship at least implies a duty 

· Such a duty to disclose or abstain is inheritable 

· Fiduciary trading with misappropriated information

· Misappropriation theory: breaching a duty to a principal as an agent
· Trader breaches a fiduciary duty not to a SH of corp but to the SOURCE of the information
· Duty of trust/confidence arises in specific circumstances:

· Parties agree to maintain confidence

· Parties have a history/pattern/practice of sharing confidences (expectation)

· Information from a close family member (rebuttable presumption)

· These are INHERITABLE

· 10b5-1(c) – Affirmative Defenses/Exemption to Liability
· Purchase/sale was not on the basis of material non-public information if the person trading, before made aware of the information, had:

· Entered into binding K to buy/sell OR

· Instructed another to buy/sell for them OR

· Adopted a written plan for trading securities

· Section 16 – Statutory Insider Trading

· Predates 10b-5 ( original insider trading enforcement mechanism

· (a) every person who is directly/indirectly beneficial owner of >10% or is director/officer must file statement of ownership and changes at the end of every month
· (b) any profit to beneficial owner or director/officer from any purchase or sale combination within any period less than 6 months shall inure and be recoverable by issuer
· Excludes transactions where beneficial owner was not so in BOTH transactions (if you become one or lose such status)

· Purpose: try to prevent/disgorge profits made through insider trading

· Recovery goes to corp ( corp can bring the lawsuit (SH can derivatively)

· Courts try to maximize recovery to corp

· Scope is very narrow: only applies to true insiders but officer is a broad definition

· Only applies to corps that must register under 1934 Act and only to equity securities

· Still applies even if matching transaction occurs after person is no longer director or officer BUT exempts transactions that occur BEFORE becoming director/officer
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