1. Agency

a. Overview
i. Agency is a consensual relationship in which one person acts as a representative of or otherwise acts on behalf of another person with the power to affect the legal rights and duties of the other person.

ii. Agency is most important to sole proprietorships

iii. There is an employee agent and an independent contractor agent.  There is also a non-agent independent contractor (Nabisco example with Ralphs)

i. Employees are always agents.

 

a. Formation
i. Relevant Statutes:

Restatement of Agency Section 1.01: Agency Defined
· 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.

· A principal has the right throughout the agency relationship to control the agent's acts.

· An agent owes a fiduciary responsibility to the principal.  The agent must act loyally in the principal's interest and as well on their behalf.

· The power to give interim instruction distinguishes principals in agency relationships from those who contract to receive services provided by persons who are not agents.

· Actions on behalf of a principal do not necessarily entail that the principal will benefit as a result.
 

Restatement of Agency Section 1.02: Parties Labeling and Popular Usage Not Controlling
· An agency relationship arises only when the elements stated in Section 1.01 are present.  Whether a relationship is characterized as agency in an agreement between parties or in the context of industry or popular usage is not controlling.

· How the parties to any given relationship label it is not dispositive.

· The party asserting that an agency relationship exists generally has the burden in litigation of establishing its existence

 

Restatement of Agency Section 1.03: Manifestation
· A person manifests assent or intention through written or spoken words or other conduct.

· Silence may constitute a manifestation when, in light of all the circumstances, a reasonable person would express dissent to the inference that other persons will draw from silence.

· Failure to express dissent will be taken as a manifestation of affirmance.

· If the principal places a person in a position or office with specific functions or responsibilities, from which third parties will infer that the principal assents to the acts by the person requisite to fulfilling the specific functions, the principal has manifested such assent to third parties.

· Unintended manifestations: if a principal voluntarily manifests assent or intention, the manifestation is effective although it is made negligently or is otherwise in error.

· Between particular persons, prior dealings or an ongoing relationship frame the context in which manifestations are made and understood.

 

i. The Basic Test

1. Mutual manifestation of assent

a. It is necessary that there is assent from both the principal and the agent.

b. Assent can be explicit or implicit

c. It is not necessary that the principal benefits

2. That the agent will act on the principal's behalf; and

3. Subject to the principal's control

 

i. Consequences of Agency Relationship

1. Agent can bind the principal in contract.

2. Principal is liable for agent's torts.

 

i. Notes:
1. An agency relationship is not a contract, the relationship is not subject to contract law and there is no requirement that the parties exchange consideration.

a. Contract can modify the agency relationship.  If the contract restricts the discretion of the individual performing the work at the discretion of the principal, then it may get closer to an employee relationship.

2. No Intent Requirement: There is no requirement for intent, the principal/agent relationship can arise on accident.

3. Board of directors are not agents of anyone.
4. No Principal Benefit Requirement: There is no requirement that the principal benefits from the agent's actions.  If the agent screws up, that doesn’t mean that the principal will not be responsible for the agent's actions.
 

i. Cases
Case Name: A. Gay Jenson Farms Co. v. Cargill, Inc.

Cite: Supreme Court of Minnesota, 309 N.W.2d 285 (1981)

 

Case Facts: D was a MNC that acquired grain through a company named Warren.  D provided a line of credit to Warren to fund its operations.  The terms of the loan agreement provided Cargill with rights to Warren's audited financials, approval of capex, approval of new indebtedness.  There was a visit to Warren one day and reps from D stated that Warren needed guidance.  Cargill provided support for Warren's business in various capacities and continued to upsize the LOC to fund its operations.  Cargill found out that Warren falsified financials and they seized control of Warren's operations.  Plaintiff's were a group of farmers that sued D and Warren for breach of contract related to grain purchases.

 

Issue: Whether Cargill, by its course of dealing with Warren, became liable as a principle on contracts made by Warren with the plaintiff.

 

Holding: Yes, the court believed that Warren was acting under the control of D given its hands on management approach and the terms of the loan agreement.  D tried to argue that these terms were consistent with other loan and security agreements, but they court stated that it must be viewed in light of the aggressive financing of Warren. The court also did not believe that Warren was a supplier as Warren's operations were almost entirely funded by D and Warren sold almost all grain to D.  Court also stated that Warren was not acting independently of D and D became in effect the owner of the operation without legal indicia.

 

· When does a creditor become a principal: Restatement 2d. Section 14: 
· Creditor becomes a principal at the point at which it assumes de facto control over the conduct (management) of the debtor.

· Courts are generally hesitant to find creditors liable as agents

· Principal agent relationship is supported by the fact that a typical lender would not continue to extend credit in this situation.

· Rest. 2d §14K: one who contracts to acquire property from a 3rd person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself. 

· Factors indicating supplier NOT agent:

· Receive fixed price for goods irrespective of price paid by him

· Acts in own name and receives title to goods

· Has independent business buying/selling items

· ALSO look to see who is bearing the risk – person who bears risk is more likely to be a supplier

 

Case Name: Gorton v. Doty

Cite: Supreme Court of Idaho, 69 P.2d 136 (1937)

 

Case Facts: P sued D to recover for damages sustained in a car accident.  D was the owner of the car that was lent to Garst to drive to the football game.  P sued D under an agency theory and the trial court ruled in favor of the plaintiff.  Defendant appealed.

 

Issue: Whether there was an agency relationship between Doty and Garst such that P would be able to recover from D

 

Holding: Yes, the court believed that D provided consent to use the car, and he acted under the control of her direction to drive to the game.  The court states that D could have driven the car, but that task was delegated to Gast who drove the car.  Thus, there was consent by one person that the other shall act on her behalf in her control, and the other consents to act.  The court also believes that since there was evidence that the scope of the agency was limited to borrowing the car for the game, it was clear what the purpose of the car loan was and that the accident occurring during transportation to the game was covered in an agency relationship.

 

· Control is established when the teacher told the coach that she can have her car, but only the coach can drive and he can only drive to the game.  The court believed this was sufficient to establish control.

 

a. Principal's Liability
i. Overview:

1. An agent has the authority to bind a principal to contract or an agreement if there is authority.

2. It does not matter what type of authority is present, if there is authority, the principal is bound by the action of the agent.
3. From a third-party's perspective, it does not matter what authority an agent holds.

4. The policy rationale for the expansive nature of implied authority is that the law does not want principals using agents to speculate at expense of the innocent third parties.
 

i. Actual Authority
1. Relevant Statutes:

Restatement of Agency Section 2.01: Actual Authority
· An agent acts with actual authority when, at the time of taking action that has legal consequences for the principal, the agent reasonably believes, in accordance with the principal's manifestations to the agent, that the principal wishes the agent so to act.

· The focal point for determining whether an agent has acted with actual authority is the agent's reasonable understanding at the time the agent takes action.

 

Restatement of Agency Section 2.02: Scope of Actual Authority
· An agent has actual authority to take action designated or implied in the principal's manifestations to the agent and acts necessary or incidental to achieving the principal's objectives, as the agent reasonably understands the principal's manifestations and objectives when the agent determines how to act.
· An agent's interpretation of the principal's manifestations is reasonable if it reflects any meaning known by the agent to be ascribed by the principal and, in the absence of any meaning known to the agent, as a reasonable person in the agent's position would interpret the manifestations in light of the context, including circumstances of which the agent has notice and the agent's fiduciary duty to the principal.

· An agent's understanding of the principal's objectives is reasonable if it accords with the principal's manifestations and the inferences that a reasonable person in the agent's position would draw from the circumstances creating the agency.

 

1. Notes:
· There are two types of actual authority

· Actual Express Authority: P tells A to do X, A does X.  P is bound.

· Actual Implied Authority: Restatement 2.02(a)

· If it is customary for a certain type of agent to have certain powers, then the agent has actual (implied) authority to exercise such powers unless the principal expressly directs otherwise.

 

· Manifestation of consent from principal to agent, agent reasonably interprets that manifestation to believe that agent is authorized to do X.

 

· Third party's belief is irrelevant to establishing actual authority.  Focus is on the agent, what the agent knew, what the agent believed.

· It is relevant to look at course of dealing to determine whether actions are reasonable when analyzing implied actual authority.

 

i. Apparent Authority

1. Overview

a. Authority that would be reasonable for a third party to believe an agent holds, based on words or conduct of the principal manifested to the third party.
b. It is possible for an agent to hold apparent authority to do something even when the principal has explicitly instructed the agent not to do it
 

1. Relevant Statute

Restatement 2.03: Apparent Authority
· Apparent authority is the power held by an agent or other actor to affect a principal's legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal's manifestations.
 

1. Notes:
· It is insufficient that the third party reasonably believes that an agent has the authority to establish apparent authority.  That authority needs to be traceable to the principal's manifestations.
· You can have both apparent authority and actual implied authority.  They can coexist.

· Traceable to the principal's manifestations can travel through other agents/conduits

· Even if you cancel actual authority, that has no impact to apparent authority.

· How to cut back authority:

· Implement and enforce a policy to restrict actual authority.  This destroys actual implied authority

· Let third-parties know of the changes such that this restricts apparent authority.

· If principal wants to cancel apparent authority as well, it is necessary that principal reaches out to all customers/parties that the agent was interacting with and let them know as well.

 

1. Cases
Case Name: Udall v. T.D. Escrow Services, Inc.
Case Citation: 154 P.3d 882 (Wash. 2007)

 

Case Facts: P purchased a house in a foreclosure auction.  The deed of trust was not delivered to P because D stated that its agent acted without authority as the opening bid for the property was $100K below the intended opening bid.  The facts were undisputed and the trial court ruled on a summary judgement motion in favor of D.  Appellate court reversed in favor of D stating the agent had no authority to act.  

 

Issue: Did ABC have apparent authority to act for T.D. sell the property to Udall?

 

Holding: Yes, the court believed that an agent has apparent authority when a third party reasonably believes the agent has authority to act on behalf of the principal and that belief is traced to the principal's manifestations.  Here, T.D. by issuing a notice of trustee sale made such a manifestation.  Based upon TDs representations, P could reasonably believe that TD or its authorized agent would conduct the sale.  When ABC did so, P had reason to believe ABC did so as the authorized agent.  Thus, ABC acted with apparent authority and when she accepted the bid, that action was binding on the principal.  It is irrelevant to consider whether there was authority to sell the property at a certain price.  Reversed in favor of P.

 

Case Name: Essco Geometric v. Harvard Industries
Case Citation: 46 F.3d 718 (8th Cir. 1995)

 

Case Facts: P was a supplier and D was a manufacturer.  There was a longstanding business relationship where the purchasing manager of D had a close relationship with the president of P.  The purchasing manager of D retired and Michael Gray became the new manager with Cersia reporting to him.  Harvard also instituted some internal controls in an effort to increase review of purchase orders to keep costs lower.  Harvard had a large contract and Gray orally promised the president of P to give P all D's foam business on the GSA contract.  This was later memorialized in a written agreement signed by both the president of P and Gray.  P believed it did not get all the business and D ultimately changed the principal supplier and this action followed due to a alleged breach of the oral agreement.


Issue: Whether the district court erred in denying Harvard's motion for JMOL and submitting the case to a jury which then ruled in favor of P.  Specifically, did Gray have actual or apparent authority to establish a principal agent relationship such that contracts entered into by Gray would be binding.
 

Holding: The court believed that sufficient evidence was presented to allow the case to proceed to the jury.  It believed that Gray's testimony alone was sufficient to send it to the jury because he believed he had implied actual authority from the pres of Harvard to proceed with the contract.  There was also a performance evaluation that suggests there may be implied express authority.  Lastly, trade usage also suggests the presence of implied actual authority. While harvard argued there were express limitations, Gray believed these controls were just a formality and there was never any PO rejected.  With regard to apparent authority, the court believed that 20 years of prior acts provided Gray apparent authority to enter into contracts on behalf of D and no one ever advised P that there were no procedures or there was reduced authority. If Harvard wanted to modify apparent authority, it is necessary to reach out to all suppliers.
 

i. Types of Principals

1. Disclosed & Unidentified

a. Statutes:

Restatement of Agency Section 1.04: Terminology
Disclosed principal: A principal is disclosed if, when an agent and a third party interact, the third party has notice that the agent is acting for a principal and has notice of the principal's identity.
Unidentified principal: A principal is unidentified if, when an agent and a third party interact, the third party has notice that the agent is acting for a principal but does not have notice of the principal's identity

 

Restatement of Agency Section 6.01: Agent for Disclosed Principal
· When an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal:

· The principal and the third party are parties to the contract and

· The agent is not a party to the contract unless the agent and the third party agree otherwise.

· A principal may be disclosed even though the contract does not name or identify the principal; it is sufficient that the third party have notice of the principal's identify.

· Unless the contract explicitly excludes the principal as a party, parol evidence is admissible to identify the principal and to subject the principal to liability on a contract made by an agent.

· Ordinarily, to avoid personal liability on a contract, an agent must disclose the principal's identity at the time of making the contract.

 

1. Undisclosed

a. Statutes:

Restatement of Agency Section 1.04: Terminology
Undisclosed principal: A principal is undisclosed if, when an agent and a third party interact, the third party has no notice that the agent is acting for a principal.

 

Restatement of Agency Section 2.06: Liability of Undisclosed Principal
· An undisclosed principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent acting on the principal's behalf and without actual authority if the principal, having notice of the agent's conduct and that it might induce others to change their positions, did not take reasonable steps to notify them of the facts.

· An undisclosed principal may not rely on instructions given an agent that qualify or reduce the agent's authority to less than the authority a third party would reasonable believe the agent to have under the circumstances if the principal had been disclosed.

· Prevents one party from speculating at the other's expense.  

 

a. Notes:
· If principal is undisclosed, third-party will be bound in most situations unless the third-party can show that they would have never entered into the contract.

· This statutes above exists because there is no apparent authority unlike 2.05.  

· Here, since the principal is undisclosed, the third-party would not perceive that there is an agency relationship that would bind the contract.

· This exists to protect third party's from principal's speculation.

· This expands apparent authority to cover cases where the principal is undisclosed.  
 

i. Ways Principal can be bound in absence of Agency

1. Estoppel

a. Statutes:

§ 2.05 Estoppel to Deny Existence of Agency Relationship
A person who has not made a manifestation that an actor has authority as an agent and who is not otherwise liable as a party to a transaction purportedly done by the actor on that person's account is subject to liability to a third party who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the person's (principal's) account, if

(1) the person intentionally or carelessly caused such belief, or

(2) having notice of such belief and that it might induce others to change their positions, the person did not take reasonable steps to notify them of the facts.

 

a. Notes:

· If estoppel occurs, the third party will be entitled to a measure of damages based only on a reliance interest, and not expectation damages.

· Most often, the person estopped will be responsible for the third party's erroneous belief [that an actor has the authority as an agent] as the consequence of a failure to use reasonable care, either to prevent circumstances that foreseeably led to the believe, or to correct the belief once on notice of it.

· The operative question is whether a reasonable person in the position of the third party would believe such an agent, as the actor appears to be, to have authority to do a particular act.

· If the party was more complex, they may be held to a higher standard because the third party needs to be justifiably induced to make a detrimental change in position.

 

1. Ratification

a. Statutes:

§ 4.01 Ratification Defined
(1) 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.

(2) A person ratifies an act by 

(a) manifesting assent that the act shall affect the person’s legal relations, or

(b) conduct that justifies a reasonable assumption that the person so consents.

(3) Ratification does not occur unless

(a) the act is ratifiable as stated in § 4.03,

(b) the person ratifying has capacity as stated in § 4.04,

(c) the ratification is timely as stated in § 4.05, and

(d) the ratification encompasses the act in its entirety as stated

in § 4.07.

 

§ 4.05 Timing of Ratification
A ratification of a transaction is not effective unless it precedes the occurrence of circumstances that would cause the ratification to have adverse and inequitable effects on the rights of third parties. These circumstances include:

(1) any manifestation of intention to withdraw from the trans-action made by the third party;

(2) any material change in circumstances that would make it inequitable to bind the third party, unless the third party chooses to be bound; and

(3) a specific time that determines whether a third party is deprived of a right or subjected to a liability.

 

§ 4.06 Knowledge Requisite to Ratification
A person is not bound by a ratification made without knowledge of material facts involved in the original act when the person was unaware of such lack of knowledge.

· Not all facts are material for purposes of this doctrine.  The point of materiality in this context is the relevance to the fact to the principal's consent to have legal relations affected by the agent's act.

· The principal may choose to ratify the action of an agent or other actor without knowing material facts.  This may occur when there is evidence to suggest that the principal is shown to have had knowledge of facts that would have led a reasonable person to investigate further, but the principal ratified without further investigation.

 

§ 4.07 No Partial Ratification
A ratification is not effective unless it encompasses the entirety of an act, contract, or other single transaction.

 

a. Notes:

· Ratification is another way that the law provides actual authority to an agent's actions.  The principal's ratification eliminates claims the principal would otherwise have against the agent for acting without actual authority.

· It doesn’t matter that the agent did or did not have authority.  Or, it could occur when the purported agent did not have fulfill the principal/agency test.
 

· In order to ratify a previously unauthorized contract, the would-be principal, who must have sufficient legal capacity to have been a party to the underlying contract in the first place, must in some way manifest assent to be bound by the contract.

· When there are two or more coprincipals, each must ratify

 

· Assent can be spoken or written words, but it can also be various kinds of conduct, including the lack of any conduct (i.e. silence or inaction).
· It is a question of fact whether conduct is sufficient to indicate consent.  

· Delay in expressing an objection an unauthorized act may result in ratification depending on the length of time that elapses between the time the principal learns of the unauthorized act and the time the principal manifests an objection.

 

· The principal's manifestation does not need to be made to the agent or the third-party.  Any manifestation of assent to anyone in any context can effect a ratification.

· However, even if the purported principal's conduct otherwise manifests intent to ratify, that conduct will not constitute ratification if the principal lacked knowledge of facts material to the underlying act to be ratified.
 

· Technical requirements for ratification:

1. The contract must have been made on the purported principal's behalf, and he or she must ratify before the third party's offer is retracted.

2. The purported principal also must ratify before there are other changes in circumstances that would cause inequity to the third party.
3. The would-be principal must agree to the subject to the whole action, and not just parts of it. (ALL OR NOTHING)
i. For example, the principal cannot ratify only the beneficial contract and avoid the other liabilities.
ii. Or, where there have been negotiations of several related contracts and the principal ratifies one, litigation might ensue over just how many of them have been ratified.
4. The person ratifying must have existed at the time of the act (corporation must have been formed).

i. Non-existent principals cannot ratify contracts retroactively to a time prior to their own existence, though otherwise incompetent principals can ratify retroactively to a time of their own incompetence so long as they gain capacity by the time of ratification.

5. Timing:

i. A ratification of a transaction is not effective unless it precedes the occurrence of circumstances that would cause the ratification to have adverse and inequitable effects on the rights of third parties. These circumstances include:

(1) any manifestation of intention to withdraw from the trans-action made by the third party;

(2) any material change in circumstances that would make it inequitable to bind the third party, unless the third party chooses to be bound; and

(3) a specific time that determines whether a third party is deprived of a right or subjected to a liability.

 

· Ratification Effects:

1. Ratification retroactively creates the effects of actual authority
2. It automatically changes all legal rights and obligations, retroactively, to those that would exist had the contract been authorized from the beginning.

3. The chief product of ratification is that the principal becomes bound to the contract.

4. Normally if an agent executes an unauthorized contract on behalf of his or her principal, the act constitutes a breach of fiduciary duty and the agent will be answerable to the principal for the injuries caused. 
i. If the principal ratifies, there will be no cause of action for breach of fiduciary duty.

5. Ratification gives rise to a claim for compensation by the agent.

6. If there is a purported principal/agent relationship, the purported agent's previously unauthorized conduct followed by ratification can constitute mutual manifestation of assent to an agency relationship. 

i. Even if there were no agency relationship prior to the ratification, ratification can create one, with the ongoing consequence of the agent's authority to bind the principal to further legal obligations and the agent's fiduciary responsibilities to the principal.

7. Generally, a third party will have a breach of contract claim against an agent who executes an unauthoritzed contract, for the simple reason that third parties not uncommonly insist that the agent with who they deal promise, as part of the contract, that the agent is authorized to make the contract.

i. Even where that promise by the agent is not explicitly bargained for, it is implied as the agent's warranty.  If the contract is ratified, there is no breach and the third party's claim is extinguished.

 

· Ratification Limits

1. First, no ratification is effective in favor of a person who tricks the ratifier into the manifestation of assent.

2. There can be cases in which a purported principal ratifies not out of belief that the underlying contract was a good deal, but because failure to do so will result in some loss.

1. If this type of ratification occurs, there will be ratification between the principal and the third-party, but the principal will retain a claim against the agent for breach of fiduciary duty.

3. Ratification cannot be used to destroy rights of other persons acquired prior to ratification.

1. This will commonly be the case where the would-be agent has sold the ratifier's property to an innocent third party who goes on to sell it to someone else.

 

i. Agent's Liability

1. Statutes:

Restatement of Agency Section 6.01: Agent for Disclosed Principal
· When an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal:

· The agent is not a party to the contract unless the agent and the third party agree otherwise.

 

§ 6.02 Agent for Unidentified Principal
When an agent acting with actual or apparent authority makes a contract on behalf of an unidentified principal,

(2) the agent is a party to the contract unless the agent and the third party agree otherwise.
 

§ 6.03 Agent for Undisclosed Principal
When an agent acting with actual authority makes a contract on behalf of an undisclosed principal,

(2) the agent and the third party are parties to the contract; and

 

§ 6.04 Principal Does Not Exist or Lacks Capacity (Agent becomes party to contract if he doesn't have authority)
Unless the third party agrees otherwise, a person who makes a contract with a third party purportedly as an agent on behalf of a principal becomes a party to the contract if the purported agent knows or has reason to know that the purported principal does not exist or lacks capacity to be a party to a contract.

 

§ 6.11 Agent's Representations 
(1) When an agent for a disclosed or unidentified principal makes a false representation about the agent's authority to a third party, the principal is not subject to liability unless the agent acted with actual or apparent authority in making the representation and the third party does not have notice that the agent's representation is false.

(2) A representation by an agent made incident to a contract or conveyance is attributed to a disclosed or unidentified principal as if the principal made the representation directly when the agent had actual or apparent authority to make the contract or conveyance unless the third party knew or had reason to know that the representation was untrue or that the agent acted without actual authority in making it.

(3) A representation by an agent made incident to a contract or conveyance is attributed to an undisclosed principal as if the principal made the representation directly when:

(a) the agent acted with actual authority in making the representation, or

(b) the agent acted without actual authority in making the representation but had actual authority to make true representations about the same matter.

The agent's representation is not attributed to the principal when the third party knew or had reason to know it was untrue.

(4) When an agent who makes a contract or conveyance on behalf of an undisclosed principal falsely represents to the third party that the agent does not act on behalf of a principal, the third party may avoid the contract or conveyance if the principal or agent had notice that the third party would not have dealt with the principal.

§ 6.10 Agent’s Implied Warranty of Authority (Agent Liability to Third Party)
A person who purports to make a contract, representation, or conveyance to or with a third party on behalf of another person, lacking power to bind that person, gives an implied warranty of authority to the third party and is subject to liability to the third party for damages for loss caused by breach of that warranty, including loss of the benefit expected from performance by the principal, unless

(1) the principal or purported principal ratifies the act as stated in § 4.01; or
(2) the person who purports to make the contract, representation, or conveyance gives notice to the third party that no warranty of authority is given; or

(3) the third party knows that the person who purports to make the contract, representation, or conveyance acts without actual authority.

 

1. Notes:

a. If agent lacks actual authority but principal is bound by K, principal may recover damages from agent

 

i. Third Party Liability

· Third party is bound to principal almost always

· When principal is undisclosed the 3rd party may have an out - can say that they would not have entered into the agreement if they had known who the principal was

· If principal is disclosed or partially disclosed they are always bound

· Ratification sometimes allows the third party to avoid being bound by the agreement

· Estoppel does not really apply because it is usually the third party trying to enforce

 

a. Consequences of an Agency Relationship: Tort Liability

i. Agents Liability - They'll always be liable for their own torts.

1. Statutes:

§ 7.01 Agent's Liability to Third Party
An agent is subject to liability to a third party harmed by the agent's tortious conduct. Unless an applicable statute provides otherwise, an actor remains subject to liability although the actor acts as an agent or an employee, with actual or apparent authority, or within the scope of employment.

i. Principal's Liability

1. Direct Torts

a. Statutes:

§ 7.03 Principal's Liability--In General
(1) A principal is subject to direct liability to a third party harmed by an agent's conduct when

(a) as stated in § 7.04, the agent acts with actual authority or the principal ratifies the agent's conduct and

(i) the agent's conduct is tortious, or

(ii) the agent's conduct, if that of the principal, would subject the principal to tort liability; or

(b) as stated in § 7.05, the principal is negligent in selecting, supervising, or otherwise controlling the agent; or

(c) as stated in § 7.06, the principal delegates performance of a duty to use care to protect other persons or their property to an agent who fails to perform the duty.

 

§ 7.05 Principal's Negligence in Conducting Activity Through Agent; Principal's Special Relationship with Another Person
(1) A principal who conducts an activity through an agent is subject to liability for harm to a third party caused by the agent's conduct if the harm was caused by the principal's negligence in selecting, training, retaining, supervising, or otherwise controlling the agent.

(2) When a principal has a special relationship with another person, the principal owes that person a duty of reasonable care with regard to risks arising out of the relation

7.06: Principal will be liable for torts committed by an agent where P delegates performance of a duty to use care and the agent does not use due care.

a. Three ways in which a principal can take on direct liability for torts caused by an agent:

1. The principal has literally committed an intentional tort

a. Principal hires a bodyguard to commit a battery

 

1. Principal can be directly liable without committing a tort.

1. This occurs if the principal is "negligent in selecting, supervising, or otherwise controlling the agent"

2. A plaintiff must show that in failing to select, supervise, or control with adequate care, the principal breached a duty that the principal personally owed to the plaintiff.

3. Accordingly, where an agent is engaged in a task that might cause physical harm, the principal must merely select an agent who possesses the knowledge, skill, experience, equipment, and personal characteristics that a reasonable would realize a contractor should have to perform the work without creating unreasonable risk of injury.

4. Negligence can include giving orders or directions to a contractor without exercising reasonable care.

 

1. Principal can be liable where the principal delegates performance of a duty to use care to protect other persons or their property to an agent who fails to perform the duty.
1. This rule was meant to include those duties that courts often refer to as "non-delegable" duties 

 

1. Vicarious Liability

a. Statutes:

§ 7.03 Principal's Liability--In General
(2) A principal is subject to vicarious liability to a third party harmed by an agent's conduct when

(a) as stated in § 7.07, the agent is an employee who commits a tort while acting within the scope of employment; or

(b) as stated in § 7.08, the agent commits a tort when acting with apparent authority in dealing with a third party on or purportedly on behalf of the principal.

 

§ 7.07 Employee Acting Within Scope of Employment
(1) An employer is subject to vicarious liability for a tort committed by its employee acting within the scope of employment.
(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 course of conduct not intended by the employee to serve any purpose of the employer.
(3) For purposes of this section,

(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, and

(b) the fact that work is performed gratuitously does not relieve a principal of liability

 

§ 7.08 Agent Acts with Apparent Authority
A principal is subject to vicarious liability for a tort committed by an agent in dealing or communicating with a third party on or purportedly on behalf of the principal when actions taken by the agent with apparent authority constitute the tort or enable the agent to conceal its commission.

 

a. Defining an Employee:

1. First step in determining whether vicarious liability exists against a principal is to determine whether relationship involved is:

1. An employee relationship

1. 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

2. Factors that indicate employee status:

1. Appearance

2. Performance (instruction/supervision)

3. Financial risks (method of payment/agent investing own money)

4. Termination (right to unilaterally terminate the relationship)

3. A principal can still be liable for the torts of a gratuitous agent, implying that an employee agent can still be an employee even if unpaid, so long as the principal has some control over the manner and means of the work.

 

1. Independent contractor qualifying as agent

1. An independent contractors is a person who contracts with another to do something for him but who is not controlled by the other nor subject to other's right to control with respect to his physical conduct in the performance of the undertaking. 

1. The means of accomplishing the objective are not controlled by the principal.

2. The reason for distinguishing the independent contractor from the employee is that the principal does not supervise the details of the independent contractor's work and therefore is not in a good position to prevent negligent performance

3. If your job takes a lot of skill, it's hard for a principal to effectively supervise and control the purported agent.

 

1. Independent contractor not qualifying as agent - Service provider

1. These are independent contractors - accountants or  law firms.

2. Principals will not be vicariously liable for service providers torts.

 

a. What is "Within the Scope of Employment"

· When is an agent's conduct within the scope of employment

· Act must be of the general kind that the employee was hired to perform; AND

· Conduct must be substantially within the time and space limits authorized by the employment; AND

· Employee must be motivated at least partially by a purpose of serving the employer.

 

· The fact that the employee performs the work carelessly does not take the employee's conduct outside the scope of employment, nor does the fact that the employee otherwise makes a mistake in performing the work.

· Conduct is not outside the scope of employment merely because an employee disregards the employer's instructions.

 

· Travelling to a jobsite from the office is within the scope of employment.  However an simply commuting is not in the scope of work.  Commuting can become in the scope of work if the employer furnishes a vehicle so the employee can better respond to the needs of the enterprise.

 

· In general, travel required to perform work, such as travel from an employer's office to a job site or from one job site to another, is within the scope of an employee's employment while traveling to and from work is not. 

· However, an employer may place an employee's travel to and from work within the scope of employment by providing the employee with a vehicle and asserting control over how the employee uses the vehicle so that the employee may more readily respond to the needs of the employer's enterprise. 

· An employee's travel to and from work may also be within the scope of employment if the employee does more than simply travel to and from work, for example by stopping for the employer's benefit to accomplish a task assigned by the employer.

 

· Frolic and Detour - Restatement 3rd 7.07 (note e)

· An employee's travel during the workday that is not within the scope of employment has long been termed a "frolic" of the employee's own.

· De minimis departures from assigned routes "detours" are not "frolics"

· The conventional meaning of the term “detour” is a deviation from travel on an assigned route that is still within the scope of employment.

· A frolic may also consist of activity on an employer's premises and within working hours.

· Frolic and detour addresses the second prong where you look at "within the time and space limits authorized by the employment"

· Frolics end when an employee reenters employment, that is, when the employee is once again performing assigned work and taking actions incidental to it.

 

a. When will independent contractor's actions trigger vicarious liability upon principals?

1. General rule is that a principal is not liable for torts committed by independent contractors UNLESS

1. Principal retains (rights to) control over the aspect of the work in which the tort occurs

2. Principal selects incompetent contractor

3. Activity contracted for is a "nuisance per se" (inherently dangerous or ultra-hazardous)

1. What is nuisance per se

1. Inherently dangerous activity

2. Activity that creates a peculiar risk of harm to others unless special precautions are taken

 

1. Posner's view: People who have authorized the activity consider the possibility of preventing some accidents by curtailing the activity or even eliminating it all together.  The fact that a very high degree of care is cost-justified implies that the principal should be induced to wrack his brain, as well as the independent contractor his own brain, for ways of minimizing the danger posed by the activity.

 

a. Franchises

· General Rule: 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 over factors such as hiring, direction, supervision, discipline, discharge, and relevant day-to-day aspects of the workplace behavior of the franchisee‘s employees.”
 

· Questions to consider

· Is there an agency relationship between the franchisor and franchisee?

· What is the purpose of the franchise agreement?

· What does the franchise agreement provide?

· Is there sufficient control under these "operating systems" to trigger tort liability of franchisor.

· If an employee hits a customer, employee will be liable, franchisee will be liable under vicarious liability theory, question is: will the franchisor be liable.

· Early approach: is there sufficient control under these operating systems (in franchise agreement) to trigger tort liability of franchisor.

· Piggy back on agency respondeat superiror's manners and means test

· Is there an agency relationship between franchisor and franchisee

· What is the purpose of the franchise agreement

· What does the franchise agreement provide

 

· Case Summary:
· Murphy v. Holiday Inns, Inc.: the court found that the defendant did not have day to day control over the hotel.  While it had the right to control architecture and not sell the property without notice to D, D could not control the expenditures of the franchisee, could not hire/fire employees, could not profit from the enterprise, could not supervise a work routine.  Thus, the court found no agency relationship and the trial court ruling was affirmed.

 

· Miller v. McDonalds: The court believed that McDonalds had the ability to closely control the operations of the restaurant, the food processing, inventory, layout, they were allowed to send internal audit there to monitor compliance with standards, they had to wear uniforms, they dictated service.  All of these facts suggest that there may be an agency relationship and the court believed it was appropriate to submit that question to the jury rather than rule on an SJ motion.

 

· Kerl v. Rasmussen court observed:

· Miller appears to run contrary to prevailing rule that quality and operational standards contained in a franchise agreement are generally insufficient to support franchisor vicarious liability.

· Miller is consistent with current consensus as it is focused on the particular aspect of franchisee's business that was alleged to cause the harm.

 

· Vandermark v. McDonalds (N.H. 2006)
· The right of authority construes franchisor liability narrowly, finding that absent a showing of security measures employed by the franchisee, the franchisor cannot be vicariously liable for the security breach.

· Need to focus on the part of the business where the tort occurred and whether the franchisor exercised control over that aspect of the business.

 

· Patterson v. Domino's Pizza, LC: A franchisor will be liable if it has retained or assumed the right of general control over the relevant day to day operations at its franchised locations and cannot escape liability in such a case merely because it failed or declined to establish a policy with regard to that particular conduct. 
 

i. Agent's Duties:

1. Overview

a. In agency relationships, fiduciary duties run in only one direction: An agent is a fiduciary of his or her principal, but the principal is not the agent's fiduciary.

b. Failure of duties is literally a cause of action for negligence.

c. Fiduciary duty is always a fact-sensitive and context-specific.

· The degree of diligence and honesty a fiduciary must exercise, and the range of subject matters in which their duties apply, will vary a lot.

 

a. Specific Examples

1. All partners in general partnerships owe fiduciary duties to all of the other partners.

2. General partners owe the same fiduciary duties that they would in a general partnership, but the limited partners are not fiduciaries unless they participate in management, and then only to the extent of their involvement.

3. When an LLC is member managed, the firm is more like a general partnership, and its members are one another's fiduciaries.  

4. When the LLC is manager managed, the firm is more like a corporation and the members are not fiduciaries

1. In this case, only the managers that the firm hires ow fiduciary duties.

 

1. Potential Remedies for Breach of Duty:

· 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

· Termination of agency relationship

 

1. Duties relating to performance

1. Duty of care

1. Statutes:

8.08 Duties of Care, Competence, and Diligence
Subject to any agreement with the principal, an agent has a duty to the principal to act with the care, competence, and diligence normally exercised by agents in similar circumstances. 

 

1. Overview

· The agent's basic obligation is to use "reasonable care" in the performance of his duties.

· Under R. 3d. Section 8.08, an agent must act with that, "care, competence, and diligence" that would be "normally exercised" by other agents in "similar circumstances".

· The duty of care includes within it a competence component, under which a person must possess at least the specific skills reasonably to be expected of persons undertaking similar tasks.

· Where an agent represents to the principal some special skill or knowledge, the agent is legally obliged to use it, even if to do so would require greater effort than the reasonable care required of other agents.

· This is really just a tort rule of negligence.

· The first part of this section says "subject to any agreement".  This rule is a default rule that applies if there is no other agreement.  If there is a contract on this issue, then the contract will rule.

· Very easy to contract around this issue.

· This duty of care also applies to agents that are acting gratuitously.

· 8.08 is looser and there is much more freedom of contract when it comes to the duty of care as compared to the duty of loyalty.

 

1. Duty to follow instructions

1. Statutes

§ 8.09 Duty to Act Only Within Scope of Actual Authority and to Comply with Principal's Lawful Instructions
(1) An agent has a duty to take action only within the scope of the agent's actual authority.

(2) An agent has a duty to comply with all lawful instructions received from the principal and persons designated by the principal concerning the agent's actions on behalf of the principal.

 

1. Duty to avoid embarrassing conduct
1. Statutes

§ 8.10 Duty of Good Conduct
· 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.

 

1. Duty to provide information

1. Statutes:
§ 8.11 Duty to Provide Information
An agent has a duty to use reasonable effort to provide the principal with facts that the agent knows, has reason to know, or should know when

(1) subject to any manifestation by the principal, the agent knows or has reason to know that the principal would wish to have the facts or the facts are material to the agent's duties to the principal; and

(2) the facts can be provided to the principal without violating a superior duty owed by the agent to another person.

 

1. Duty of loyalty

1. General Duty of Loyalty

1. Statutes

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

 

1. Notes:

1. The general duty of loyalty cause of action is applicable only where no other special loyalty rule applies.  In the case of agency law, there are at least five other special rules:

1. Duty not to derive excess benefits

2. Duty not to take business opportunities

3. Duty not to compete with the principal

4. Duties with respect to the principal's property

5. Duty not to exploit the principal's confidences

 

1. The general duty can be stated in this way:

1. Where no other special rule applies to a given situation the cause of action for breach of duty of loyalty has two elements

1. Element 1: Plaintiff must show that the defendant owed plaintiff a duty of loyalty and while subject to that duty, defendant acted under a conflict of interest

2. Element 2: If plaintiff makes that showing, the burden of proof shifts to the defendant to show that his conduct was nevertheless fair to the plaintiff.

 

1. As to Element 1: Whether there is a conflict of interest is a fact-sensitive question but normally it can be shown only in the following three specific circumstances.

1. The defendant had a direct interest in a transaction in which the defendant also acted on the beneficiary's behalf

2. A close associate or relative of the defendant had such a direct interest

3. The defendant owed fiduciary duties to two or more persons whose interest in some transaction were adverse

 

1. As to Element 2: the defendant can show that a transaction is fair by showing that the beneficiary got the same treatment that might have been available in the open market, and that he was not coerced, misled, or otherwise taken advantage of.

 

1. The duty of loyalty prohibits a fiduciary from competing with the beneficiary in its business.

 

1. Agent subordinates his interests to those of the principal and place principal's interests first as to matters connected with the agency relationship.

1. The only thing/benefit that the agent can seek is compensation that has been agreed to between P and A.

 

1. Specific Duties of Loyalty

1. Duty not to derive excess benefits

1. Statute

§ 8.02 Material Benefit Arising Out of Position & Business Opportunities
· 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.

 

1. Notes:

· First you have to establish a principal/agent relationship, then you prove that the bribe was a material excess benefit

· It is not necessary that the principal show the agent's acquisition of a material benefit harmed the principal.

· Excess benefits rule, all you should receive is the agreed to compensation.

· The excess benefits must be MATERIAL

· If the agent receives a material excess benefit, that benefit belongs to the principal.

 

· Gratuities:
· Section 8.02 acquiring material benefits in connection with the conduct performed as a mailman

· Read the contract, examine whether its customary, but 5 CFR 2635.204(a) states that they may not keep gifts more than $20 or $50 per calendar year.

· At Applebee's, there may be an employment contract governing the tips or there may be implied consent/waiver on the part of the employer.

· Custom can supplement the terms of a contract and override the agency laws.

· Comments to the restatement and common law principles.

 

1. Duty not to take business opportunities

· Restatement 8.02 Comment D, "Moreover, all agents, even those whose assigned work does not involve the assessment or pursuit of business opportunities, 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, 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. In making this determination, courts appropriately apply the test applicable to determining whether a director or a senior officer of a corporation may take personal advantage of a corporate opportunity."

 

· 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.

· If you learn of the opportunity outside of the principal/agency relationship, you may not have to bring the opportunity to the principal.

· What is the agent to do:

· A should refer the opportunity to P if either the nature of the opportunity or the circumstances require him/her to do so

· A may take an opportunity if he/she fully discloses it and the nature of the conflict and P rejects the opportunity.

 

1. Duty not to compete with the principal

1. Statute:

§ 8.03 Acting as or on Behalf of an Adverse Party
· 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.

 

1. Notes

· A must disclose adverse interests to P so that P may evaluate how best to protect its interests.

 

1. Duties with respect to the principal's property

1. Statutes:

§ 8.04 Competition
· 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.

 

1. Notes:

· Graphics Directions, Inc. v. Bush

· Defendant's, officers of GDI, quit their jobs

· Takes another employee with them

· Solicited some of GDI's clients before leaving

· Post departure, client base is reduced and there are lost-sales

· Is defendant's alleged pre-departure solicitation a breach of their duties to GDI?

· Need to differentiate between competing and preparing to complete.

· Can talk to other employees, but you can't start soliciting clients before you leave. Soliciting clients is sufficient to show breach of loyalty.

· This is different than the excess benefit rule.  Breach alone is not enough for monetary recovery, you need to show harm.

 

· Preparing to compete

· 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.

 

1. Duty not to exploit the principal's confidences

1. Statutes:

§ 8.05 Use of Principal's Property; Use of Confidential Information
· An agent has a duty

· (1) not to use property of the principal for the agent's own purposes or those of a third party; and

· (2) not to use or communicate confidential information of the principal for the agent's own purposes or those of a third party.

 

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

2. Duty does not end when agency relationship terminates

1. Can't exploit information for your own gain after employment ends.

 

1. Statutory Override & Waiver

1. Principal Consent

§ 8.06 Principal's Consent
(1) Conduct by an agent that would otherwise constitute a breach of duty as stated in §§ 8.01, 8.02, 8.03, 8.04, and 8.05 does not constitute a breach of duty if the principal consents to the conduct, provided that

(a) in obtaining the principal's consent, the agent

(i) acts in good faith,

(ii) discloses all material facts that the agent knows, has reason to know, or should know would reasonably affect the principal's judgment unless the principal has manifested that such facts are already known by the principal or that the principal does not wish to know them, and

(iii) otherwise deals fairly with the principal; and

(b) the principal's 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.

 

1. Waiver

· The Restatement draws a strong and explicit distinction between waivers of care and waivers of loyalty, and puts much tighter limits on the latter.

· Under 8.06, a principal can consent to conduct that would otherwise violate the loyalty duties under 8.01-8.05, but only if the fiduciary, when it sought consent, dealt in good faith, made the disclosure required in 8.06, and otherwise behaved fairly.

· Principals are usually prohibited from giving very general or blanket waivers to loyalty breaches.

 

· Waivers of care are more permissive under the Restatement. 

· Section 8.08 states, "subject to any agreement with the principal.."

· The comments following point out that the restatement allows for a general, blanket modification of the reasonable care, competence, and diligence standard and permits them to be made without the disclosures required under 8.06

 

i. Termination of Authority

1. Termination of Actual Authority

1. Statutes:

§ 3.06 Termination of Actual Authority—In General
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)).

1. 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))

2. Agreement between P and A or the occurrence of circumstances from which A should reasonably conclude that P no longer would assent (§3.09)

· Passage of time

3. 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))

 

1. Termination of Apparent Authority
1. Statute:

§ 3.11 Termination of Apparent Authority
(1) The termination of actual authority does not by itself end any apparent authority held by an agent.

(2) 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.

· This creates "lingering apparent authority"

· Reasonableness standard applies to the third party.  Third party must reasonably believe the agent has apparent authority

 

1. Duties After Termination of Agency

1. Agency is free to compete with principal

1. Subject to non-compete agreement

2. Agent is not free to use or disclose a principal's trade secrets or other confidential information.

1. Must account for profits made by sale or use of trade secrets and other confidential info.

 

1. Partnerships

a. Overview

i. Partnership is the default form that results when two business associates take no steps with regard to the form of the entity and just start doing business.

 

a. Formation

i. Statutes:

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

· (1) Joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not by itself establish a partnership, even if the coowners share profits made by the use of the property.

· (2) The sharing of gross returns (revenues, percentage of sales) does not by itself establish a partnership, even if the persons sharing them have a joint or common right or interest in property from which the returns are derived.

· (3) A person who receives a share of the profits of a business is presumed to be a partner in the business, unless the profits were received for any of the following reasons:

(A) In payment of a debt by installments or otherwise.

(B) In payment for services as an independent contractor or of wages or other compensation to an 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.

 

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.

 

i. Notes:

1. Whether or not a partnership has been formed in a given case is a question of fact that depends on the outward manifestations of intent of the parties.

1. However, intent is not required to form a partnership.

 

1. Even if the parties sign a written agreement stating their relationship is not a partnership, so long as their other manifestations are sufficient to show an intent to create a relationship with the attributes of a partnership, then one will exist.

 

1. Only the general partnership can be created without any formalities, and only the general partnership can be created by accident.  All of the other forms require compliance with some bureaucratic steps.

1. Failure to comply with those formalities therefore produces an interesting consequence and could appear that an entity consists of co-owners of a business for profit.

 

1. Easy to contract around the rules with the partnership agreement.

 

1. All partners in the general partnership will have personal liability for owners.

 

1. Pass-through taxation (no tax at the entity level)

 

1. Factors to Establish Partnership

1. Intention of the parties

1. Are you an association to carry on as co-owners in a business for profit
2. Substance over form
2. Conduct of the parties towards third parties

3. Economic Rights

1. Right to share in profits

1. Is there sharing profits.  This is prima facie evidence
2. Capital contributions

1. Need to make sure that there is capital at risk as well and whether the purported partners are sharing in the losses as well.
3. Obligation to share in losses

4. Ownership of property

5. Rights and obligations in dissolution

4. Control and management rights.

1. Are they sharing controls, economic risks?

 

1. Person asserting the existence of a partnership has the burden of proof 

 

a. Partnership by Estoppel

i. Plaintiff must establish a representation, either express or implied, that one person is the partner of another

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

iii. Reasonable reliance by third party on representation

iv. A change of position by the third person

 

This means, that though two people or entities are not partners, if one partner allows the other to advertise or otherwise solicit business based on the representation that the two are partners, then in the eyes of the law, they will be seen as partners to that third party.  This is particularly important because partners are jointly and severally liable for everything chargeable to the partnership.  Which means if one partner, who may not have many assets, makes a mistake and incurs massive liability that he can’t cover, then the other partner will be liable for his mistakes.

 

a. Partnership Liabilities and Management Rights:

i. Partners are Agents to the Partnership

1. Statutes:

CCC 16301: Partner as Agent - 
Subject to the effect of a statement of partnership authority under Section 16303 both of the following apply:

 

Ordinary Course of Business
(1) Each partner is an agent of the partnership for the purpose of its business.  An act of a partner, including the execution of an instrument in the partnership name, 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.

 

Extraordinary Course of Business
(2) An act of a partner that is not apparently for carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership only if the act was authorized by the other partners.

 

1. Notes:

· Partners are agents of the partnership and have the ability to bind the partnership in contract.  

· Unless: Partner executing contract did not have actual or apparent authority.

· If partner has authority (express or implied) and executes contract in the ORDINARY COURSE OF BUSINESS, the partnership will be bound.

· Partners can still ratify contracts authority is not present.

· Acts that are outside the course of business require unanimous vote.

· Actions affecting the partnership itself are generally going to be outside the ordinary course of business.
· To destroy apparent authority, you would need to notify the third parties.  To kill actual authority, you would need to do remove the partner

 

i. Partners' Management Rights
1. Statute:
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) 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 and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.

 

1. Notes:

1. In a 2 partner partnership, a split decision will not authorize the partnership to make acts in the ordinary course of business.
1. Similarly, one partner cannot unilaterally take away actual authority from another partner. Such action would require unanimous vote.
2. Moreover, one partner cannot tell clients that partner 1 no longer has authority (thus restricting apparent authority).  Actual authority will still be present and unanimous vote required to restrict total authority.
 

1. Cases on Ability to Make Partnership Decisions:

Case Name: National Biscuit Company v. Stroud
Case Cite: 239 N.C. 467 (1959)

 

Case Facts: Partnership was buying bread from National Biscuit Company.  Stroud advised P that he would no longer be liable for bread sold to the partnership.   Thus, he tried to revoke authority.  The other partner made a purchase of bread.  The partnership dissolved and P sued stoud to enforce the partnership's debt.

 

Issue: Can a partner be liable for partnership debts created by a partner who was acting in the ordinary course of business even if the partner disapproves of the action.

 

Holding: Yes,  activities of the partnership should not be limited, save by the expressed will of the majority deciding the disputed question, but half is not the majority.  Stroud cannot unilaterally take Freeman's actual authority away related to decisions in the ordinary course of business.  Thus, a majority vote would be needed to overrule.
 

Case Name: Summers v. Dooley
Case Cite: Supreme Court of Idaho, 481 P.2d 318 (1971)

 

Case Facts: Two partners operated a trash business.  One partner wanted to hire a third employee.  The other partner rejected the proposal.  Nevertheless, the third employee was hired.  The hiring partner now sues the rejecting partner arguing that he has derived profits from the third employee but has not paid the salary of that individual.

 

Issue: Whether an equal partner in a two-man partnership has the authority to hire a new employee in disregard of the objection of the other partner and then attempt to charge the dissenting partner with the costs incurred as a result of the unilateral decision.

 

Holding: No, business differences must be decided by a majority of the partners provided no other agreements between the partners speaks to the issue.  It would be unjust to permit recovery of an expense which was incurred individually and not for the benefit of the partnership but rather for the benefit of one partner.

 

i. Partnership Liability for Partners' Torts

1. Statutes:

CCC 16305:
(a) A partnership is liable for loss or injury caused to a person, or for a penalty incurred, as a result of a wrongful act or omission, or other actionable conduct, of a partner acting in the ordinary course of business of the partnership or with authority of the partnership.
 

(b) If, in the course of the partnership's business or while acting with authority of the partnership, a partner receives or causes the partnership to receive money or property of a person not a partner, and the money or property is misapplied by a partner, the partnership is liable for the loss.

 

1. Notes:
1. Partnership Liability to Third Parties

1. Was Partner's act in ordinary course of business

1. If partner's act was not in the ordinary course of business, did partner have express authority to act.

i. If so, partnership is bound.

ii. If not, partnership is not bound.

 

1. If Partner's act was in the ordinary course of business, was partner's act expressly prohibited?

1. No--Partnership is bound because partner had actual and apparent authority

2. Yes--partner has apparent authority still, but you need to ask whether the third party reasonably believed whether the partner had apparent authority.

a. If the 3rd party believed the partner had apparent authority, then the partnership will be bound.

b. If the 3rd party did not believe the partner had apparent authority, then the partnership will not be bound.

 

1. Cases:

Case Name: Gearhart v. Angeloff

Facts: Tommy Gearhart was shot by Angeloff, an owner of the bar, when Angeloff was trying to stop a fight that was occurring between another patron and a partner of the bar.

 

Issue: Is the partnership liable for Angeloff's acts

 

Holding: Yes, maintenance of order in the bar was a normal business activity.  Partners acting within the scope of the business are jointly liable for the tortious acts of another partner. The maintenance of the bar was within the ordinary course of business.   It was not that the shooting was in the ordinary course of business.
 

Case Name: Roach v. Mead

Facts: Lawyer was providing a client advise.  Client ultimately ended up loaning money to the lawyer.  Lawyer went BK.  Client sues the firm for the funds.  Issue is whether the partners are jointly liable for the actions of the partner who received the loan.  Innocent partners argue it was a personal transaction.

 

Holding:  Partners are liable for the loss because the third party reasonably believed the services he sought were in the domain of the profession.  While lending is different than law, the client reasonably expected advice on the legal aspects of the loans and this, it was reasonable to believe that was within the scope of the partnership's business.  Affirmed.

 

i. Partners Liability for Partnership Obligations

1. Statutes:

CCC 16306:
(a) Except as otherwise provided in subdivisions (b) and (c), all partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

 

(b) A person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before the person's admission as a partner.

 

(c) Notwithstanding any other section of this chapter, and subject to subdivisions (d), (e), (f), and (h), a partner in a registered limited liability partnership is not liable or accountable, directly or indirectly, including by way of indemnification, contribution, assessment, or otherwise, for debts, obligations, or liabilities of or chargeable to the partnership or another partner in the partnership, whether arising in tort, contract, or otherwise, that are incurred, created, or assumed by the partnership while the partnership is a registered limited liability partnership, by reason of being a partner or acting in the conduct of the business or activities of the partnership.

 

(e) Nothing in subdivision (c) shall be construed to affect the liability of a partner of a registered limited liability partnership to third parties for that partner's tortious conduct.

 

1. Notes:

1. All partners are liable jointly and severally for all obligations of the partnership unless otherwise agreed by the claimant or provided by law.

2. A person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before the person's admission as a partner.

1. A departing partner will remain fully liable to the firms obligations unless released by the creditors.

3. A partner in a registered limited liability partnership is not liable or accountable, directly or indirectly, including by way of indemnification, contribution, assessment, or otherwise, for debts, obligations, or liabilities of or chargeable to the partnership or another partner in the partnership

 

a. Partners' Economic Rights

i. Statutes:

CCC 16401
(a) Each partner is deemed to have an account that is subject to both of the following:

(1) Credited with an amount equal to the money plus the value of any other property, net of the amount of any liabilities, the partner contributes to the partnership and the partner's share of the partnership profits.

(2) Subject to Sections 16306 and 16957 , charged with an amount equal to the money plus the value of any other property, net of the amount of any liabilities, distributed by the partnership to the partner and the partner's hare of the partnership losses.

(b) Each partner is entitled to an equal share of the partnership profits and, subject to Sections 16306 and 16957, is chargeable with a share of the partnership losses in proportion to the partner's share of the profits.
(c) A partnership shall reimburse a partner for payments made and indemnify a partner for liabilities incurred by the partner in the ordinary course of the business of the partnership or for the preservation of its business or property.

(d) A partnership shall reimburse a partner for an advance to the partnership beyond the amount of capital the partner agreed to contribute.

(e) A payment or advance made by a partner that gives rise to a partnership obligation under subdivision (c) or (d) constitutes a loan to the partnership that accrues interest from the date of the payment or advance.

(g) A partner may use or possess partnership property only on behalf of the partnership.

(h) A partner is not entitled to remuneration for services performed for the partnership, except for reasonable compensation for services rendered in winding up the business of the partnership.
 

16807(a): In winding up a partnership's business, the assets of the partnership shall be applied to discharge its obligation to creditors, including partners who are creditors.  Any surplus shall be applied to pay in cash the net amount distributable to partners in accordance with their right to distributions below.

 

16807(b): The profits and losses from the liquidation of the partnership assets shall be credited and charged to the partner's accounts.  

· The partnership shall make a distribution to a partner in an amount equal to any excess of the credits over the charged in the partner's account.

· A partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner's accounts.

 

i. General Notes:
· In the statutory law of partnerships, the default position is not that partners share profits in the same proportion as their capital contributions.  

· Rather, under RUPA 401(a), and subject to any contrary agreement by the partners, "each partner is entitled to an equal share of the partnership distributions and is chargeable with a share of the partnership's losses in proportion to the partner's share of the distributions.

· Chargeable with a share of partnership losses: Partners are not obligated to contribute to partnership losses before their withdrawal or the liquidation of the partnership, unless the partners agree otherwise.

· If nothing is said to the losses in the partnership agreement, you share losses in the same manner as profits.

· Ex. 60/40 profit split.  Nothing said to losses.  If a dispute arises, losses 60/40 as well--the same was as profits.

 

· A partner is not entitled to renumeration for services performed for the partnership.

 

· Unless they agree otherwise, partners have no right to any proceeds from the firm other than their share of the profits and they can get their share only after all of the firm's obligations to third parties has been satisfied.

· No partner has a default right to receive money at all from the firm until the partner leaves the firm for good, or the firm is dissolved and its business is wound up.

 

· Contributions made to the firm and revenues earned by it are "partnership property" under Rupa 204

· Property bought or otherwise acquired through the use of partnership property is itself presumed to be partnership property under 204(c )

· Appreciation of partnership property is partnership property.

 

· Capital accounts are a way to keep track of each partner's financial interest in the firm at a given time.

· They are just a way of keeping track of the partner's changing financial rights and responsibilities at any given time.

 

· Dissolution is the formal end of the partnership, following which a few different things can happen.

· Dissolution is the end of the partnership as it has existed and the surviving members of the business can agree to continue it if they want.

· Winding up means actually selling off the assets, paying off the creditors, and distributing anything that remains to the partners.

 

· Accounting for capital losses

· If a partnership has insufficient funds to cover the initial contributions, there is a capital loss.

· Under the statutory default rule, partners always share in profits and losses equally.

· Whatever the losses are at the end of the day, even if they are large enough to consume some capital, the partners must still share in them equally.

· It is possible that a capital loss is so large that one or more of the partners' capital contributions is not only completely wiped out, but under generally prevailing law, they must actually come up with their own money to pay other partners for their losses.

 

i. Drawing Accounts and Capital Calls

· A drawing account is used when partners have agreed to permit themselves to make withdrawals from their own capital accounts.

· At the end of the year, the total in the drawing account simply is subtracted from the partner's capital account.

· Unless specified in partnership agreements, partners are not entitled to any salary or to withdraw their share of profits periodically.

· Some agreements can allow for periodic draws which amounts are deducted from partners' capital accounts.

· If agreement is silent, draws would be a matter occurring in the ordinary course of business.  Thus, draws would be approved by a majority vote of the partners.

· A capital call is a call by the partnership for the partners to make additional capital contributions.

· Partnership agreements typically provide that the call can be made by a majority vote of the partnership or by an executive committee of the partners.

· A common feature in a capital call provision is some means by which partners can avoid actually paying the call if they wish.  Typically, the agreement will provide that if a partner elects to refuse the capital call, it will be taken as his offer to sell his interest to the remaining partners, according to some pre-specified valuation formula, and it may also be taken as his resignation from the firm.

· Another common variation is that a partner may elect to have his initial capital contribution reduced by the amount of the capital call.

 

i. Distributions

· When you dissolve a partnership and the value of the assets exceed partner's capital, then you redeem the partner's capital first and then split the profits per the default rules or partnership agreement.

· Thus, the loss (remaining unpaid capital account balances) is split evenly normally.

 

· When you dissolve and the value is less than the aggregate capital accounts, compute loss and then allocate losses to the partners.

· If a partner's capital account goes negative, they may need to make contribution to the other partner(s) unless an agreement states otherwise.

 

· 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.

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

 

i. The Special Problem of Loss Accounting for Services Only Partners

· Partnership law does not require that all partners contribute cash or other property to the partnership.

· RUPA provides that one can become a partner without contributing anything whatsoever.

· If the firm has suffered such losses at the time of dissolution that even some of the original capital is consumed, most jurisdictions require the services only partner to contribute cash to share in the other partner's loss of capital.

 

· Majority Rule:
· Under the fairly clear language of RUPA 401(a), in the absence of contrary agreements, services only partners should bear losses equally with other partners.

· In cases in which there is a capital loss, the result can be that services only partners will have to come up with money from their own pockets to bail out their partners.

· Thus, most jurisdictions hold that where losses of initial capital are suffered on dissolution, a services only partner is required to contribute cash to share in the capital loss.

 

· Minority (Kovacik) Rule 
· Where one partner or joint adventurer contributes money capital against the other's skill and labor, courts hold that neither party is liable to the other for contribution of any loss sustained.  Thus, upon the loss of the money, the party who contributed it is not entitled to recover any part of it from the party who only contributed services.

· This is supported by the view that each party loses its capital--one in the form of money, the other in the form of services.

· A corollary view was that the parties have implicitly agreed, by their conduct and contract, to share profits and that contributions of money and sweat equity have been valued at an equal ratio.

· Courts do not apply Kovacik where:

· Service partner was compensated for his work

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

· Kovacik misaligns incentives for the services only partner because there is no capital at risk and there is a lot of upside.
 

· Second Minority Rule

· Courts have held that the agreement controls and if the agreement evidences an intent that the funding partner would be repaid from profits from the partnership, then no contribution will be required from the services only partner.  

· Courts said that the agreement controls and the absence of any language with regard to losses, the court said that this means that losses were not intended to be shared.
 

a. Partnership Property

i. Statutes

CCC §§ 16203: 
Property acquired by a partnership is property of the partnership and not of the partners individually.

 

CCC §§ 16204:
(a) Property is partnership property if acquired in the name of either of the following:

(1) The partnership.

(2) One or more partners with an indication in the instrument transferring title to the property of the person s capacity as a partner or of the existence of a partnership but without an indication of the name of the partnership.

 

(b) Property is acquired in the name of the partnership by a transfer to either of the following:

(1) The partnership in its name.

(2) One or more partners in their capacity as partners in the partnership, if the name of the partnership is indicated in the instrument transferring title to the property.

 

(c) Property is presumed to be partnership property if purchased with partnership assets, even if not acquired in the name of the partnership or of one or more partners with an indication in the instrument transferring title to the property of the person s capacity as a partner or of the existence of a partnership.

 

(d) Property acquired in the name of one or more of the partners, without an indication in the instrument transferring title to the property of the person s capacity as a partner or of the existence of a partnership and without use of partnership assets, is presumed to be separate property, even if used for partnership purposes.

 

 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.

 

CCC §§ 16101(12):
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 §§ 16502:
The only transferable interest of a partner in the partnership is the partner s share of the profits and losses of the partnership and the partner s right to receive distributions. The interest is personal property.

 

CCC §§ 16503:
(a) A transfer, in whole or in part, of a partner s transferable interest in the partnership is permissible. However, a transfer does not do either of the following:

(1) By itself cause the partner s dissociation or a dissolution and winding up of the partnership business.

(2) As against the other partners or the partnership, entitle the transferee, during the continuance of the partnership, to participate in the management or conduct of the partnership business, to require access to information concerning partnership transactions, or to inspect or copy the partnership books or records.

(b) A transferee of a partner s transferable interest in the partnership has a right to all of the following:

(1) To receive, in accordance with the transfer, distributions to which the transferor would otherwise be entitled.

(2) To receive upon the dissolution and winding up of the partnership business, in accordance with the transfer, the net amount otherwise distributable to the transferor.

(3) To seek under paragraph (6) of Section 16801 a judicial determination that it is equitable to wind up the partnership business.

(c) In a dissolution and winding up, a transferee is entitled to an account of partnership transactions only from the date of the latest account agreed to by all of the partners.

(d) Upon transfer, the transferor retains the rights and duties of a partner other than the interest in distributions transferred.

(e) A partnership need not give effect to a transferee s rights under this section until it has notice of the transfer.

(f) A transfer of a partner s transferable interest in the partnership in violation of a restriction on transfer contained in the partnership agreement is ineffective as to a person having notice of the restriction at the time of transfer.

 

i. Notes:
· Any property that is initially contributed to the firm by the partners, plus anything the partnership buys and any revenues it earns is "partnership property"

· While partners may use this property in the course of the firm's business, they can only use it for such purposes.

 

· An individual partner has almost no right to sell or assign that partner's ownership of those assets during the life of the firm.

· Specifically, the only thing of value that a partner can sell or assign is the partner's interest in the firm.

· The sale of a mere interest in distributions, in itself, emphatically does not make the purchaser a partner in the firm.

· A person can be admitted as a new partner only with unanimous consent of all the partners, RUPA 402

 

· While a partner may sell this right to distributions, rights in specific partnership property cannot be assigned. RUPA 501.

 

· The transfer of an interest neither entitled the transferee to any managerial rights or rights to access information, not divests the transferring partner of management rights or ownership of the firm's specific property.

· Worse, the transferred interest will often have no value to the transferee until the firm's dissolution, and it might have no value even then.

 

· The assignee is mainly dependent on the remaining partner' cooperation.  If they refuse to make distributions to which the transferee is entitled, or conceal information or otherwise misbehave, there is little the transferee can do short of litigation.

 

· Transferee's may seek judicial dissolution and winding up of the firm.

· It appears that this provision is designed for just those situations in which transferees are denied rightful proceeds under the interest.

· The value of this right is not usually that anyone wants to end the firm.  Rather a person can use it to force a buyout by the remaining partners.

· The most desirable option for the firm may be to get rid of the debtor partner and transferee by entirely buying them out.

 

· When the transferee happens to be a partner's individual creditor, who got the interest in satisfaction of the partner's debt, that person will sometimes have certain special powers to assist in recovering on the interest.

 

· Partner's interest in the partnership means all of a partner's interest in the partnership, including the partner's transferrable interest and all management and other rights.

· You can transfer the economic rights, but not the control rights.

· If you transfer the economic/financial rights, the transferor still retains the management rights.

 

a. Partnership Duties

i. Statutes:

CCC 16404:
(a) The fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subdivisions (b) and (c).

(b) A partner's duty of loyalty to the partnership and the other partners includes all of the following:

(1) To account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner in the conduct and winding up of the partnership business or derived from a use by the partner of partnership property or information, including the appropriation of a partnership opportunity.

(2) To refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership.

(3) To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.

(c) A partner's duty of care to the partnership and the other partners in the conduct and winding up of the partnership business is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law.
(d) A partner shall discharge the duties to the partnership and the other partners under this chapter or under the partnership agreement and exercise any rights consistently with the obligation of good faith and fair dealing.

(e) A partner does not violate a duty or obligation under this chapter or under the partnership agreement merely because the partner's conduct furthers the partner's own interest.

(f) A partner may lend money to and transact other business with the partnership, and as to each loan or transaction, the rights and obligations of the partner regarding performance or enforcement are the same as those of a person who is not a partner, subject to other applicable law.

(g) This section applies to a person winding up the partnership business as the personal or legal representative of the last surviving partner as if the person were a partner.

 

CCC 16403:
(a) A partnership shall keep its books and records, if any, in writing or in any other form capable of being converted into clearly legible tangible form, at its chief executive office.

(b) A partnership shall provide partners and their agents and attorneys access to its books and records.  It shall provide former partners and their agents and attorneys access to books and records pertaining to the period during which they were partners.  The right of access provides the opportunity to inspect and copy books and records during ordinary business hours.  A partnership may impose a reasonable charge, covering the costs of labor and material, for copies of documents furnished.

(c) Each partner and the partnership shall furnish to a partner, and to the legal representative of a deceased partner or partner under legal disability, both of the following, which may be transmitted by electronic transmission by the partnership ( subdivision (4) of Section 16101 ):

(1) Without demand, any information concerning the partnership's business and affairs reasonably required for the proper exercise of the partner's rights and duties under the partnership agreement or this chapter;  and
(2) On demand, any other information concerning the partnership's business and affairs, except to the extent the demand or the information demanded is unreasonable or otherwise improper under the circumstances.
 

CCC 16103:
(a) Except as otherwise provided in subdivision (b), relations 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.

(b) The partnership agreement may not do any of the following:

(1) Vary the rights and duties under Section 16105 except to eliminate the duty to provide copies of statements to all of the partners.

(2) Unreasonably restrict the right of access to books and records under subdivision (b) of Section 16403 , or the right to be furnished with information under subdivision (c) of Section 16403 .
(3) Eliminate the duty of loyalty under subdivision (b) of Section 16404 or paragraph (3) of subdivision (b) of Section 16603 , but, if not manifestly unreasonable, may do either of the following:
(A) The partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty.
(B) All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.
(4) Unreasonably reduce the duty of care under subdivision (c) of Section 16404 or paragraph (3) of subdivision (b) of Section 16603 .
(5) Eliminate the obligation of good faith and fair dealing under subdivision (d) of Section 16404 , but the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, if the standards are not manifestly unreasonable.

(6) Vary the power to dissociate as a partner under subdivision (a) Section 16602 , except to require the notice under paragraph (1) of Section 16601 to be in writing.

(7) Vary the right of a court to expel a partner in the events specified in paragraph (5) of Section 16601 .

(8) Vary the requirement to wind up the partnership business in cases specified in paragraph (4) , (5) , or (6) of Section 16801 .

(9) Restrict rights of third parties under this chapter.

(10) Vary the law applicable to a registered limited liability partnership under subdivision (b) of Section 16106 .

 

i. Notes:

· Default partnership rules impose both a duty of care and duty of loyalty by partners to the partnership.  These duties are disclosed in CCC 16404(b) and ©.

· Different from agency law, to violate the duty of care, partner's conduct 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.

· Partner will still be liable in tort for negligence, but not the partnership

· Innocent partners can sue the wrongdoing partner for losses that were suffered by the other partners

· Partners bear the risk of their actions.  There will be a lot of close cases where negligence may occur. Thus for partnerships, the standard is lower.  It is presumed that the partners will act reasonably.  

 

· Partnership rules have a requirement that partners act have an obligation to act in good faith and fair dealing. 16404(d).

 

· Duty of loyalty, under RUPA 404, is limited to:

· Account for any profits earned from partnership property

· Not dealing with adverse interests

· Not competing with partnership

 

· Default partnership rules also impose informational duties upon partners.  This duty is to provide partners access to books and records.  Certain information shall be furnished without demand and on demand:

· Without Demand: Any information needed concerning partnership's affairs reasonably required to exercise partner's rights and duties.

· On Demand: Any other information concerning the partnership's business and affairs, except to the extent the request is unreasonable.

 

· Business Opportunities (Breach of Duty of Loyalty):
· An opportunity should be first offered to the beneficiary "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".

· Meinhard: "“…copartners, owe to one another, while the enterprise continues, the duty of finest loyalty.  Not honesty alone, but the punctilio of an honor most sensitive, is … the standard of behavior."  "A trustee is held to something stricter than the morals of the marketplace"

· Partners are required to disclose business opportunities to the partnership before taking advantage of those opportunities themselves.  This is mandated by the duty of loyalty which requires partners to account for partnership opportunities and the duty to make informational disclosures relevant to run the partnership

· The opportunities much be within the "scope of the partnership" How do you define the scope of the partnership?

· If the opportunity falls outside the scope of the partnership, there is no need to share with the partners.

· Factors to evaluate scope of the partnership:

· Geographic location (same building, plot next door is telling the offer is part of the partnership.  If across the country, it would seem that would be outside the scope of the partnership)

· The nature of the business (the new partnership also being in the real estate industry indicates the new deal was within the scope)

· Partner status (if the partner is the manager, there may an implication that you should present to silent partners)

· How partner learned of opportunity

· Timing: During or near end of partnership (towards the end of the partnership--less likley that it’s in the scope of the partnership)

· General partners v. joint venture (if the structure was a joint venture makes opportunities to be less likely to be in the scope of the original agreement.

 

· Try to limit the scope of the partnership within the partnership agreement to limit obligations to present deals to other partners.

· You do this by defining the business that the partnership is operating

· You can have a provision on "other business activity"

 

· What level of disclosure is proper:

· Salmon should have told his other partner and if Meinhard expressed interest, they could split the opportunity or they could compete against each other for the lease.

· Cardozo thought that the lack of an opportunity to compete by the other partner was telling of the breach of loyalty

 

· The remedy for an improperly taken opportunity is simply for the principal to take it from the agent and provide the agent reimbursement.

· Agent is not entitled to appreciation in value attributable to efforts expended.

 

a. Waiving Duties

i. Statues:

CCC 16103:
(a) Except as otherwise provided in subdivision (b), relations 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.

(b) The partnership agreement may not do any of the following:

(2) Unreasonably restrict the right of access to books and records under subdivision (b) of Section 16403 , or the right to be furnished with information under subdivision (c) of Section 16403 .
(3) Eliminate the duty of loyalty under subdivision (b) of Section 16404 or paragraph (3) of subdivision (b) of Section 16603 , but, if not manifestly unreasonable, may do either of the following:
(A) The partnership agreement may identify specific types or categories of activities that do not violate the duty of loyalty.
(B) All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.
(4) Unreasonably reduce the duty of care under subdivision (c) of Section 16404 or paragraph (3) of subdivision (b) of Section 16603 .
(5) Eliminate the obligation of good faith and fair dealing under subdivision (d) of Section 16404 , but the partnership agreement may prescribe the standards by which the performance of the obligation is to be measured, if the standards are not manifestly unreasonable.

 

i. Notes:

· Under RUPA, Section 105d3 states that, unless manifestly unreasonable, the partnership agreement may:

· Alter or eliminate the aspects of the duty of loyalty

· Identify specific types of categories or activities that do not violate the duty of loyalty

· All of the partners or a number or percentage specified in the partnership agreement may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.

 

· Alter the duty of care, but may not authorize conduct involving bad faith, willful or intentional misconduct, or knowing violation of the law

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

· Not Ok: absolving intentional misconduct

 

· Alter or eliminate any other fiduciary duty

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

· The duty of loyalty includes the duty not to usurp partnership opportunities, the duty to avoid conflicts of interest in dealing with the partnership and the duty to refrain from competing with the partnership.

 

· The comments in 105d3 make it clear that a partnership agreement may substantially alter or even eliminate fiduciary duties.

 

· Limitations on waiving or altering duties of loyalty:

1. The arrangements cannot be manifestly unreasonable

2. The partnership agreement may not transfer the relationship as partners and the partnership into an entirely arms-length relationship.
 

· Delaware general partnership law states, "the limitation or elimination of any and all liabilities for breach of duties, including fiduciary duties, is permitted."

 

a. Partnership Termination

i. Notes: STUFF BELOW IS UPA AND IS NOT APPLICABLE TO THE TEST--FOLLOW CRUPA
· Dissolution: The formal, legal end of the firm's existence, which ordinarily requires that its ordinary business cease and the partners proceed to a winding up.

· Winding up: Liquidating partnership 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

 

· Causes of Dissolution (UPA 29 and 31)

· Three general ways:

· By the will of a partner or partners

· By the occurrence of certain events

· By decree of court on application by a partner

 

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

· The right to terminate will depend on whether the partnership is at will or for a term.  If for a term, you can only dissolve when the condition is met.

· If a partner does not have the right to terminate, they can ask the court to do so (dissolution by decree)

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

 

· Dissolution caused without violation of agreement, UPA 31(1)

· Dissolution w/o violation of agreement (Ask: Whether the partnership is for a term or at will.)

· Partnership at will--partners have the right and power to dissolve at any time

· Partnership for term--partners cannot dissolve until the term has been completed.

 

· Ways to dissolve the partnership:

i. By the termination of the definite term or particular undertaking specified in agreement

ii. By the express will of any partner when no definite term or particular undertaking is specified

iii. By the express will of all the partners...either before or after the termination of any specified term or particular undertaking

iv. Expulsion of partner per agreement terms.

 

· If none of the situations above are present, dissolving partner may be engaging in wrongful dissolution unless:

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

· Partnership business unlawful; death of partner; BK of partner or partnership

 

· Partner gets a decree of the court dissolving the partnership. UPA Section 31(6)

· Court shall decree a dissolution whenever:

· A partner is lunatic, incapable, or has been guilty of conduct prejudicially affecting business

· Partner willfully or persistently commits a breach of the partnership agreement, or so conducts himself in partnership matters that is not reasonably practicable to carry on partnership business with him

· Business can only be carried on at a loss.

· Other circumstances making dissolution equitable

 

· Summarizing, if you want to dissolve:

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

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

· If that fails, argue that the court should dissolve it

· If that fails, you can still dissolve – 

· you do have the power

· but since you don’t have the right, it will be a wrongful dissolution
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· If you wrongfully dissolve--UPA 38 applies

· Ex-partners have rights to damages for your breach and can choose to:

· Liquidate partnership property/assets and distribute proceeds to partners

· Continue business until term is met and pay "bad partner" value of interest.

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

· Punitive rule that no longer applies in CA.

 

i. Cases:
Case Name: Owen v. Cohen

Case Cite: 19 Cal.2d 147 (Cal. 1941)

 

Facts: Plaintiff and defendant were partners in a bowling alley.  Plaintiff sued defendant and in response to this complaint, the court assigned a receiver to take charge of the partnership.  The trial court found that the partnership was entitled to dissolution because the partners disagreed on practically all matters essential to the operation of the partnership business and upon matters of policy in connection therewith.  Trial court ordered then ordered the payment of the partnership's debts owed to plaintiff even though the terms of the notes were stated to be repaid using earnings from the partnership.

 

Issue: Whether dissolution of the partnership was warranted and whether payment of plainitff's loans was warranted.

 

Holding: The court held that the quarrals and disagreements were of a nature to the extent that all confidence and cooperation between the parties had been lost or destroyed and materially hindered a proper conduct of business.  Thus, the decree of dissolution was appropriate.  Further, the court held that because dissolution was warranted and there was no reasonable way to carry on the business, the circumstances allow for the payment of money from partnership funds and this is supported by principles of equity jurisprudence. Term can be implied, but it generally must be clear when the term has been met.  Owen went to court because he was unsure whether he had the right to dissolve.  He wanted court approval otherwise he may have been subject to damages.
 

Case Name: Page v. Page

Case Cite: 359 P.2d 41 (Cal. 1961)

 

Facts: Plaintiff and Defendant were partners in a linen supply business.  Plaintiff owned a corporation that issued a demand note to the partnership.  Partnership has accumulated losses, was beginning to earn money, but now the plaintiff wants to dissolve the partnership since it was a partnership at will.  Trial court found that the partnership was for a term--specifically, the term was to extend until the debts were repaid.  Plaintiff appeals.


Issue: Whether the partnership was for a term or at will, thus determining whether plaintiff had the right to dissolve the partnership at will.

 

Holding: The facts suggest that it was a partnership at will.  There was no evidence to suggest that there was an agreement that the partnership would continue until the debts were repaid.  Thus, the plaintiff had rights reserved under CCC 15301 to provide express notice to the defendant to dissolve the partnership.  The court stated that the only requirement was that the plaintiff acted in good faith, and that would be an issue for the trial court to decide. Compared to Owen: There, we held that when a partner advances a sum of money to the partnership with the understanding that the amount contributed to be a loan and was to be repaid as soon as feasible from the prospective profits of the business, the partnership is for the term reasonably required to repay the loan.
· Here, there is no evidence that suggests a similar term exists.  A loan by itself will not provide enough evidence of a partnership for a term.

· The loan in Cohen as well was at the beginning of the partnership as well so that seems to suggest that the partnership's term was for the loan term.

· The reason that purpose for dissolution matters is the good faith requirement. That cannot be waived.

 

a. Dissociation and Dissolution

i. Statutes:

CCC 16601 (When a partner is dissociated)
A partner is dissociated from a partnership upon the occurrence of any of the following events:

(1) The partnership’s having notice of the partner’s express will to withdraw as a partner or on a later date specified by the partner.

(2) An event agreed to in the partnership agreement as causing the partner’s dissociation.

(3) The partner’s expulsion pursuant to the partnership agreement.

(4) The partner’s expulsion by the unanimous vote of the other partners if any of the following apply:

(A) It is unlawful to carry on the partnership business with that partner.

(B) There has been a transfer of all or substantially all of that partner’s transferable interest in the partnership, other than a transfer for security purposes, or a court order charging the partner’s interest, that has not been foreclosed.

(C) Within 90 days after the partnership notifies a corporate partner that it will be expelled because it has filed a certificate of dissolution or the equivalent, its charter has been revoked, or its right to conduct business has been suspended by the jurisdiction of its incorporation, there is no revocation of the certificate of dissolution or no reinstatement of its charter or its right to conduct business.

(D) A partnership, limited partnership, or limited liability company that is a partner has been dissolved and its business is being wound up.

(5) 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 Section 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.

(6) The partner’s act or failure to act in any of the following instances:

(A) By becoming a debtor in bankruptcy.

(B) By executing an assignment for the benefit of creditors.

(C) By seeking, consenting to, or acquiescing in the appointment of a trustee, receiver, or liquidator of that partner or of all or substantially all of that partner’s property.

(D) By failing, within 90 days after the appointment, to have vacated or stayed the appointment of a trustee, receiver, or liquidator of the partner or of all or substantially all of the partner’s property obtained without the partner’s consent or acquiescence, or failing within 90 days after the expiration of a stay to have the appointment vacated.

(7) In the case of a partner who is an individual, by any of the following:

(A) The partner’s death.

(B) The appointment of a guardian or general conservator for the partner.

(C) A judicial determination that the partner has otherwise become incapable of performing the partner’s duties under the partnership agreement.

(8) In the case of a partner that is a trust or is acting as a partner by virtue of being a trustee of a trust, distribution of the trust’s entire transferable interest in the partnership, but not merely by reason of the substitution of a successor trustee.

(9) In the case of a partner that is an estate or is acting as a partner by virtue of being a personal representative of an estate, distribution of the estate’s entire transferable interest in the partnership, but not merely by reason of the substitution of a successor personal representative.

(10) Termination of a partner who is not an individual, partnership, corporation, trust, or estate.

 

CCC 16602 (When Dissociation is Wrongful)
(a) A partner has the power to dissociate at any time, rightfully or wrongfully, by express will pursuant to paragraph (1) of Section 16601.

(b) A partner’s dissociation is wrongful only if any of the following apply:

(1) It is in breach of an express provision of the partnership agreement.

(2) In the case of a partnership for a definite term or particular undertaking, before the expiration of the term or the completion of the undertaking if any of the following apply:

(A) The partner withdraws by express will, unless the withdrawal follows within 90 days after another partner’s dissociation by death or otherwise under paragraphs (6) to (10), inclusive, of Section 16601 or wrongful dissociation under this subdivision.

(B) The partner is expelled by judicial determination under paragraph (5) of Section 16601.

(C) The partner is dissociated by becoming a debtor in bankruptcy.

(D) In the case of a partner who is not an individual, trust other than a business trust, or estate, the partner is expelled or otherwise dissociated because it willfully dissolved or terminated.

(c) A partner who wrongfully dissociates is liable to the partnership and to the other partners for damages caused by the dissociation. The liability is in addition to any other obligation of the partner to the partnership or to the other partners.

 

CCC 16603 (Effect of Partners' Dissociation)
Upon a partner’s dissociation, all of the following apply:

(1) The partner’s right to participate in the management and conduct of the partnership business terminates.

(2) The partner’s duty of loyalty under paragraph (3) of subdivision (b) of Section 16404 terminates.

(3) The partner’s duty of loyalty under paragraphs (1) and (2) of subdivision (b) of Section 16404 and duty of care under subdivision (c) of Section 16404 continue only with regard to matters arising and events occurring before the partner’s dissociation.

 

CCC 16702 (Dissociated Partner's Power to Bind)
(a) For two years after a partner dissociates, the partnership, including a surviving partnership under Article 9 (commencing with Section 16901), is bound by an act of the dissociated partner that would have bound the partnership under Section 16301 before dissociation only if at the time of entering into the transaction all of the following apply to the other party:

(1) The other party reasonably believed that the dissociated partner was then a partner.

(2) The other party did not have notice of the partner’s dissociation.

(3) The other party is not deemed to have had knowledge under subdivision (e) of Section 16303 or notice under subdivision (c) of Section 16704.

(b) A dissociated partner is liable to the partnership for any damage caused to the partnership arising from an obligation incurred by the dissociated partner after dissociation for which the partnership is liable under subdivision (a).

 

CCC 16703(a) (Dissociated Partner's Liability to Third Parties for Partnership Obligations)
(a) A partner’s dissociation does not of itself discharge the partner’s liability for a partnership obligation incurred before dissociation. A dissociated partner is not liable for a partnership obligation incurred after dissociation, except as otherwise provided in subdivision (b).

 

CCC 16701 (Buying Out the Dissociated Partner)
Except as provided in Section 16701.5, all of the following shall apply:

(a) If a partner is dissociated from a partnership, the partnership shall cause the dissociated partner’s interest in the partnership to be purchased for a buyout price determined pursuant to subdivision (b).

(b) The buyout price of a dissociated partner’s interest is the amount that would have been distributable to the dissociating partner under subdivision (b) of Section 16807 if, on the date of dissociation, the assets of the partnership were sold at a price equal to the greater of the liquidation value or the value based on a sale of the entire business as a going concern without the dissociated partner and the partnership was wound up as of that date. Interest shall be paid from the date of dissociation to the date of payment.

(c) Damages for wrongful dissociation under Section 16602, and all other amounts owing, whether or not presently due, from the dissociated partner to the partnership, shall be offset against the buyout price. Interest shall be paid from the date the amount owed becomes due to the date of payment.

(d) A partnership shall indemnify a dissociated partner whose interest is being purchased against all partnership liabilities, whether incurred before or after the dissociation, except liabilities incurred by an act of the dissociated partner under Section 16702.

(e) If no agreement for the purchase of a dissociated partner’s interest is reached within 120 days after a written demand for payment, the partnership shall pay, or cause to be paid, in cash to the dissociated partner the amount the partnership estimates to be the buyout price and accrued interest, reduced by any offsets and accrued interest under subdivision (c).

(f) If a deferred payment is authorized under subdivision (h), the partnership may tender a written offer to pay the amount it estimates to be the buyout price and accrued interest, reduced by any offsets under subdivision (c), stating the time of payment, the amount and type of security for payment, and the other terms and conditions of the obligation.

(g) The payment or tender required by subdivision (e) or (f) shall be accompanied by all of the following:

(1) A statement of partnership assets and liabilities as of the date of dissociation.

(2) The latest available partnership balance sheet and income statement, if any.

(3) An explanation of how the estimated amount of the payment was calculated.

(4) Written notice that the payment is in full satisfaction of the obligation to purchase unless, within 120 days after the written notice, the dissociated partner commences an action to determine the buyout price, any offsets under subdivision (c), or other terms of the obligation to purchase.

(h) A partner who wrongfully dissociates before the expiration of a definite term or the completion of a particular undertaking is not entitled to payment of any portion of the buyout price until the expiration of the term or completion of the undertaking, unless the partner establishes to the satisfaction of the court that earlier payment will not cause undue hardship to the business of the partnership. A deferred payment shall be adequately secured and bear interest.

(i) A dissociated partner may maintain an action against the partnership, pursuant to subparagraph (B) of paragraph (2) of subdivision (b) of Section 16405, to determine the buyout price of that partner’s interest, any offsets under subdivision (c), or other terms of the obligation to purchase. The action shall be commenced within 120 days after the partnership has tendered payment or an offer to pay or within one year after written demand for payment if no payment or offer to pay is tendered. The court shall determine the buyout price of the dissociated partner’s interest, any offset due under subdivision (c), and accrued interest, and enter judgment for any additional payment or refund. If deferred payment is authorized under subdivision (h), the court shall also determine the security for payment and other terms of the obligation to purchase. The court may assess reasonable attorney’s fees and the fees and expenses of appraisers or other experts for a party to the action, in amounts the court finds equitable, against a party that the court finds acted arbitrarily, vexatiously, or not in good faith. The finding may be based on the partnership’s failure to tender payment or an offer to pay or to comply with subdivision (g).

 

CCC 16801 (When a partnership should be Dissolved)
 A partnership is dissolved, and its business shall be wound up, only upon the occurrence of any of the following events:

(1) In a partnership at will, by the express will to dissolve and wind up the partnership business of at least half of the partners, including partners, other than wrongfully dissociating partners, who have dissociated within the preceding 90 days, and for which purpose a dissociation under paragraph (1) of Section 16601 constitutes an expression of that partner’s will to dissolve and wind up the partnership business.

(2) In a partnership for a definite term or particular undertaking, when any of the following occurs:

(A) After the expiration of 90 days after a partner’s dissociation by death or otherwise under paragraphs (6) to (10), inclusive, of Section 16601, or a partner’s wrongful dissociation under subdivision (b) of Section 16602 unless before that time a majority in interest of the partners, including partners who have rightfully dissociated pursuant to subparagraph (A) of paragraph (2) of subdivision (b) of Section 16602, agree to continue the partnership.

(B) The express will of all of the partners to wind up the partnership business.
(C) The expiration of the term or the completion of the undertaking.
(3) An event agreed to in the partnership agreement resulting in the winding up of the partnership business.

(4) An event that makes it unlawful for all or substantially all of the business of the partnership to be continued, but a cure of illegality within 90 days after notice to the partnership of the event is effective retroactively to the date of the event for purposes of this section.

(5) On application by a partner, a judicial determination that any of the following apply:

(A) The economic purpose of the partnership is likely to be unreasonably frustrated.

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

(C) It is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement.

(6) On application by a transferee of a partner’s transferable interest, a judicial determination that it is equitable to wind up the partnership business after the expiration of the term or completion of the undertaking, if the partnership was for a definite term or particular undertaking at the time of the transfer or entry of the charging order that gave rise to the transfer.

 

CCC 16807 (Distribution of Firm Proceeds in Dissolution and Winding Up)
(a) In winding up a partnership’s business, the assets of the partnership, including the contributions of the partners required by this section, shall be applied to discharge its obligations to creditors, including, to the extent permitted by law, partners who are creditors. Any surplus shall be applied to pay in cash the net amount distributable to partners in accordance with their right to distributions under subdivision (b).

(b) Each partner is entitled to a settlement of all partnership accounts upon winding up the partnership business. In settling accounts among the partners, the profits and losses that result 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. Except for registered limited liability partnerships and foreign limited liability partnerships, a partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner’s account.

(c) If a partner fails to contribute the full amount that the partner is obligated to contribute under subdivision (b), all of the other partners shall contribute, in the proportions in which those partners share partnership losses, the additional amount necessary to satisfy the partnership obligations for which they are liable under Section 16306. A partner or partner’s legal representative may recover from the other partners any contributions the partner makes to the extent the amount contributed exceeds that partner’s share of the partnership obligations for which the partner is personally liable under Section 16306.

(d) After the settlement of accounts, each partner shall contribute, in the proportion in which the partner shares partnership losses, the amount necessary to satisfy partnership obligations that were not known at the time of the settlement and for which the partner is personally liable under Section 16306.

(e) The estate of a deceased partner is liable for the partner’s obligation to contribute to the partnership.

(f) An assignee for the benefit of creditors of a partnership or a partner, or a person appointed by a court to represent creditors of a partnership or a partner, may enforce a partner’s obligation to contribute to the partnership.

 

i. Notes:

CRUPA 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.

 

· Dissociation in partnerships at-will and for terms
· CRUPA 16801(1) states that a partner CANNOT force a partnership to dissolve if a singular partner dissociates from the firm.  Rather, a majority vote of the partners is required to dissolve a partnership at-will

· If a partner dissociates form a partnership for a term or undertaking, he or she does not have the right to force dissolution.  

· RUPA 16801(2) states three ways a partnership for a term can dissolve:

· If a partner dies, the partner is dissociated.  The partnership will enter dissolution unless the remaining partners agree to continue the partnership within 90 days of death.

· The express will of all of the partners to wind up the partnership business.
· The expiration of the term or the completion of the undertaking.

 

Dissociation without Dilution
· The most important consequence from dissociation in the absence of dissolution is that the partnership, under 701, must buy out the dissociating partner's interest.

· Since no dissolution occurs, the remaining partners are free to continue business as they otherwise would have.

· What happens if one partner in a two partner partnership dies?

· When only one partner remains, a partnership cannot exist and has dissolved.

 

Effects of Dissociation
· Under RUPA, as soon as the dissociation occurs, the dissociating partner loses all management rights, and no longer owes the partnership most fiduciary duties.

· Likewise, the dissociating partner does not have the ability to bind the partnership in contracts or subject it to tort liability.

· Such power is retained essentially on the extent of any apparent authority.

· This means that if a dissociated partner creates post-dissociation liabilities, the other partners will likely have redress against the dissociated partner.

 

· Upon an event of dissociation in an at-will partnership, the partnership must payout the dissociating partner unless a majority of the partners agree to dissolve the firm.

· The winding-up process culminates in payment of the partnership's debts and payment "in money" of any amounts to which the partners are entitled.

· Thus, following a partner's dissociation and in the absence of contrary agreement, every partner who has not wrongfully dissociated can force the partnership to sell all of its assets and reduce them to cash.  This can only happen in at-will partnerships

 

Buyout of Dissociating Partner
· The default rule of 701(b) provides that the purchase price must be determined as if the firm were wound up--by liquidation of assets or sale as a going concern, whichever would produce the highest value--on the day of dissociation and accounts were settled under 807(b).

· If they have not reached an agreement within 120 days after a written demand for payment, then the partnership must either pay the dissociated partner the amount it believes the payout would be worth, or tender an offer to pay that amount in cases of wrongful dissociation.

· Subsection F states that if the dissociation was wrongful, and the partnership is entitled under subsection h to defer the payout until the expiration of an agreed upon term or undertaking, then the partnership only has to send the dissociating partner a written estimate of what the payout will be.

· If the partnership fails to make the requisite payment or offer of payment, then under 701(i), the dissociating party may likewise commence such an action within one year of the written demand for payment.

· A partnership has an incentive to make an accurate estimate because the dissociating partner's payout value accrued interest from the time of dissociation to the time of actual payment.

 

· Causing dissolution when the firm's business is suffering, when it has large outstanding liabilities, or when market conditions cause its assets to be undervalued can result in the departing partner taking less than his share is really worth, and perhaps in taking nothing or even owing money to cover his share of the firm's liabilities.

· So if the firm happens to be on hard times or for some other reason has little actual value, even in total liquidation, the departing partner's threat of unilateral dissolution does not carry much weight.

 

· Unless the remaining partners unanimously agree to admit a purchaser as a full partner in the firm, that purchaser is entitled only to purchase the departing partner's right to receive distributions, and will be unable to participate or interfere in management.

· For these and other reasons, even if a partner can find a buyer for her interest, she will only get a fraction of the value.  Thus, this is the reason that RUPA forces winding up.

· Finally dissolving partners occasionally might be following yet one other strategy: to coerce their own complete takeover of the business.

· Other partners may not be able to pay for dissociating partner's interest without selling the firm's asset, to replace unique assets that were owned by the partner, to restore the creditworthiness attributable to the personal wealth of the dissociating partner, or to replace the dissociating partner's managerial skills.

 

· RUPA 807(f) specifies that winding up payments to partners are to be paid in money
 

Wrongful Dissociation
· If any partner dissociates before such a date or before achieving such an objective, it is a breach of the partnership agreement and certain negative consequences will follow

· First, the courts will carefully construe language that purportedly establishes a fixed term.  In particular, language to the effect that the firm will exist "no later than" some date does not create a fixed term, and the firm may be unilaterally dissolved earlier without breach of the agreement.

· Second, although expiration of an agreed-upon term or undertaking is a cause of dissolution, 803(b) provides for the continuation after dissolution by unanimous agreement of the partners

· Such an agreement presumably could be implied in cases in which the partners agree to a fixed term but then continue business after its passing. 

· The main consequence is that damages caused by the breach will be recoverable under RUPA 602©.  The wrongfully dissociating partner is also denied the right to seek winding up except by court order under RUPA 803€.

· This entitles the continuing partners to refuse to pay out the dissociating partner's share until expiration of the term or undertaking.

· The continuing parties however must provide adequate security for the payout and cause it to accrue interest.

· Where there is no specified term or undertaking, the partnership is said to be at will.  Unilateral dissolution of an at-will partnership has no negative statutory consequences for the dissolving partner.

 

i. Case:

Case Name: Corrales v. Corrales

 

Facts: Two bothers operated a partnership with an indefinite term.  There were only two partners.  One brother started a competing business with his wife without telling the other brother.  The injured brother filed for dissociation.  The trial court awarded damages based on an expert witness, injured brother appealed the judgement.

 

Issue: Did the court properly apply the buyout provisions of RUPA 16701 to this case?

 

Holding: The court held that the partnership dissolved when the two person partnership had one partner that left the partnership, thus winding up should have occurred where the partnership terminates, all assets are sold, creditors are paid, and amounts are paid to the partners, if any.  Here, they applied the buyout principle which states a partner must buy the other partner out.   However, that did not control because you can't dissociate from a dissolved firm.

 

1. Corporations
a. Overview
i. The five core structural characteristics of the business corporation are: 

1. Legal personality

· The core element of the firm as a nexus for contracts is what civil lawyers refer to as “separate patrimony.” This involves the demarcation of a pool of assets that are distinct from other assets owned, singly or jointly, by the firm’s owners (the shareholders),12 and of which the firm itself, acting through its designated managers, is viewed in law as being the owner. 

· Creditors of the corporation can go after corporate assets, but not the assets of the shareholders.

 

· Entity shielding involves two separate functions:

· Priority rule that allows corporation creditors to attach claims/liens to assets as security for firm debts and allows creditors to pursue the assets of the firm prior to claims of the shareholders

· Liquidation protection: Protects going concern value and prevents shareholders or shareholder's creditors from forcing liquidation of the firm.

 

· Starting from the premise that the company is itself a person, in the eyes of the law, it is straightforward to deduce that it should be capable of entering into contracts and owning its own property; capable of delegating authority to agents; and capable of suing and being sued in its own name

 

1. Limited liability

· The corporate form effectively provides a default term in contracts between a firm and its creditors whereby the creditors are limited to making claims against assets that are held in the name of (or “owned by”) the firm itself, and have no claim against assets that the firm’s shareholders hold in their own names. 

· Limited liability, by contrast, imposes a finite cap on downside losses, making it feasible for shareholders to diversify their holdings. It lowers the aggregate risk of shareholders’ portfolios, reducing the risk premium they will demand, and so lowers the firm’s cost of equity capital.

· The “owner shielding” provided by limited liability is the converse of the “entity shielding” described above as a component of legal personality. Entity shielding protects the assets of the firm from the creditors of the firm’s owners, while limited liability protects the assets of the firm’s owners from the claims of the firm’s creditors. 

 

1. Transferable shares

· Transferability permits the firm to conduct business uninterruptedly as the identity of its owners changes, thus avoiding the complications of member withdrawal that are common among, for example, partnerships, cooperatives, and mutual funds. This in turn enhances the liquidity of shareholders’ interests and makes it easier for shareholders to construct and maintain diversified investment portfolios.

· Fully transferable shares do not necessarily mean freely tradable shares. Even if shares are transferable, they may not be tradable without restriction in public markets, but rather just transferable among limited groups of individuals or with the approval of the current shareholders or of the corporation.

 

1. Centralized management under a board structure, and 

· Consequently, corporate law typically vests principal authority over corporate affairs in a board of directors or similar body that is periodically elected, exclusively or primarily, by the firm’s shareholders.

· More specifically, business corporations are distinguished by a governance structure in which all but the most fundamental decisions are generally delegated to a board of directors that has four basic features.

· First, the board is, at least as a formal matter, separate from the operational managers of the corporation.

· Second, the board of a corporation is elected—at least in substantial part—by the firm’s shareholders

· Third, though largely or entirely chosen by the firm’s shareholders, the board is formally distinct from them

· Fourth, the board ordinarily has multiple members. This structure—as opposed, for example, to a structure concentrating authority in a single trustee, as in many private trusts—facilitates mutual monitoring and checks idiosyncratic decision-making. 

 

1. Shared ownership by contributors of equity capital

1. There are two key elements in the ownership of a firm, as we use the term “ownership” here: the right to control the firm, and the right to receive the firm’s net earnings. 

 

i. General Corporation Notes:

· Different from partnerships, starting a corporation involves many formalities

· Certificate of incorporation; bylaws

· Issue shares to shareholders

· Shareholder meetings to elect directors

· Elect board, appoint managers, resolutions, etc.

· Resolutions; authority to bind firm

· Cash flow and control rights will be divided

· Cash flow rights belong to the shareholders.

· Control rights are vested in the board of directors.

 

· State of incorporation does not have to be where you conduct business or where your principal place of business is located.

· State income taxes and franchise taxes that most corporations have to pay to their state of incorporation will be the same for in-state and foreign corporations, but the local business incorporated in Delaware will have to pay taxes to both to Delaware and the state of operations.

· Filing in Delaware also increased annual regulatory compliance, jurisdiction to the courts.

 

· Internal Affairs Doctrine

· The law of the state of incorporation governs the internal affairs of the corporation

· Regardless of where the corp's offices are or where it conducts the majority of its businesses.

· Examples: Election and qualification of directors; rights and obligations among stockholders; duties and obligations of officers/board.

· Departures from Internal Affairs Doctrine

· Long-arm (or pseudo-foreign corporation) statutes

· California Corporations Code 2115 (long arm statute example)

· With the exception of publicly traded corporations, it makes foreign corporations with more than half of their taxable income, property, payroll, and outstanding voting shares within California subject to certain provisions of the CCC.

· Controversial and subject of recent debate--Delaware courts have ruled it unconstitutional and there was a CA legislative attempt to get rid of it.

 

· Qualifying foreign corporations to do business

· Qualifications of Foreign Corporations to do business in a state

· A business incorporated in one state may conduct business in another if qualified to business to do business in that state.

· To qualify, the corporation usually has to file a form and attach a certified copy of its certificate and/or a certificate of good standing from its state of incorporation, pay a filing fee, and appoint a local agent to receive service of process.

· CCC 2105 governs this.

 

· Shareholder information rights (later in course)

 

i. Forming a Corporation
· Draft articles of incorporation

· Constitution of the corporation--basic set of rules that govern the corporation.

· Must include certain info, may include other information

· At least one person--known by statute as an incorporator--must file a document known as the articles of incorporation with the secretary of state in the state where the business will be incorporated.

 

· Section 102(a) states what is required in the articles.

· Corporate name

· Classes and number of authorized shares

· Name and street address of the corporations initial registered office and agent (for service of process)

· Name/address of incorporators (in Del. If power ends at corporation, name of initial directors)

· Purpose of corporation (in Del.)

 

· Articles can be amended by a vote of majority of the shares, unless a higher % is required.

 

· Section 102(b) states what may be in the articles

· Provides an opportunity for a corp to contract around the default rules.

· Provisions not inconsistent with law regarding how to manage the corporation

· Imposition of personal liability on shareholders for debts of the corporation

· Eliminating or limiting liability of a director to the corporation or its shareholders

· Provision permitting or mandating indemnification of a director for liability

· Duration of corporation (otherwise forever)

 

· Articles may set out fairly detailed rules governing virtually any matter within the corporation.

· Incorporators will choose to keep articles simply because:

1. First the articles normally can be amended only after majority votes of the board of directors and shareholders and in any corporation with significant number of shareholders, this can be burdensome and unpredictable.

2. Broadness allows businesses legal flexibility.

 

· After the articles are drafted, you file the articles with the secretary of state, the existence of the corporation begins.

 

· After the corporation is alive, you hold an organizational meeting (del 108)

· Finalize initial set of directors

· Appoint officers

· Adopt pre-incorporation contracts

· Authorize issuance of shares

· Adopt by-laws (del 109 and MBCA 2.06)

· Sample provisions

· Number and qualification of directors

· Committees of the board, responsibility

· Quorum, notice requirements for shareholder and board meetings

· Titles, duties of officers

· Articles of incorporation indicate whether power to amend the bylaws is vested in either the board, the shareholders, or both.

· Can contract around default rules in the bylaws.

 

a. Formation
i. Promoter Liability & Pre-Incorporation Contracts
1. Statutes:
§ 6.04 Principal Does Not Exist or Lacks Capacity
· Unless the third party agrees otherwise, a person who makes a contract with a third party purportedly as an agent on behalf of a principal becomes a party to the contract if the purported agent knows or has reason to know that the purported principal does not exist or lacks capacity to be a party to a contract.
· Agent can structure the contract as an option contract and agree that the third party will be contracting with the person if and when that person comes into existence.

· If a person purporting to act as an agent does not know or have reason to know that the purported principal does not exist or lacks capacity, either the purported agent or the 3rd party may be able to avoid the contract by showing that both were mistaken about a basic assumption on which the contract was made that had a material effect on the exchange of performances.

 

1. Notes:
· A promoter is a person who acts on behalf of a business before it is incorporated

· A promoter enters into transaction with the idea that these transactions will be of use to the business once it is incorporated.

· In general, when a promoter executes a contract or commits a tort in connection with the business prior to its incorporation, that promoter is usually personally liable for it, and all of his or her co-promoters are liable for it too.

· In addition, if co-promoters act on behalf of a business before it is incorporated, they take on fiduciary duties to one another.

· Pre-incorporation liabilities can therefore include tort and contract liabilities to third parties, shared among the co-promoters jointly and severally, and fiduciary liabilities as between co-promoters.

· Some examples of promoter activities:

· Making contracts (purchase/lease property for corporate facilities)

· Procuring stock subscriptions

· Issue a prospectus describing operations of the proposed corporation to let prospective investors

· Securing a corporate charter

· Promoter is personally liable on contracts made prior to incorporation UNLESS 3rd party agrees to hold the corporation rather than the promoter liable

Merely indicating that promoter is signing for "a corporation to be formed" is not enough

Novation will release the promoter from liability

 

1. Cases:

Case Name: McArthur v. Times Printing Co.

Case Cite: Supreme Court of MN, 51 N.W. 216 (1892)


Facts: A promoter made a contract with an advertising solicitor before a corporation was formed.  The solicitor was discharged and the he sues defendant in a personal capacity for breach of contract and wrongful termination.

 

Issue: Is the promoter liable for a contract executed prior to incorporation?

 

Holding: Where a contract is made in behalf of, and for the benefit of, a projected corporation, the corporation, after its organization, cannot become a party to the contract, either by adoption or ratification of it.  However, while a corporation is not bound by the engagements made on its behalf by its promoters before its organization, it may, after its organization make such engagements its own contracts.  The court then held that the corporation was liable because the corporation made the contract its own. Times did not formally adopt the contract because the board did not authorize any agents to act on its behalf to adopt the contract.  However, the court determined that that there was implicit adoption.
 

Case Name: Moneywatch Companies v. Wilbers

 

Case Facts: D entered into a lease agreement with P while he was a promoter for a corp that was later incorporated after the lease was signed.  D later asked that the name be changed on the lease.  The business defaulted and P sued D personally for the debts.  Trial court ruled in favor of P and D appeals.

 

Issue: Is the defendant personally liable for a debt stemming from a contract that was executed prior to the incorporation of a business?

 

Holding: Yes. The court found that there was no novation when the name on the lease was changed because there was no consideration provided.  Further, the court found that D was a promoter and the corporation was not liable because it is necessary that the contract explicitly state so and further, D's name was still on relevant documents related to the lease indicating he was personally involved as well.  "Promoters are released from personal liability under the terms of a contract only where the contract provides that performance is to be the obligation of the corporation, the corporation is ultimately formed, and the corporation formally adopts the contract." The fact that the corporation adopted the contract does not release the corporation from liability.  You need more than that.  You need a novation or have express language in the lease that the lease was entered into for the benefit for the corp and when the corp adopts, promoter is released.
 

i. Defective Incorporation
1. Notes:
1. The courts, using their powers of equity, have come up with a few solutions to deal with issues that are improperly formed. DE recognizes both doctrines below.
1. Corporation by estoppel (3rd party thinks their dealing with a Corp):

1. Grant shareholders limited liability against contract creditors (third party) if person dealing with firm:

1. Thought it was dealing with a corporation

2. Would earn a windfall if now allowed to argue that the firm was not a corporation

a. E.g. Had no expectation to recourse to individual assets of owners.

2. Available in majority of jurisdictions

3. Third party is estopped from denying corporate existence

 

1. De-Facto Corporation: 

1. Even if the promoters had failed to incorporate properly, the courts would give them a break and recognize limited liability on their behalf if they could make the requisite showings.

2. The requisites for a de-factor corporation are:

1. A valid law under which a corporation can be lawfully organized

2. An attempt to organize thereunder

3. Have acted and done busines and a corporation

4. Good faith in claiming to be and in doing business as a corporation and a good faith effort to meet the formalities required of incorporation.

3. Doesn’t protect a person who was aware the incorporation effort was defective at the time

4. Not available in some states.

1. If there is a defective corporation, the promoter remains liable under the contract. 

2. Investors sharing profits/control with promoter might be personally liable.  In effect, a defective corporation is a partnership and the shareholders will be liable.

 

i. Limited Liability and its Limits
1. Notes:
1. A corporation shall be considered a separate legal entity until there is reason to the contrary.

1. When continued recognition of a corporation as a separate legal entity would "produce injustices and inequitable consequences" then a court has sufficient reason to pierce the corporate veil.

2. Factors that indicate injustices and inequitable consequences and allow a court to piece the veil are:

1. Fraudulent representation by the corporate directors.

2. Undercapitalization

3. Failure to observe corporate formalities (substance over form matters here; need to take the corporations role seriously)

1. Maintain separate corporate books and record

a. Own bank account

2. Board and shareholder meetings

3. Board passing resolutions to take actions

4. Corporate minutes

5. To take money out pay dividends

a. If loan, do agreement

4. Absence of corporate records

5. Payment by the corporation of individual obligations

1. Comingling funds

6. Use of the corporation to promote fraud, injustice, or illegalities

7. Use of corporate assets as own

8. Fraudulent representation by corporation directors

 

1. Baatz holds that piercing the veil is appropriate where: 
1. Defendant uses the corporation as a mere instrumentality (i.e. corporation was defendant's alter ego)

1. 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

 

Case Name: Baatz v. Arrow Bar

Facts: P was hit by a drunk driver and sued the bar that served drinks.  P sued the shareholders under respondeat superior and by piercing the corporate veil.

 

Issue: Can liability be imposed upon either of the two theories.

 

Holding: Under respondeat superior, the court held that that the shareholders were not the employers, the employer was the corporation and thus, the liability suit in that regard fails.  Under the piercing the veil theory, the court found that evidence did not suggest the corporation was intermingled with individual affairs, that the business was not undercapitalized, and that the business did observe corporate formalities.  The court found there was no evidence to suggest the shareholders treated the corporation in any way that would produce the injustices and inequitable consequences necessary to justify piercing the veil.

 

1. Classifying Cases

1. Identify the plaintiff

1. Voluntary (contract) creditors

1. Formalities is the most important aspect in piercing the veil for voluntary creditors

 

1. Involuntary (tort) creditors

1. Capitalization is the most important aspect for piercing in tort liability situations

 

1. Identity of the shareholders

1. Closely held v. publicly held

1. Courts are more likely to pierce when there are a limited number of shareholders and the corporation is the alter ego of the limited number of shareholders.

2. Corporate shareholder

3. Corporate groups

1. Shareholder is a corp...in these situations courts are more likely to pierce the veil.

 

1. Factors for Parent/Subsidiary Piercing

· 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 

· Courts have held that the shareholder that has more control/ownership will be liable solely, but if there is no difference in ownership or control, you can hold both liable.

· Shareholders can maybe sue majority shareholders because of the way that they acted as an officer or director of the corporation.

 

1. Enterprise Liability - Horizontal Piercing

1. Relevant Question: Has group of corporations been operated as a single business enterprise

2. Need to establish that the two corporations were really the same business entity, just artificially separated.

3. Factors:

· 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

 

Case: Walkovszky v. Carlton

Facts: Plaintiff was hit by a taxicab and sued the shareholder personally because the minimum level of insurance carried was 10K and the extent of injuries was greater.  Plaintiff asserts that the multi-entity structure constitutes an unlawful atttempt to defraud members of the general public who might be injured by the cabs.

 

Issue: Whether an argument exists to pierce the veil

 

Holing: It is not fraudulent for the owner-operator of a single cab corporation to take out only the minimum required liability insurance, the enterprise does not become either illicit or fraudulent merely because it consists of so many forps.  Thus, the appellate division ruled that the trial court judgement should be reversed.  The appellate court stated he should have used respondeat superior to sue.

 

Dissent argues that the business was undercapitalized.

 

1. Reverse/Triangular Piercing

· Factors are the same for normal piercing

· If you can pierce, you can establish that sister company (i.e. Kraft) is liable for the obligations of the parent (i.e. Altria), and thus, Kraft is a creditor and liable for sister companies (i.e. phillip morris) liabilities.

· Not quite the same as horizontal piercing because the businesses are actually distinct.

 

a. Corporate Purpose, Board of Directors and Duties

i. Statutes

Delaware General Corporation Law Section 141:  Board of directors; powers; number, qualifications, terms and quorum; committees; classes of directors; nonstock corporations; reliance upon books; action without meeting; removal.

 

a. The business and affairs of every corporation organized under this chapter shall be managed or under the direction of a board of directors

b. The board of directors of a corporation 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 by the certificate of incorporation or the bylaws. 

 

The certificate of incorporation or bylaws may prescribe other qualifications for directors. Each director shall hold office until such director’s successor is elected and qualified or until such director’s earlier resignation or removal. 

 

Any director may resign at any time upon notice given in writing or by electronic transmission to the corporation. A resignation is effective when the resignation is delivered unless the resignation specifies a later effective date or an effective date determined upon the happening of an event or events. A resignation which is conditioned upon the director failing to receive a specified vote for reelection as a director may provide that it is irrevocable. 

 

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 the certificate of incorporation provides otherwise, the bylaws may provide that a number less than a majority shall constitute a quorum which in no case shall be less than ⅓ of the total number of directors. 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.

 

a. Unless otherwise restricted by the certificate of incorporation or bylaws, 

 

(1) any action required or permitted to be taken at any meeting of the board of directors or of any committee thereof may be taken without a meeting if all members of the board or committee, as the case may be, consent thereto in writing, or by electronic transmission, and 

 

(2) a consent may be documented, signed and delivered in any manner permitted by § 116 of this title. 

 

Any person (whether or not then a director) may provide, whether through instruction to an agent or otherwise, that a consent to action will be effective at a future time (including a time determined upon the happening of an event), no later than 60 days after such instruction is given or such provision is made and such consent shall be deemed to have been given for purposes of this subsection at such effective time so long as such person is then a director and did not revoke the consent prior to such time. Any such consent shall be revocable prior to its becoming effective. After an action is taken, the consent or consents relating thereto shall be filed with the minutes of the proceedings of the board of directors, or the committee thereof, in the same paper or electronic form as the minutes are maintained.

 

a. Unless otherwise restricted by the certificate of incorporation or bylaws, the board of directors of any corporation organized under this chapter may hold its meetings, and have an office or offices, outside of this State.

 

a. Unless otherwise restricted by the certificate of incorporation or bylaws, members of the board of directors of any corporation, or any committee designated by the board, may participate in a meeting of such board, or committee by means of conference telephone or other communications equipment by means of which all persons participating in the meeting can hear each other, and participation in a meeting pursuant to this subsection shall constitute presence in person at the meeting.

 

Case Name: Dodge v. Ford Motor Co. (corporate purpose case)
Case Cite: 170 N.W. 668 (1919)

 

Facts: By 1916, the Ford Motor Company had accumulated a capital surplus of $60 million. The price of the Model T, Ford's mainstay product, had been successively cut over the years while the wages of the workers had dramatically, and quite publicly, increased. The company's president and majority stockholder, Henry Ford, sought to end special dividends for shareholders in favor of massive investments in new plants that would enable Ford to dramatically increase production, and the number of people employed at his plants, while continuing to cut the costs and prices of his cars.

 

Holding: A business corporation is organized and carried on primarily for the profit of the stockholders. The powers of the directors are to be employed for that end. The 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, to the reduction of profits, or to the non-distribution of profits among stockholders in order to devote them to other purposes.  However, the court held that they should not interfere with the expansion of the business because they did not find that the conduct affected the shareholders significantly.

 

i. Notes

a. Approving Transactions: To approve a transaction:

1. You need a valid board meeting where there is a quorum.  Generally a majority of directors.

1. DGCL 141(b): 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.

 

1. Majority vote by the board will provide authority to carry out a transaction.

1. DGCL 141(b): 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.

 

a. How to determine whether officers have a right to act:

1. Agency rules

2. If it gets sketchy, counterparties will ask for a board resolution.

 

a. Corporate Purpose (The End Goal):

1. Dodge v. Ford addresses the question: what it means for a corporation's fiduciaries to make decisions "in the best interests of the corporation"

2. Shareholder interests remain primary to other stakeholders. Directors shall be focused on shareholder wealth. 
1. Corporate Philanthropy & Charitable donations traditionally posed a problem

1. Ultra vires doctrine

2. Corporate waste.

3. In response, DGCL 122, "Every corporation created under this chapter shall have power to: ….(9) Make donations for the public welfare or for charitable, scientific or educational purposes, and in time of war or other national emergency in aid thereof"

 

i. Business Judgement Rule (Means to Attain Corporate Purpose):

a. Overview:

1. The business judgement rule is a special rule that relates to the conduct of corporate fiduciaries when they make conscious business decisions.

2. The rebuttable presumption that directors in performing their functions are honest and well-meaning, and that decisions are informed, rationally undertaken.

3. Judges will not second-guess board decisions

1. As long as there has been no:

1. Fraud, bad faith, illegality

1. Bribing officials

2. Lack of rational business purpose (waste)

1. Involve transactions where the corporation gets consideration that is so low that no reasonable person would deem it to be adequate.

3. Failure to become informed in decision-making

1. Van Gorken Case

4. Conflict of interest

1. DGCL 144

5. Failure to oversee corporation's activities

1. Caremark and stone v. ritter

 

1. TO ASSESS COMPLIANCE WITH BJR, COURTS LOOK TO THE BOARD'S PROCESS, NOT THE RESULTS

 

1. Business Judgement Rule is limited by fiduciary duties that the board owes the shareholders:

1. Duty of Care

2. Duty of Loyalty

3. Also limited by shareholder vote for directors.

 

1. Case:

Case Name: Kamin v. Amex

Cite: 383 N.Y.S.2d 807

 

Facts: Amex had a $25M paper loss from its purchase of DLJ.  It decided to distribute DLJ as a dividend to the shareholders rather than sell the business and recognize the $25M loss for GAAP and earn the tax benefits.  Plaintiff minority shareholders sued the directors for negligence stating that they should have sold the business and the $8M benefit was lost. 

 

Issue: Were the directors negligent for pursuing the spin-off versus the sale?

 

Holding: No, the court will not interfere with the business judgement of directors unless a clear case is made of fraud, oppression, arbitrary action, or breach of trust.  Here, the directors considered the option, but did not pursue because of the effect it would have on the share price.  The court thought here that the directors acted within honest business judgement on the information before them and therefore, they ruled that the plaintiff's failed to make an actionable claim. The question or whether or not a dividend is to be declared or a distribution of some kind should be made is exclusively a matter of business judgement for the Board of Directors. A complaint which alleges that merely some course of action other than that pursued by the board would have been more advantageous gives rise to no cognizable course of action. The court held that the board had informed themselves of the decision and thus there was no cause of action. If the board had not considered the tax implications, and their process was not informed, then the BJR may have failed.  COURT FOCUSSES ON PROCESS NOT THE MERITS OF THE DECISION.
 

a. Overcoming the BJR: To overcome the BJR, the challenger must invoke:
1. Fraud, bad faith, illegality 

2. Lack of a rational business purpose (waste)

 

1. Failure to become informed in decision-making 

1. Statute:

DGCL 141(e) (Board's ability to rely on information): A member of the board of directors, or a member of any committee designated by the board of directors, shall, in the performance of such member’s duties, be fully protected in relying in good faith upon the records of the corporation and upon such information, opinions, reports or statements presented to the corporation by any of the corporation’s officers or employees, or committees of the board of directors, or by any other person as to matters the member reasonably believes are within such other person’s professional or expert competence and who has been selected with reasonable care by or on behalf of the corporation.

 

· DGCL 145(g) (Ability to insure): A corporation shall have power to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise against any liability asserted against such person and incurred by such person in any such capacity, or arising out of such person's status as such, whether or not the corporation would have the power to indemnify such person against such liability under this section.
 

DGCL 102(b)(7) (Ability to limit director liability): In addition to the matters required to be set forth in the certificate of incorporation by subsection (a) of this section, the certificate of incorporation may also contain any or all of the following matters:

· A provision eliminating or limiting the 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; or 

· (iv) for any transaction from which the director derived an improper personal benefit. 

· No such provision shall eliminate or limit the liability of a director for any act or omission occurring prior to the date when such provision becomes effective. An amendment, repeal or elimination of such a provision shall not affect its application with respect to an act or omission by a director occurring before such amendment, repeal or elimination unless the provision provides otherwise at the time of such act or omission. All references in this paragraph to a director shall also be deemed to refer to such other person or persons, if any, who, pursuant to a provision of the certificate of incorporation in accordance with §141(a) of this title, exercise or perform any of the powers or duties otherwise conferred or imposed upon the board of directors by this title.

 

· DGCL 145 (ability to indemnify)
(a) A corporation shall have power to indemnify any person who was or is a party or is threatened to be made a party to any threatened, pending or completed action, suit or proceeding, whether civil, criminal, administrative or investigative (other than an action by or in the right of the corporation) by reason of the fact that the person is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise, against expenses (including attorneys' fees), judgments, fines and amounts paid in settlement actually and reasonably incurred by the person in connection with such action, suit or proceeding if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or proceeding, had no reasonable cause to believe the person's conduct was unlawful.  The termination of any action, suit or proceeding by judgment, order, settlement, conviction, or upon a plea of nolo contendere or its equivalent, shall not, of itself, create a presumption that the person did not act in good faith and in a manner which the person reasonably believed to be in or not opposed to the best interests of the corporation, and, with respect to any criminal action or proceeding, had reasonable cause to believe that the person's conduct was unlawful.

 

(b) A corporation shall have power to indemnify any person who was or is a party or is threatened to be made a party to any threatened, pending or completed action or suit by or in the right of the corporation to procure a judgment in its favor by reason of the fact that the person is or was a director, officer, employee or agent of the corporation, or is or was serving at the request of the corporation as a director, officer, employee or agent of another corporation, partnership, joint venture, trust or other enterprise against expenses (including attorneys' fees) actually and reasonably incurred by the person in connection with the defense or settlement of such action or suit if the person acted in good faith and in a manner the person reasonably believed to be in or not opposed to the best interests of the corporation and except that no indemnification shall be made in respect of any claim, issue or matter as to which such person shall have been adjudged to be liable to the corporation unless and only to the extent that the Court of Chancery or the court in which such action or suit was brought shall determine upon application that, despite the adjudication of liability but in view of all the circumstances of the case, such person is fairly and reasonably entitled to indemnity for such expenses which the Court of Chancery or such other court shall deem proper.

 

(c) To the extent that a present or former director or officer of a corporation has been successful on the merits or otherwise in defense of any action, suit or proceeding referred to in subsections (a) and (b) of this section, or in defense of any claim, issue or matter therein, such person shall be indemnified against expenses (including attorneys' fees) actually and reasonably incurred by such person in connection therewith.
 

(d) Any indemnification under subsections (a) and (b) of this section (unless ordered by a court) shall be made by the corporation only as authorized in the specific case upon a determination that indemnification of the present or former director, officer, employee or agent is proper in the circumstances because the person has met the applicable standard of conduct set forth in subsections (a) and (b) of this section.  Such determination shall be made, with respect to a person who is a director or officer of the corporation at the time of such determination:

 

(1) By a majority vote of the directors who are not parties to such action, suit or proceeding, even though less than a quorum;  or

(2) By a committee of such directors designated by majority vote of such directors, even though less than a quorum;  or

(3) If there are no such directors, or if such directors so direct, by independent legal counsel in a written opinion;  or

(4) By the stockholders.

 

(e) Expenses (including attorneys' fees) incurred by an officer or director of the corporation in defending any civil, criminal, administrative or investigative action, suit or proceeding may be paid by the corporation in advance of the final disposition of such action, suit or proceeding upon receipt of an undertaking by or on behalf of such director or officer to repay such amount if it shall ultimately be determined that such person is not entitled to be indemnified by the corporation as authorized in this section.  Such expenses (including attorneys' fees) incurred by former directors and officers or other employees and agents of the corporation or by persons serving at the request of the corporation as directors, officers, employees or agents of another corporation, partnership, joint venture, trust or other enterprise may be so paid upon such terms and conditions, if any, as the corporation deems appropriate.

 

(f) The indemnification and advancement of expenses provided by, or granted pursuant to, the other subsections of this section shall not be deemed exclusive of any other rights to which those seeking indemnification or advancement of expenses may be entitled under any bylaw, agreement, vote of stockholders or disinterested directors or otherwise, both as to action in such person's official capacity and as to action in another capacity while holding such office.  A right to indemnification or to advancement of expenses arising under a provision of the certificate of incorporation or a bylaw shall not be eliminated or impaired by an amendment to the certificate of incorporation or the bylaws after the occurrence of the act or omission that is the subject of the civil, criminal, administrative or investigative action, suit or proceeding for which indemnification or advancement of expenses is sought, unless the provision in effect at the time of such act or omission explicitly authorizes such elimination or impairment after such action or omission has occurred.

 

1. Notes:

· When an issue is duty of care, the relevant question is, was the process taken by the board appropriate.

· 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."

· In these cases, the burden is on the shareholders to rebut the presumption of the BJR.

· Board of Directors can be exculpated, insured or indemnified.

· Exculpated from liability if a DGCL 102(b)(7) provision is in the certificate

· Board's exculpation is limited to issues that arise from the breach of the duty of care.

· Insured as allowed under DGCL 145(g)

· Indemnification provisions are in DGCL 145:

· 145(a) states that the corporation may indemnify a director in any proceeding (other than a vicarious liability suit or by the corporation directly) (i.e. third party suits against company or board)

· 145(c) states that a director may be indemnified if the director is successful on the merits.

· 145(b) states that a director MAY NOT be indemnified in vicarious liability suit if director is liable to the corporation UNLESS the court of chancery permits

 

1. Case:

Case Name: Smith v. Van Gorkom

Case Cite: 488 A.2d 858 (1985)


Facts: Plaintiffs were shareholders of Trans Union.  Defendants were the CEO and board members of Trans Union.  D made an offered a PE firm to takeover Trans Union for $55/share.  The offer was made directly by the CEO to the pe firm.  The lawyers of the corporation were not involved in the transaction.  CEO then calls a special board meeting to approve the merger documents that were put together without the input of the board, management, or the company's lawyers.  No board members were bankers.  Based solely upon the CEO's presentation and the CFOs oral statement that the price was in a fair range, outside legal counsel, and the directors' knowledge of the market history of the stock, the directors approved the deal.  Plaintiff's sued for breach of fiduciary duty and sought recission of the transaction or damages in the alternative.

 

Issue: Did the CEO and Board breach their fiduciary duties to the shareholders.

 

Holding: Yes, the court thought that the directors (1) did not adequately inform themselves as to the CEO in forcing the sale of the Company and in establishing a purchase price; (2) were uninformed about the intrinsic value of the Company; and (3) given these circumstances at a minimum, were grossly negligent in approving the "sale" of the Company upon two hours' consideration, without prior notice, and without the existence of a crisis or emergency.  The court held that a reasonably inquiry was not make into the CEO and CFO and if they had done so, the inadequacy of valuation would have been apparent.  Further the court held that the control premium in and of itself did not justify the fairness of the price.  They said a fairness opinion was not required, but they should have gotten their banker to at least provide input or further inquire with the CFO.

 

1. Conflict of interest  (Duty of Loyalty Issues)

1. Statutes:

DGCL 144 - Interested Directors; Quorum
(a) No contract or transaction between a corporation and 1 or more of its directors or officers, or between a corporation and any other corporation, partnership, association, or other organization in which 1 or more of its directors or officers, are directors or officers, or have a financial interest, shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board or committee which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose, if:

 

(1) The material facts as to the director’s or officer’s relationship or interest and as to the contract or transaction are disclosed or are known to the board of directors or the committee, and the board or committee in good faith authorizes the contract or transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum; or

 

(2) The material facts as to the director’s or officer’s relationship or interest and as to the contract or transaction are disclosed or are known to the stockholders entitled to vote thereon, and the contract or transaction is specifically approved in good faith by vote of the stockholders; or

Courts hold that there has to be a vote of disinterested shareholders as well.

 

(3) The contract or transaction is fair as to the corporation as of the time it is authorized, approved or ratified, by the board of directors, a committee or the stockholders.

 

(b) Common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction.

 

Delaware General Corporation Law Section 141:  Board of directors; powers; number, qualifications, terms and quorum; committees; classes of directors; nonstock corporations; reliance upon books; action without meeting; removal.

 

a. 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 the certificate of incorporation provides otherwise, the bylaws may provide that a number less than a majority shall constitute a quorum which in no case shall be less than ⅓ of the total number of directors. 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.
 

1. Interested Director Transactions Analysis:

1. Is there a conflict of interest (direct or indirect)

a. If no, there is no issue and you go back to the business judgement rule

2. If there is a conflict of interest, the burden is on the plaintiff to prove the conflict of interest

3. If yes, was approved/ratified by independent board or shareholders?

a. If yes, BJR applies

4. If the transaction was not approved, was the transaction was fair to the corporation at the time it was executed.

a. Burden is on the defendant here to establish that the transaction was fair.

5. Under DGCL 144, if the contract was fair, the contract is not voidable.  If the transaction is not fair, then the contract is voidable.

 

1. Notes:

· Analyze whether a direct OR indirect conflict of interest exists.

· Even in the case where there is an indirect conflict of interest (director of two corps, but no ownership) conflict of interest arises because you cannot have fiduciary duty to both at the same time.

 

· Approving / Ratifying a transaction:
a. Establish quorum at the board of directors meeting.  This requires a "majority of the board of directors present at the meeting" per 141(a).

 

1. Determine whether material facts are disclosed to the board and whether a "majority of disinterested directors" at the meeting where quorum exists. DGCL 144(a)(1)

1. If yes, the contract is not void and the plaintiff has burden to prove they violated business judgment rule

2. Disinterested directors can be counted for quorum, but not the vote. Disinterested means: No financial interest (direct or indirect), no common directorship

 

1. If DGCL 144(a) is not satisfied, determine whether the material facts are disclosed to the stockholders and whether a majority of disinterested stockholders approves the transaction. DGCL 144(a)(2).

1. If yes, the contract is not void and the plaintiff has burden to prove they violated business judgment rule

 

1. If DGCL 144(a)(1) - (2) are not satisfied, evaluate whether the contract is fair to the corporation at the time it was authorized per DGCL 144(a)(3)

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

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

3. Must replicate an arm's length transaction by falling into range of reasonableness

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

2. If a transaction satisfies the "inherent fairness" test, the duty of loyalty is not breached and the contract is ratified.  Still evaluate BJR

3. If defendant does not meet burden to satisfy fairness presumption, duty of loyalty is breached and contract may be voidable.

 

1. Corporate Opportunities
1. Corporate Opportunity Analysis:
· Is it a corporate opportunity

· If not, fiduciary can take the opportunity

· If yes, was the opportunity rejected by the corporation after disclosure

· If yes, fiduciary can take opportunity

· If no, disgorgement, constructive trust if taken (corporation can take profits, in effect, the fiduciary acquires on behalf of the corporation)

 

1. Defining a Corporate Opportunity:
a. Interest/expectancy test

1. Interest: projects over which the corporation has an existing contractual right

2. Expectancy: projects that are likely, given current rights to mature into contractual rights

3. Refers to CURRENT activities of the corporation

 

a. Nature of the opportunity

1. Line of business test

· Activity to which corporation has fundamental knowledge, practical experiences and ability to pursue, which logically and naturally is adaptable to its business and is one that is consonant with its reasonable needs and aspirations for expansion

· Sweeps in prospective areas of growth

 

a. Source of the opportunity (source test)

1. How did the fiduciary learn of the opportunity

· In connection with performance of functions

· Under circumstances that should reasonably lead her to believe that person offering opportunity expects it to be offered to the corporation

· Through use of corporate information/property

· Did opportunity come from source that was attracted to agent's personal skill reputation and expertise and not those of the corporation

 

a. Ability of corporation to exploit opportunity

1. Financial or legal constraints faced by corporation

1. Also referred to as "incapacity defense"

2. Does the corporation have the financial ability to exploit the opportunity.

 

a. Rule from Guth
A corporate officer or director may not take a business opportunity for his own if:

a. The corporation is financially able to exploit the opportunity

b. The opportunity is within the corporation's line of business

c. The corporation has an interest or expectancy in the opportunity

d. By taking the opportunity for his own, the corporate fiduciary will thereby be placed in a position inimitable to his duties to the corporation

 

A director of officer MAY take a corporate opportunity if:

a. The opportunity is presented to the director or officer in his individual and not his corporate capacity

b. The opportunity is not essential to the corporation

c. The corporation holds no interest or expectancy in the opportunity

d. The director or officer has not wrongfully employed the resources of the corporation in pursuing or exploiting the opportunity.

 

1. How to disclose opportunity?

1. Determine whether material facts are disclosed to the board and whether a "majority of disinterested directors" at the meeting where quorum exists. DGCL 144(a)(1)

1. If yes, the contract is not void and the plaintiff has burden to prove they violated business judgment rule

2. Disinterested directors can be counted for quorum, but not the vote. Disinterested means: No financial interest (direct or indirect), no common directorship

 

1. If DGCL 144(a) is not satisfied, determine whether the material facts are disclosed to the stockholders and whether a majority of disinterested stockholders approves the transaction. DGCL 144(a)(2).

a. If yes, the contract is not void and the plaintiff has burden to prove they violated business judgment rule

 

1. If all material facts are not disclosed, transaction is still voidable.

 

1. Contracting out of Corporate Opportunity Doctrine

a. DGCL 122(17)

a. Every corporation shall have the power to: 

1. renounce in its certificate of incorporation or by action of its board of directors, 

2. any interest or expectancy of the corporation in, or in being offered an opportunity to participate in, 

3. specified business opportunities or specified classes of categories of business opportunities 

4. that are presented to the corporation or 1 or more of its officers, directors, or stockholders.

 

1. Failure to oversee corporation’s activities (Duty of Loyalty Issues)

1. Cases:

Case Name: Stone v. Ritter

Cite: 911 A.2d 362 (2006)


Facts: Shareholder derivative suit alleging directors breached either their duty of care or loyalty related to Board's failure to oversee and implement an internal control system that would have allowed for the timely filing of suspicious activity reports.  The court held that the standard for director liability where directors are unaware of employee misconduct is: Generally where a claim of directorial liability for corporate loss is predicated upon ignorance of liability creating activities within the corporation, only a sustained or systematic failure of the board to exercise oversight--such as utter failure to attempt to assure a reasonably information and reporting system--will establish the lack of good faith that is a necessary condition to liability.  

 

Issue: Did the directors not act in good faith, which is a subsidiary element of the breach of loyalty?

 

Holding: No, the court held that the Board implemented reasonable reporting systems and did not act in bad faith and thus, there could be no finding of breach of duty of loyalty.  They tried to equate a bad outcome with bad faith, but here that was not proper.

 

1. Directors Oversight Duties

1. Stone held that in order to find a director liable for a failure to implement a system of monitoring and controls, it necessary to find that the board has acted either with recklessness or with knowledge that they were failing to properly discharge their duties.  Acting with such bad faith is what gives rise to a breach of the duty of loyalty.  

a. Merely being negligent in discharging your oversight duties will likely not rise to a breach of your Caremark duties under Stone.  

 

1. Because this is now a duty of loyalty issue, the DGCL 102(b)(7) provisions cannot insulate boards.

 

1. Necessary conditions for director oversight liability:

· Directors utterly failed to implement any reporting or information system or controls; or

· Having implemented such a system, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention.

· In absence of red flags, good faith in the context of oversight measured by directors’ actions ‘‘to assure a reasonable information and reporting system exists’’

 

1. Duty of the Director (duty of care)

a. Have rudimentary understanding of firm's business (to exercise ordinary prudent care)

b. Monitor; keep informed of corporation's affairs

c. Read/understand financial statements

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

e. If see shady stuff, inquiry further and object; if necessary resign.

 

a. Roles, Duties, and Rights of Shareholders

i. Duty of Loyalty

a. Transactions with Controlling Shareholder 

1. General Rule: Shareholders acting as shareholders owe one another no fiduciary duties

1. Exceptions:

1. Controlling shareholders may owe fiduciary duties to the minority

a. Worry about siphoning assets or freeze out mergers

2. In a close corporation, shareholders may owe each other duties (like partners)

 

1. Exception 1: Analysis When Controlling Shareholder's Duties to Minority:

1. Does shareholder dominate or control the corporation?

1. If no, there are no duties.

2. If yes, ask whether the majority shareholder "received benefit to the exclusion and at the expense of the minority.  

a. If no, apply business judgement rule.

b. If Yes, ask whether the transaction was approved by informed majority of minority directors.

a. If yes, intrinsic fairness standard will apply and burden is on the plaintiff.

1. If plaintiff can't prove the transaction was unfair, the conflict of interest rule is not applicable.

b. If no, intrinsic fairness standard will apply and burden is on the defendant.

 

1. Intrinsic fairness requires a showing of substantive and procedural unfairness.

 

1. Zetlin: Absent looting of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price.  Minority shareholders are not entitled to inhibit the legitimate interests of the other stockholders.  To rule otherwise would require a tender offer by the purchasing shareholder in all cases.
 

1. Majority shareholders cannot knowingly sell to someone who will use control to affect the minority shareholders in an adverse manner.  

1. No affirmative duty for the seller to determine that the buyer has good intentions.  

 

1. If a controlling shareholder issues preferred dividends but not common dividends to the common shares, such transactions would be subject to the intrinsic fairness test.
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1. Exception 2: Close Corporations

1. A close corporation is typified by: (1) a small number of stockholders; (2) no ready market for the corporate stock; and (3) substantial majority stockholder participation in the management, direction and operations of the corporation.

 

1. Close Corporations - Governing Law

1. Common Law Close Corporations

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

2. Statutory Law Close Corporations

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

b. If so, special rules apply

a. More decentralized management

b. More liberal dissolution

 

1. Close v. public shareholders

1. Public

a. Large number of investors with no relationship

b. Usually own small % of shares as part of diversified portfolio

c. Interested mostly in share price; dividends may not matter as much

d. If dissatisfied, sell in markets

 

1. Close 

a. Small, tightly knit group of participants

b. Often undiversified; livelihood depends on salary/dividend

c. Interested in the company's performance and dividends, not share price

d. Conflicts can lead to deadlock or oppression; no ready market to dispose shares.

e. Deadlock

a. Close corporation often restrict share transfers

b. Even if no formal restrictions, there is no secondary market

c. Can't get out if deadlock in decision making

f. Frozen out

a. Minority may have no control over corp's activities, decisions

b. May be denied compensation if denied employment

c. Oppression

 

1. Protecting minority from oppression in close corporations

1. Liberal dissolution statutes

· Voluntary Dissolutions - DGCL 275

· BoD vote (majority of whole board) + SH vote (majority of outstanding) + Filing of Certification of Dissolution

· Unanimous SH consent + filing of certification

 

1. Judicial Dissolution

· Deadlock

· Directors are deadlocked

· Unable to make corporate decisions

· Shareholder 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

· Misconduct

· Fraud, oppression, illegality by majority

· Corporate assets are being misapplied or wasted

· There is no judicial dissolution in Delaware.  Thus, not a weapon a minority shareholder can use in DE if frozen out.
 

1. Imposition of expansive fiduciary duties.

a. Notes:

· Minority shareholders have sought protection from majority opportunism under fiduciary principles

· Partnership analogy (Donahue, Mass 1975)

· Close corporation shareholders, like partners in a partnership, 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 a controlling shareholder; minority wanted to sell some of its shares on the same terms.

· Equal opportunity rule has evolved into the business purpose rule.

· DE doesn't recognize these duties.  Courts in DE are not going to re-write agreements the parties have not written themselves.
· Fiduciary duties to minority shareholders must comply with the flowchart above however.
 

1. Wilkes Test

· 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 the 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.

· Business judgement rule here does not apply and the court will interfere to evaluate the board's decision if challenged by the minority.

· On exam, apply DE rules, so you say that there is a deadlock issue here and close corporation statutes would provide some remedies and Wilkes may apply, but DE doesn't apply those rules.

 

i. Derivative Litigation
a. Notes:

1. Derivative litigation is brought by a shareholder to assert a corporation's rights. Derivative suit is a suit in equity against corporation to compel it to sue a third party

 

a. Is Claim Derivative or Direct:

· First thing to analyze is the nature of the claim (i.e. direct or derivative).

· If you have a direct claim, the shareholder can bring the claim herself.

· If the claim is derivative, then the shareholder will need to jump through some suits as the claim belongs to the corporation.

 

· To determine whether claim is direct or derivative:

· Who suffered the alleged harm

· Corporation or shareholder?

· Who suffered the most direct injury

· To whom did defendant's duty run

· Who would receive the benefit for any recovery

· Corporation or shareholder?

 

· Direct actions:

· Suit alleging direct loss to shareholder (i.e. arising from an injury directly to the shareholder)

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

· Force payment of declared dividend

· Compel inspection of books and records

· Protect voting rights

· Securities fraud

· All of the actions above are rights that the shareholders have personally

 

· Derivative claims involve a suit alleging indirect loss to shareholder caused by a direct loss to the corporation

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

· Brought by a shareholder on corporation's behalf.

· Claims involving breach of breach of duties or waste, those claims are derivative because the corporation is the one who suffered the direct harm.  Shareholders suffered too, but that harm is indirect.

 

a. Procedural Hurdles to the derivative action:

1. Plaintiff qualification

a. Del. Ch. R. 23.1
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.

 

1. Demand Requirement - Demand will not be required in circumstances that strongly indicate that we cannot trust a company's sitting management to make decisions in its best interests

a. Grimes v. Donald

1. If the claim belongs to the corporation, the board should make the decision to bring the lawsuit.

 

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

1. Letter from shareholder to the board

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

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

 

1. Demand is required unless it is futile/excused

1. Demand is futile when there is reasonable doubt that the board can make independent can make independent decision to assert claim if demand were made.

a. Aronson set out the court's test for when demand is futile:

i. Majority of board not independent for purposes of responding to the demand

1. Financial interest in the challenged transactions.

2. Controlled/dominated by the wrongdoer

ii. Plaintiff can also argue that the underlying transaction is not protected by the BJR.

 

1. If demand is not made or excused, the shareholder sues the board for breach of duties.  

1. Even if demand is not made, when assessing the case, you still need to ask whether demand was required or not.  

2. If demand is excused, Board then can form a SLC to regain control of the litigation and make a decision that is reviewed by the court using a two-step process. 

a. Zapata Corp. v. Maldonado: "After an objective and thorough investigation of a derivative suit, an independent committee may cause its corporation to file a pretrial motion to dismiss in the Court of Chancery.  The court applies a two part test.  

i. First, the court should inquire into the (1) independence and good faith of the committee and (2) the bases supporting its conclusions (BJR).  If the court finds that this burden has been satisfied, move to step 2.  

1. Corporation has burden of proving independence here.

2. If not, the claim shall not be dismissed.  

ii. The second test is for the court to determine, applying its own independent business judgement, whether the motion should be granted.

 

1. If demand is required, shareholder has to send a letter to the board and the board determines whether to bring the suit.

1. In making demand, the board can either:

a. Sue the third party on behalf of the lawsuit.

b. Reject the lawsuit.

i. If demand is refused, the next step is to determine whether the refusal is wrongful.

1. To get control over the litigation at this point, the shareholder has to argue that the refusal made by the board was wrongful.

2. Standard: Reasonable doubt as to whether BJR was applied to decision to refuse demand.

1. For example, if board did not inform itself, BJR would fail 

2. Other times when the BJR would not be applied would be waste, negligence, etc.

 

1. If however demand is made, the shareholder can no longer argue that demand is futile.  

a. Permitting a stockholder to demand action involving only one theory or remedy and to argue later that demand is excused as to other legal theories or remedies arising out of the same set of circumstances as set forth in the demand letter would create an undue risk of harassment.

b. This is basically rejected under claim preclusion civ pro rules.

 

i. Shareholder Rights and Voting

a. Shareholder Agreements

1. Statute:

DGCL 218
§ 218 Voting trusts and other voting agreements.

(c) An agreement between 2 or more stockholders, if in writing and signed by the parties thereto, may provide that in exercising any voting rights, the shares held by them shall be voted as provided by the agreement, or as the parties may agree, or as determined in accordance with a procedure agreed upon by them.

 

1. Notes:

a. Constraining discretion that isn't subject to fiduciary duties: agreements are generally ok

1. Electing directors

2. Restrictions on transfers

 

a. Constraining discretion that is subject to fiduciary duties: agreements more problematic

1. Actions that are typically in the domain directors/officers (e.g. appointing officers)

 

a. Cases--All DE Law:

1. McQuade states that agreements that concern shareholder rights (votes, nominations of directors, etc.) and not director rights (appointment of officers) are valid.
1. McQuade designed to protect minority shareholders who were not parties to the agreement

a. If corporation has no other minority shhs that are not party to the agreement, rule is unnecessary

2. 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

3. Case for not-close corporations

 

1. Clark court states that the Mcquade rule shouldn't apply when 100% of the shareholders agreed to the shareholder agreement and the court should not interfere with competent individuals ability to contract.
1. Mcquade was designed to protect minority shareholders who were not parties to the agreement

a. All directors are the sole shareholders

b. If the corporation has no other minority shareholders that are not party to the agreement, the mcquade rule is unnecessary.

c. Clark is a close corporation case.

 

1. Galler, unlike Clark, was a case where the minority was not covered by the agreement.
1. Shareholder agreement is valid even if not all shareholders are parties to it if:

a. Terms are reasonable and fair to the minority shareholders; and

b. Minority shareholders do not object

2. Galler is a close corporation case.

 

a. Shareholder Voting

1. Who is entitled to vote?

· Owner of a share on record date is entitled to notice & vote (DGCL §213(a)) 

· Record date can’t be earlier than 60 days before the meeting, no later than 10 days

 

1. How many votes does each shareholder get?

a. DGCL 212: Voting rights of stockholders; proxies; limitations.
(a) Unless otherwise provided in the certificate of incorporation and subject to §213 of this title, each stockholder shall be entitled to 1 vote for each share of capital stock held by such stockholder. If the certificate of incorporation provides for more or less than 1 vote for any share, on any matter, every reference in this chapter to a majority or other proportion of stock, voting stock or shares shall refer to such majority or other proportion of the votes of such stock, voting stock or shares.

 

1. When do shareholders vote?

a. Annual Shareholder Meetings

 

§ 211 Meetings of stockholders.
(b) Unless directors are elected by written consent in lieu of an annual meeting as permitted by this subsection, an annual meeting of stockholders shall be held for the election of directors on a date and at a time designated by or in the manner provided in the bylaws. Stockholders may, unless the certificate of incorporation otherwise provides, act by written consent to elect directors; provided, however, that, if such consent is less than unanimous, such action by written consent may be in lieu of holding an annual meeting only if all of the directorships to which directors could be elected at an annual meeting held at the effective time of such action are vacant and are filled by such action. Any other proper business may be transacted at the annual meeting.

 

a. Special Shareholder Meetings

 

§ 211 Meetings of stockholders.
(d) Special meetings of the stockholders may be called by the board of directors or by such person or persons as may be authorized by the certificate of incorporation or by the bylaws.

 

1. How Do Shareholders Vote:

a. Quorum Requirements

§ 216 Quorum and required vote for stock corporations.
...In the absence of such specification in the certificate of incorporation or bylaws of the corporation:

(1) A majority of the shares entitled to vote, present in person or represented by proxy, shall constitute a quorum at a meeting of stockholders;

 

a. How do Shareholders Participate in Meetings

1. Shareholders can attend or instruct a proxy to act for them.

1. In order to meet the quorum requirement, management must solicit enough proxies

2. Proxy sometimes is used to refer to the person to whom a shareholder gives voting authority.

 

 

DGCL 212: Voting rights of stockholders; proxies; limitations.
(b) Each stockholder entitled to vote at a meeting of stockholders...may authorize another person or persons to act for such stockholder by proxy, but no such proxy shall be voted or acted upon after 3 years from its date, unless the proxy provides for a longer period.

 

1. Shareholders can call in

§ 211 Meetings of stockholders.
(a) (1) ...The board of directors may, in its sole discretion, 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) of this section.

(2) If authorized by the board of directors in its sole discretion, and subject to such guidelines and procedures as the board of directors may adopt, stockholders and proxyholders not physically present at a meeting of stockholders 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, whether such meeting is to be held at a designated place or solely by means of remote communication, provided that (i) the corporation shall implement reasonable measures to verify that each person deemed present and permitted to vote at the meeting by means of remote communication is a stockholder or proxyholder, (ii) the corporation shall implement reasonable measures to provide such stockholders and proxyholders a reasonable opportunity to participate in the meeting and to vote on matters submitted to the stockholders, including an opportunity to read or hear the proceedings of the meeting substantially concurrently with such proceedings, and (iii) if any stockholder or proxyholder votes or takes other action at the meeting by means of remote communication, a record of such vote or other action shall be maintained by the corporation.

 

a. Required Vote

1. General Rule

§ 216 Quorum and required vote for stock corporations.
 In the absence of such specification in the certificate of incorporation or bylaws of the corporation:

(2) In all matters other than the election of directors, the affirmative vote of the majority of shares present in person or represented by proxy at the meeting and entitled to vote on the subject matter shall be the act of the stockholders;
 

1. Some actions have different voting requirements

· Plurality of shares present

· Electing directors

§ 216 Quorum and required vote for stock corporations.
In the absence of such specification in the certificate of incorporation or bylaws of the corporation:

(3) Directors shall be elected by a plurality of the votes of the shares present in person or represented by proxy at the meeting and entitled to vote on the election of directors; and

 

· Majority of shares entitled to vote (outstanding)

· Mergers (251©), dissolutions (275); sale of substantially all assets (271)

 

1. What do Shareholders Vote On?

a. Election of Directors

1. Generally

1. Elected at Annual Meeting (211(b) above)

2. Require a plurality of Votes Case (216(3) above)

a. The usual rule is that directors are elected by a plurality of votes cast, rather than by a majority.  This simply means that, if there are x positions to be filled, the x nominees who receive the most votes will be elected, even if none of them receives a majority of the votes cast.

 

1. Special Cases

1. Cumulative Voting

· There is also cumulative voting, which means that a shareholder gets a number of votes equal to the number of shares (assuming 1 vote a share) and can cast those votes however they wish.

· Cumulative voting generally allows an individual shareholder to have more influence in decisions.  Thus, the issuance of additional shares or a reduction in the number of directors will reduce the efficacy of cumulative voting.   Another strategy employed by majority shareholders is to amend the articles to prove that members of the board serve staggered terms.

· In Delaware, you need have cumulative voting in the certificate

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

· N = ((X−1)∗(D+1))/S

· 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

 

§ 214 Cumulative voting.
The certificate of incorporation of any corporation may provide that at all elections of directors of the corporation, or at elections held under specified circumstances, each holder of stock or of any class or classes or of a series or series thereof shall be entitled to as many votes as shall equal the number of votes which (except for such provision as to cumulative voting) such holder would be entitled to cast for the election of directors with respect to such holder’s shares of stock multiplied by the number of directors to be elected by such holder, and that such holder may cast all of such votes for a single director or may distribute them among the number to be voted for, or for any 2 or more of them as such holder may see fit.

 

1. Classified or Staggered Boards.

· DGCL 141(d): 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 directors are elected each year.

 

DGCL 141(d)
(d) The directors of any corporation organized under this chapter may, by the certificate of incorporation or by an initial bylaw, or by a bylaw adopted by a vote of the stockholders, be divided into 1, 2 or 3 classes; 

 

the term of office of those of the first class to expire at the first annual meeting held after such classification becomes effective; of the second class 1 year thereafter; of the third class 2 years thereafter; and at each annual election held after such classification becomes effective, directors shall be chosen for a full term, as the case may be, to succeed those whose terms expire. 

 

1. Removal of Directors

1. Reasons (cause) for director 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.

 

DGCL 141(k)
(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 as follows:

 

(1) Unless the certificate of incorporation otherwise provides, in the case of a corporation whose board is classified as provided in subsection (d) of this section, stockholders may effect such removal only for cause; or

 

(2) In the case of a corporation having cumulative voting, if less than the entire board is to be removed, no director may be removed without cause if the votes cast against such director’s removal would be sufficient to elect such director if then cumulatively voted at an election of the entire board of directors, or, if there be classes of directors, at an election of the class of directors of which such director is a part.

 

Whenever the holders of any class or series are entitled to elect 1 or more directors by the certificate of incorporation, this subsection shall apply, in respect to the removal without cause of a director or directors so elected, to the vote of the holders of the outstanding shares of that class or series and not to the vote of the outstanding shares as a whole.

 

1. Which Directors you can Vote For

1. 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.

 

1. 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 nominees

· Issue contests: Solicit votes against a board proposal

· e.g. urge fellow shareholders to vote no on a merger

· Insurgents must pay to send out unofficial proxy solicitation and materials to solicit proxies.

· Proxy contests relatively rare--why?

· Expensive to run this contest

· Incumbent board gets their expenses paid for by the company

· Insurgent has to bear their own expenses to win, and may get reimbursed.

 

1. Reimbursement of Incumbent and Insurgent Proxy Fees
a. Incumbent board can be reimbursed for the funds spent if the funds are reasonable and if the matter concerns corporate policy.

b. Insurgents can be reimbursed if the board moves to reimburse the reimbursement and the shareholder's ratify.

i. The practical effect of this is that the insurgent board will not be reimbursed if they lose.  But if they win, they can move to reimburse the fees and have the shareholders ratify.

 

a. Fundamental Corporate Changes

1. Three fundamental decisions in a firm's life

1. Mergers (251(c )

2. Sale of substantially all assets (271)

3. Dissolution (242)

2. These actions must be initiated by the board and then presented to the shareholders for approval usually at a special meeting

3. Approval requires a majority of the shares entitled to vote (shares out)

 

a. Amending articles and/or bylaws

1. Modifying certificate (242(b)(1))

1. The directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment.

 

1. Modifying Bylaws

1. The power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote (plus, directors if provided in the certificate)

2. Shareholders can start this action on its own.

 

a. Shareholder Proposals

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

a. Information to be included in the proxy statement

b. Communications that would cause the stockholder to grant, withhold, or revoke a proxy.

 

a. Regulation 14a-8: Shareholder Proposals

a. Allows qualifying shareholders to put a proposal before their fellow shareholders.

a. And have proxies solicited in favor of these in the company's proxy statement

a. Expense thus borne by the company

b. Differentiate between a request and a demand

Per Lovenheim, if the proposal is a request, not an order, it cannot be rejected.  Proposals that order the company to do anything can be rejected.

 

a. Shareholder proposals can be social or governance issues.

 

a. Company responses to proposals

a. Adopt proposal as submitted

b. Negotiate with proponent

c. Include with opposing statement

d. Exclude proposal on procedural or substantive grounds

a. Must have specific reason to exclude that is valid under rule 14a-8.

 

a. Process for excluding a proposal

a. Reject on Procedural Grounds - See (d) below.

b. Management files a notice of intent to exclude with the SEC

c. Copy also sent to proponent, who may reply.

d. SEC possible responses

a. Can exclude: issue a no-action letter

b. Should include: notify issuer of possible enforcement action if proposal is excluded

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

 

a. Eligibility Requirements for a Shareholder to Make a Proposal

a. 14a-8(b)(1): Owned at least 1% or $2000, whichever is less of the issuer's securities for at least one year prior to submission of proposal.

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

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

d. 14a-8(i)(12): proposal has been submitted in the past and hasn't met certain thresholds

a. If the proposal has failed in prior years, it may be precluded from being a proposal in the current year.

 

a. Reasons to Exclude a Shareholder Proposal

a. Not a Proper Action for Shareholders

a. 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.

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

a. Look to state law to decide that question

b. If shareholder not allowed to initiate, still ok if precatory (relating to a wish or request)

 

a. Proposal is Not Relevant to Firm's Operations

a. 14a-8(i)(5): If the proposal relates to operations which account for less than 5% of the company's total assets...and for less than 5% of its net earnings and gross sales...and is not otherwise significantly related to the company's business.

 

a. Ordinary Management and Business Functions

a. 14a-8(i)(7): Proposal dealing with matters relating to the company's ordinary and day to day business operations can be excluded.

a. Aimed at proposals seeking to micromanage (i.e. probing deep into complex matters that shareholders as a group are not in a position to make an informed judgement about)

b. If the actions are illegal, you could argue that they aren't in the ordinary course of business

c. First, certain tasks “are so fundamental to management’s ability to run a company on a day-today basis that they could not, as a practical matter, be subject to direct shareholder oversight.” Examples that the SEC has cited include employee hiring, promotion and termination decisions, decisions on production quality or quantity, or the retention of suppliers. 

 

a. Other substantive exclusion grounds

a. 14a-8(i)(2): Implementing would violate law

b. Rule 14a-8(i)(4) provides that a proposal is excludable when the proposal relates to the redress of a personal claim or grievance against the company or any other person, or is designed to result in a benefit to the shareholder, or to further a personal interest, which is not shared by the other shareholders at large. 

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

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

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

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

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

 

Case Name: Lovenheim v. Iroquois Brands Ltd

Cite: 618 F. Supp. 554 (1985)

 

Facts: Plaintiff sued the company after the company decided to exclude its proposal in the proxy materials sent to all shareholders in advance of a shareholder meeting.  The proposal wanted the board to form a committee to investigate supplier practices for animal abuse.  Company said that the proposal concerned matters less than 5% of assets, revenue, or earnings and thus should be excluded.  Plaintiff's argument states that the exception is not applicable as it cannot be said that the proposal is not otherwise significantly related to the issuer's business as is required by the final portion of that exception.

 

Issue: Should the exception for business related matters apply to all matters that do not meet the quantitative test?

 

Holding: No, the SEC has never made a decision to limit the determination to the economic criteria relied on by the defendant.  The court therefore holds that in light of the ethical and social significance of plaintiff's proposal and the fact that it implicates significant levels of sales, plaintiff has shown a likelihood of prevailing on the merits with regard to the issue of whether his proposal is otherwise related to the business.  

 

a. Shareholder Inspection Rights

1. Statutes:

· 220(b) says that shareholders get access to corporate books and records for a proper purpose.

· 220(c) provides a remedy for shareholders who cannot access books and records.

 

§ 220 Inspection of books and records.
(a) As used in this section:

 

(1) “Stockholder” means a holder of record of stock in a stock corporation, or a person who is the beneficial owner of shares of such stock held either in a voting trust or by a nominee on behalf of such person.

 

(2) “Subsidiary” means any entity directly or indirectly owned, in whole or in part, by the corporation of which the stockholder is a stockholder and over the affairs of which the corporation directly or indirectly exercises control, and includes, without limitation, corporations, partnerships, limited partnerships, limited liability partnerships, limited liability companies, statutory trusts and/or joint ventures.

 

(3) “Under oath” includes statements the declarant affirms to be true under penalty of perjury under the laws of the United States or any state.

 

(b) Any stockholder, in person or by attorney or other 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; and

 

(c) If the corporation, or an officer or agent thereof, refuses to permit an inspection sought by a stockholder or attorney or other agent acting for the stockholder pursuant to subsection (b) of this section or does not reply to the demand within 5 business days after the demand has been made, the stockholder may apply to the Court of Chancery for an order to compel such inspection. The Court of Chancery is hereby vested with exclusive jurisdiction to determine whether or not the person seeking inspection is entitled to the inspection sought. The Court may summarily order the corporation to permit the stockholder to inspect the corporation’s stock ledger, an existing list of stockholders, and its other books and records, and to make copies or extracts therefrom; or the Court may order the corporation to furnish to the stockholder a list of its stockholders as of a specific date on condition that the stockholder first pay to the corporation the reasonable cost of obtaining and furnishing such list and on such other conditions as the Court deems appropriate. Where the stockholder seeks to inspect the corporation’s books and records, other than its stock ledger or list of stockholders, such stockholder shall first establish that:
 

(1) Such stockholder is a stockholder;
 

(2) Such stockholder has complied with this section respecting the form and manner of making demand for inspection of such documents; and
 

(3) The inspection such stockholder seeks is for a proper purpose.
 

Where the stockholder seeks to inspect the corporation’s stock ledger or list of stockholders and establishes that such stockholder is a stockholder and has complied with this section respecting the form and manner of making demand for inspection of such documents, the burden of proof shall be upon the corporation to establish that the inspection such stockholder seeks is for an improper purpose. The Court may, in its discretion, prescribe any limitations or conditions with reference to the inspection, or award such other or further relief as the Court may deem just and proper. The Court may order books, documents and records, pertinent extracts therefrom, or duly authenticated copies thereof, to be brought within this State and kept in this State upon such terms and conditions as the order may prescribe.

 

1. What is included in "Books and Records"

· Bare minimum:

· Articles of incorporation; bylaws

· Minutes of board and shareholder meetings

· Board or shareholder actions by written consent

· 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"

 

· Providing records is a balancing act.  You want to provide shareholders access to relevant information, however you don't want to annoy the company and shareholders may not have the best intentions.

 

1. What are Proper purposes

· Investigate alleged corporate mismanagement

· Collecting information relevant to valuing shares

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

 

1. If there is a shareholder dispute and the case is brought in the state where the shareholder lived, not where the corp is organized, second restatement of conflict of laws section 304 states that the law where the shareholder is located would apply.

· However, Juul Labs, Inc. v. Grove held that internal affairs doctrine bars shareholders of DE corporations headquarters in 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 though.  For certainty, include Del. Exclusive forum provisions in COI or bylaws.

· You can include this provision in COI and mandate that all disputes will be decided under DE law.

 

Case Name: Pillsbury v. Honeywell

Cite: 191 N.W.2d 406 (Minn. 1971)

 

Facts: Shareholder didn't like HON involvement in vietnam war and its manufacturing of supplies that were used over there.  Shareholder purchased 100 shares for the sole purpose of influencing HON affairs to stop making munitions for the war.  Petitioner sought a court order for HON to provide the books and records.  Trial court denied the prayer for relief and shareholder appealed.

 

Issue: Is a shareholder request for books and records allowed when a shareholder does not have a bona fide interest in that power.

 

Holding: No, a stockholder is entitled to inspection for a proper purpose germane to his business interests.  While inspection will not be permitted for purposes of curiosity, speculation, or vexation, adverseness to management and a desire to gain control of the corporation for economic benefit does not indicate improper purpose.  However, because the power to inspect may be the power to destroy, it is important that those with a bona fide interest in the corporation enjoy that power.  Here, the court held that the interest in the corporation was not an economic one so although the purpose was proper, inspection should not be allowed.

 

1. Can Shareholders Get Access to Communications?

· Shareholders get access to certain communications if the corporation does not follow certain formalities.

· Directors can access this information too (220(d))

· In re: WeWork Litigation, directors are presumptively entitled to the company's privileged information as joint clients of the corporation, and management cannot ordinarily curtail that right.

· DGCL 220(d) 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 Court of Chancery is hereby vested with the exclusive jurisdiction to determine whether a director is entitled to the inspection sought. The Court may summarily order the corporation to permit the director to inspect any and all books and records, the stock ledger and the list of stockholders and to make copies or extracts therefrom. The burden of proof shall be upon the corporation to establish that the inspection such director seeks is for an improper purpose. The Court may, in its discretion, prescribe any limitations or conditions with reference to the inspection, or award such other and further relief as the Court may deem just and proper.

 

Case Name: KT4 Partners LLC v. Palantir Technologies Inc.

Cite: 203 A.3d 738 (del. 2019)

 

Facts: Shareholder requested a court order for the books and records of Palatir under DGCL 220.  Court of Chancery concluded that the shareholder showed proper purpose for investigating wrongdoing as (1) PLTR did not hold annual shareholder meetings; (2) PLTR amended investor rights agreements that eviscerated KT4's rights; and (2) PLTR violated two stockholder agreements.  Chancery granted rights to books and records but not to emails.  Shareholder appealed.

 

Issue: If a shareholder has a proper purpose and PLTR does not maintain adequate books and records, does DGCL 220 allow for inspection of other communications to accomplish stockholder's proper purpose.

 

Holding: Yes, Given that PLTR did not honor traditional corporate formalities and had acted through email in connection with the same alleged wrongdoing KT4 was seeking to investigate, the chancery court abused its discretion.  Faced with that evidence, PLTR did not present any evidence such as board minutes or any other documents.  If a company observes traditional formalities, such as documenting its actions through board minutes, resolutions, and official letters, it will likely be able to satisfy a 220 petitioner's needs by solely producing those books and records.  But, is a company instead decides to conduct formal corporate business through informal electronic communications, it cannot use its choice of medium to keep shareholders in the dark about substantive information entitled to them  by 220.

 

1. Securities Fraud

a. Basis for Authority:

SEA 10b - 15 U.S. Code § 78j - 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—

 

(b)To use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered, or any securities-based swap agreement [1] any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.
 

a. Rule 10b-5 has three prohibitions

· To employ any devise, scheme, or artifice to defraud

· Make untrue statement of a material fact or to omit to state a material fact necessary

· To engage in any act, practice, or course of fraud.

 

a. Rule 10b-5 Requirements:

i. Jurisdictional nexus

· 10b-5 requires jurisdictional nexus

· Instrumentality of interstate commerce or the mails or of any facility of any national securities exchange.

· Using a bank

· Sending a check in the mail

· Sending an email

· Very broad, as long as you have a security involved, very easy to satisfy this requirement.

 

i. Transactional Nexus

· You need to purchase/sell a security to have 10b-5 to apply.

· Securities

· Interests in a general partnership is not a security.  This is because a general partner takes an management interest in the business.

· Rule 10b-5 applies to any security whether or not the stock is listed on an exchange.

· Plaintiffs must be either a seller or purchaser of a security

· The SEC always has standing even though they haven't purchased or sold the security.

· "I would have bought" is insufficient.

· Defendants can be any person whose fraudulent activity is in connection with the purchase or sale of a security by plaintiff.

"In connection with" is 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.

 

i. Misrepresentation or omission

· Plaintiff must point to some misstatement 

· Omissions – generally do not have a duty to disclose (material or immaterial)

· Unless the law mandates you must disclose

· IF someone asks you and you like à fraud!

· If there was a duty to disclose then reliance is presumed

 

i. Material fact

· 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.

 

· Can use a quantitative threshold, can also use percentage differences--rule of thumb is 5%, other courts look at the reaction of the stock price for public companies.

 

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

· 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.

 

Case Name: Basic Inc. v. Levinson

Cite: 485 U.S. 224 (1988)


Facts: Basic was undergoing M&A talks.  Basic released three statements to the public it was engaged in merger negotiations.  Respondent shareholders sold their shares after the first statement.  Merger was then announced and a tender offer was completed.  Shareholders sued stating defendants made three false and misleading statements which were in violation of 10(b) of SEA and Rule 10b-5 of the SEC.  

 

Issue: Whether information concerning the existence and status of preliminary merger discussions is significant to the reasonable investor's trading decisions.

 

Holding: Since a merger in which it is bought out is the most important event that can occur in a small corporation's life, inside information regarding a merger can become material at an earlier stage than would be the case as regards lesser transactions--and this even though the mortality rate on mergers in such formative stages is doubtless high.  To determine the probability of the event, a factfinder will need to look to indicia of interest in the transaction at the highest corporate levels.  To assess the magnitude of the transaction to the issuer of the securities allegedly manipulated, a factfinder will need to consider such facts as the size of the two corporate entities and of the potential premiums over market value.

 

i. The Scienter Requirement - State of Mind

· Any violation of a provision of the Exchange Act that is willful can under section 32 be criminally prosecuted by the DOJ.

· Otherwise, liability under Rule 10b-5 is premised on a state of mind that is more culpable than negligence. 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)

· Scienter is require to be proved in an enforcement action by the Commission.

 

Case Name: Ernst & Ernst v. Hochfelder

Cite: 425 U.S. 185 (1976)

 

Facts: Shareholders lost money in a company that had fraud and they sued EY for negligence claiming that EY aided and abetted the officer's violations by its failure to conduct proper audits of the securities at issue.

 

Issue: Whether a private cause of action will lie under 10(b) and Rule 10b-5 in the absence of any allegation of scienter--the intent to deceive, manipulate, or defraud.  

 

Holding: No, neither the legislative history nor the briefs supporting respondents identify any usage or authority for construing "manipulative or cunning devices" to include negligence.

 

i. Reliance

a. Plaintiff has to show that the alleged misrepresentation caused him to enter into a transaction.

 

· SCOTUS adopted fraud on the market theory to encourage class action securities suits.  In past, couldn’t certify a class where reliance could not be prove holistically.

· Creates a presumption of reliance for securities traded in efficient markets

· Stock price of a public company reflects all publicly available material information

· Disclosed false information that will affect stock price

· Investors "rely" on this information why they transact in the stock at market price, even if they didn’t themselves read the false information.

 

· Invoking presumption

· Defendant made a public misrepresentation

· Misrepresentations were material

· Shares were traded on an efficient market

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

 

· Establishing Reliance

· Affirmative Misrepresentation

· If face to face: investor must show reliance

· If open market: Presumed (EMH)

· Omission with Duty to Disclose:

· If face to face: presumed

· Open market: presumed

 

Case Name: Basic Inc. v. Levinson

Cite: 485 U.S. 224 (1988)

 

Facts: See above.

 

Issue: Whether it was proper for the courts below to apply a rebuttable presumption of reliance, supported in part by the fraud on the market theory.

 

Holding: Fraud on the market theory is a theory based on the hypothesis that, in an open and developed securities market, the price of a company's stock is determined by the available material information regarding the company and its business.  Material misleading information will therefore defraud purchasers of stock even if the purchasers do not directly rely on the misstatements.  SCOTUS adopted this theory and stated because most publicly available information is reflected in the market price, an investor's reliance on any public material misrepresentations, therefore may be presumed for purposes of a Rule 10b-5 action.

 

The court acknowledged that petitioners may rebut proof of the elements giving rise to the presumption, or show that the misrepresentation in fact did not lead to a distortion f price or that an individual plaintiff traded or would have traded despite knowing the statement was false.  Any showing that severs the link between the alleged misrepresentation and either the price received or paid by the plaintiff, or his decision to trade at a fair market price will be sufficient to rebut the presumption of reliance.

 

i. 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 the fraud.

 

i. Damages

· Courts have leeway in measuring damages subject to the cap imposed by Section 28(a) of the Exchange Act: plaintiff cannot recover "a total in excess of his actual damages"

· 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

 

1. Insider Trading
a. Overview

· Persons Subject to Trading Constraints
· Everyone has a duty to refrain from making material affirmative misrepresentations in connection with the purchase or sale of a security.  

· However, not everyone has a duty to disclose material information before making such a purchase or sale.

· That is, not everyone can violate Rule 10b5 through their omission.

 

· Elements described above still need to be established.

· If the insider traded with insider information, materiality is presumed because it drove the person to trade.

· Misrepresentation or omission:

· Scienter is also almost presumed because they are trying to exploit that information.

· Reliance will be presumed once omission of the duty to disclose has been established.

 

 

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

· Cases of insider trading are cases of omission; the insider knows something that you do not know.  

· For an omission to be actionable under Rule 10b-5, there must be a duty to disclose

· Once you find a duty to disclose, the rest of the case is easy.

 

· Chiarella states that there is a duty to disclose only when there is a duty between the individual and the party who provided the information.

· So this is classical insider trading where an employee owes a duty to his employer, thus any information flowing from that relationship shall be disclosed prior to trading.

· Chiarella purchased securities in the target, not his client.

 

· 10b-5 insider trading liability premised on a duty to disclose arising from a relationship of trust and confidence between parties to the transaction:

· There can be no duty to disclose where the person who has traded on inside information "was not corporation's agent, was not a fiduciary, or was not a person in whom the sellers of the securities had placed their trust and confidence.

 

a. Tipper and Tippee liability (Dirks)

· A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach.

· Under some circumstances, tippee may become an insider for disclose/abstain rule

· Tipper can be an insider or constructive insider:

1. Classical insiders (agents of the corporation) that work insider the corporation

2. Constructive insider: Where the insider (1) obtains material nonpublic information from the issuer with (2) an expectation on the part of the corporation that the outsider will keep disclosed information confidential and (3) the relationship at least implies such a duty.

1. Lawyers/accountants WORKING FOR THE ISSUER not in a personal capacity.

 

· Courts will focus on whether tipper receives personal benefit.

 

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

· S&G routine exchanged stock tips

· There's a personal benefit in providing a tip because you expect something in return

· S tipped D out of revenge

· Revenge could be a personal benefit here, not as clear

· S carelessly discussed the fraud in the elevator

· No personal benefit to the tipper, tippee doesn't inherit here.

 

· How about tipee's, tipee's

· Tippee needs to know that tipper breached a duty in order for the tipee's tipee to inherit the duties.

· Tipper needs to breach duty

 

a. A fiduciary trades using information that was misappropriated (Ohagen)

· Rule 10b5-2 addresses the circumstances in which there is a duty based on a relationship of trust and confidence sufficient to find liability under the misappropriation theory approved by O'hagen.

· According to the Rule, such a duty exists if:

· A person agrees to maintain information in confidence

· The person communicating the material non-public information and the recipient "have a history, patter, or practice of sharing confidences" resulting in a reasonable expectation of confidentiality; or

· The person communicating the material non-public information and the recipient are spouses, parents or siblings.

 

· Misappropriation Theory
· Trader breaches fiduciary duty, not to shhs of the company which securities he is trading, but to the source of the information.

· Using confidential information acquired during agency for agent’s own benefit

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

· “… the fiduciary’s fraud is consummated, not when the fiduciary gains the confidential information, but when, without disclosure to his principal, he uses the information to purchase or sell securities…”

 

· Rationale for Theory
· “An investor’s informational disadvantage vis-à-vis a misappropriator with material, nonpublic information stems from contrivance, not luck; it is a disadvantage that cannot be overcome with research or skill.” 

· “insure honest securities markets and thereby promote investor confidence.”  

 

· Chiarella establishes the duty framework that is then used by O'Hagen to require disclosure to the principal.

 

Case name: US v. O'Hagen

Cite: 521 U.S. 642 (1997)

 

Facts: Defendant was an employee of a law firm and learned of a tender offer through communications that occurred within his firm.  Defendant started purchasing stock and call options.  SEC brought charges and a jury convicted defendant on all counts.  Appellate court reversed and held that Rule 10b-5 may not be grounded on a misappropriation theory of securities fraud which the prosecution relied.

 

Issue: Whether a person who trades in securities for personal profit, using confidential information misappropriated in breach of a fiduciary duty to the source of the information, guilty of violating 10b and 10b-5.

 

Holding: The misappropriation theory holds that a person commits fraud in connection with a securities transaction and thereby violates 10b and Rule 10b-5, when he misappropriates confidential information for securities trading purposes, in breach of a duty owed to the source of the information.  The court held that a 10b-5 action could be made under a misappropriation theory because it meets the statutory requirement that there be deceptive conduct in connection with securities transactions.

 

Case Name: Salman v. United States

Cite: 137 S. Ct. 420 (2016)


Facts: Banker gave tips to his brother who then gave tips to his brother in law.  Brother in law traded on this information, was caught by the SEC and was convicted of violating Rule 10b-5.  Salman argues that an insider's gift of confidential information to a trading relative or friend is not enough to establish securities fraud.  Instead, Salman argues a tipper doesn't personally benefit unless there is some pecuniary, property, or other tangible benefit.

 

Issue: Is a gift of confidential information to another person sufficient to uphold a Rule 10b-5 violation?

 

Holding: Yes, the court stated that Dirks controls here and that Maher breached his duty with Citi when he disclosed the information.  By disclosing confidential information as a gift to his brother with the expectation that he would trade on it, Maher breached his duty of trust, a duty that Salman acquired and breached himself by trading on the information with full knowledge that it had been improperly disclosed.

 

a. Trading on info of tender offer (Rule 14e)

· After Chiarella, the SEC quickly adopted Rule 14e-3.  This rule generally makes it illegal to purchase or sell, or cause to be purchased or sold, securities that are or are to be the subject of a tender offer (or certain related securities) when a person "is in possession of material information relating to such tender offer which information he knows or has reason to know is nonpublic and which he knows or has reason to know has been acquired" from the tender offeror or the target, or from someone connected with either.

 

· Rule 14e-3 may be violated without the existence of a related violation of a fiduciary or other such duty, as is required in a Rule 10b-5 case.

· No duty is required; so mere possession of material, nonpublic information about a pending tender offer leads to duty to disclose or abstain

· Tender offer doesn't imply that there is a full buyout, can be less than 50%

 

· Does not apply to mergers.

 

a. Rule 10b5-1(c) Affirmative Defense

· 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 sell or sell the security for the instructing person's account, or

· Adopted a written plan for trading securities

 

· 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. 

 

· The plan must be entered into at a time when the insider has no MNPI about the company or its securities

 

a. Section 16 liability

Persons Liable
· The statute speaks in terms of officers, directors, and greater than 10% beneficial owners.

· Titles

· Officers and directors are subject to Section 16(b)

· Section 3(a)(7): The term "director" means any director of a corporation or any person performing similar functions with respect to any organization, whether incorporated or unincorporated.

· Section 16(a)-1(f): The term "officer" shall mean the issuer's president, principal financial officer, principal accounting officer, any VP of the issuer in charge of a principal business unit, division or function, any other officer who performs a policy-making function, or any other person who performs similar policy-making functions for the issuer.  Officers of the issuer's parent or subsidiaries shall be deemed officers of the issuer if they perform such policy-making functions for the issuer.

 

· Deputization

· Under the deputization theory, 16(b) can apply to a person or entity who, although not otherwise subject to the rule, is represented by a person who sits on the corporation's board of directors.

· Ex. Officer of company 1 sits on the board of company 2 and instructs company 1 to buy company 2 shares.  Courts will hold that company 1 is company 2's director and disgorge profits

 

· Beneficial Ownership

· Under 16(b), an insider must disgorge "profits realized by him" (emphasis added)

· Rule 16a-1(a)(2): The term beneficial owner shall mean any person who directly or indirectly, through any contract, arrangement, understanding, relationship, or otherwise has or shares a direct or indirect pecuniary interest in the equity securities, subject to the following.

· It presumes that "indirect pecuniary interest" includes securities held by immediate family members who share the same home although the presumption can be rebutted.

 

· Section 16(b) provides that
1. Any profit

2. By any person subject to the reporting requirements of 16(a)

3. Realized on any purchase and sale, or sale and purchase

4. Within any period of less than six months

5. Of any non-exempt equity security of an issuer that has an equity security registered under the Exchange Act, or of any security based swap agreement involving any such equity security.

 

Shall inure to and be recoverable by the issuer.

 

Timing of Purchases and Sales
· 16(B) shall not be construed to cover any transaction where a beneficial owner with 10% or more was not such both at the time of purchase and sale, or the sale and purchase.

 

· Section 16(b) provides that it does not "cover any transaction where a 10% BO was not such both at the time of purchase and sale, or vice versal", but the statute is silent on timing issues in the case of officers and directors.

· The SEC has filled the gap and 16(a)-2(a) provides that transactions occurring before a person becomes an officer or director are not subject to section 16 (except when an officer or director becomes subject to the section solely because his or her corporation has registered a class of equity securities under the Exchange Act).

· May not be liable under section 16, but you may be liable under 10b-5 for trading on MNPI

 

· In the case of terminations, all such transaction of officers and directors after termination are subject to section 16 if they can be matched within the required six month period, with a purchase or sale that occurred when the person was an officer or director.

· Theory is that you still know some information and thus, you shouldn't allow to trade even if you're dismissed.

 

Standing to Sue
· Section 16(b) provides that a plaintiff must be the "owner of a security of the issuer" at the time the suit is instituted.  The courts have construed this quite literally, easily finding that individuals who have purchased shares after short-swing trading has occurred to have standing to sue, even though it appears to be driven by litigious interests.

 

Calculation of Profits
· The only rule whereby all possible profits can be surely recovered is that of the lowest price in, highest price out within six months.

· Matches for a multi-share transaction that is broke into components can cover a period of just short of one year, not slightly less than six months.

· The only requirement is that, in each individual match, the purchase and sale must be within six months of each other.

· You can match sales to purchases that occur up to six months before or after the sale to get the largest profits.

 

· Shareholder lawyer can get contingent fee out of any recovery or settlement

 

· Method of Analysis
1. Determine whether the person trading is a section 16 officer or beneficial owner

2. Identify all purchases or sales "covered" by Section 16

1. Transactions are covered when the section 16 officer or beneficial owner meets the criteria at the time of the transaction. (what matters is status before they make the transaction, not after)

2. For executives and officers, they are considered section 16 officers for six months after resignation.  Not considered section 16 officers before their promotion.

3. Match the purchases and sales within a six month period in any manner to calculate the maximum potential gain.  This number is the damages payable to the company.

 

Case Name: Reliance Electric Co. v. Emerson Electric Co.

Cite: 404 US 418 (1972)

 

Facts:  Emerson acquired 13.2% of Dodge's shares in a tender offer where Emerson tried to buyout Dodge.  Dodge found a white knight to acquire the company which was reliance.  Emerson's takeover attempt would fails and they formed a divestiture plan.  They decided to sell in two blocks.  Block 1 would pull ownership below 10% so block two would not be subject to 16(b).

 

Issue: Whether the profits derived from the second sale are recoverable by the Corporation and under 16(b).

 

Holding: The court found that profits from the second sale would not need to be disgorged because the statute states that there is a requirement that the beneficial owner is a 10% holder at the time of purchase and sale.  The court held that the sale would not be disgorged if the sale was made after six months, so likewise, if the 10% threshold is not met, 16(b) should not apply.

 

· Need to be careful and analyze whether multiple lot sales are really just one interrelated sale that is broken into two agreements to evade liability
 

Case Name: Foremost-McKesson, Inc. v. Provident Securities Co.

Cite: 423 U.S. 232 (1976)

 

Facts: Foremost agreed to purchase provident securities in exchange for cash and convertible debt.  The consideration was transferred, and Provident had convertible debt that could convert into greater than 10% of Foremost stock.  Provident then distributed debt securities to its shareholders and reduced its beneficial holdings below 10% and then it sold the securities and distributed the cash to the shareholders.  Question is whether the sale of those debt securities is subject to 16b


Issue: Whether a person purchasing securities that puts his holdings above 10% is a beneficial owner at the time of purchase so that he must account for profits realized on the sale of those securities within 6 months.

 

Holding: 16(b) should only apply to a beneficial owner who had that status before a purchase-sale sequence was initiated.  Thus, in a purchase sale sequence, a beneficial owner must account for profits only if he was a beneficial owner before the purchase.

 

1. Creditors Rights

Creditor Options for Remedies
· Unified Fraudulent Transfer Act / Bankruptcy Code

· Transfers with the "actual intention to hinder, delay, or defraud"

· Transfers without receiving reasonably equivalent value, during or resulting in insolvency.

· Trustee in bankruptcy can void these.

 

· Corporate Law

· Piercing the Corporate Veil

· Fiduciary Duties

· Should the BOD owe fiduciary duties to creditors--the law says no; BOD maximizes shareholder value

· Legal restrictions on distributions

 

Roadmap - Limits on Distributions
· Dividends

· Capital Impairment Balance Sheet Test

· Revaluating Assets

· Repurchases

· Liability for illegal distributions

 

· Dividends
· DGCL 170(a) states that dividends can be paid out of surplus

· Surplus is defined in DGCL and is Net Assets - (stated) capital

· Net assets = Total Assets - Total Liabilities

· Stated capital

· Par value of all issued shares

· Company can't issue stock at a price below par.

· Par value specific in certificate

· Stock sold by issuer for less than par value called "watered stock" or underwater

· Idea behind par value is that company can't sell stock below par value. So if you purchased under water stock under par, then investor would be liable to the corporation.

· Paid in capital or "capital stock"

· Not APIC

 

· Revaluing Assets
· Books of a corporation do not necessarily reflect the current values of its assets and liabilities

· Unrealized appreciation or depreciation can render book values inaccurate.

· Corporation is not bound by its balance sheets for purposes of determining available surplus

· The board may properly revalue assets and liabilities to show a surplus on the basis of acceptable data and by standards (e.g. valuation standards)

 

· Repurchases
· Reasons to repurchase

· Exercise first refusal rights

· Recapitalization

· Preferential tax treatment for investors

· Redeeming preferred stock

· Support stock price: send signal of good prospects; gets rid of FCF

· Need shares for convertible securities; ESOP

· Can only repurchase shares if there is surplus

 

· Liability for Illegal Distributions

· Section 174(a) states that the board is liable for improper dividends.

· BOD needs to make sure there is sufficient surplus for the dividend/repurchase.

· 102(b)(7) provision exculpating will not preclude liability for board in the event illegal dividend declared.

 

· Covenants

· The debt securityholder can do nothing to protect himself against actions of the borrower which jeporardize its ability to pay the debt unless he establishes his rights through contractual provisions set forth in the agreement.

· Negative covenants

· Pay dividends in excess of X

· Issue more senior debt

· Issue new debt that is more than X

· Acquire or merger with another company

· Positive covenants

· Use proceeds from sale to pay down debt

· Provide audited information.

 

§ 154. Determination of amount of capital; capital, surplus and net assets defined.
For each issue of shares of capital stock, the board may specify that only part of the consideration received shall be capital. The board shall specify that amount in dollars. That amount shall be in excess of the aggregate par value, if any, of the shares issued. If no such board resolution is adopted (1) in a cash issue, at the time of issue, or (2) in an issue for consideration other than cash, within 60 days after the issue, then the amount of consideration allotted to capital shall be (a) in an issue of no-par stock, the full consideration, and (b) in an issue of par-value stock, its aggregate par value. In respect of any shares without par value, the amount of consideration so determined to be capital shall be the stated capital of such shares.

 

The excess, if any, at any given time, of the corporation’s net assets over the amount so determined to be capital shall be surplus. Net assets means the amount by which total assets exceed total liabilities.

 

The board may from time to time increase the corporation’s capital by transferring to the capital account a portion of the surplus. The board may allocate the additional capital to any shares of any designated class.

 

For purposes of this section and §§ 160 and 170, the capital of any nonstock corporation shall be zero.

 

§ 170. Dividends; payment; wasting asset corporations.
a. The directors, subject to any restrictions in the charter, may declare and pay dividends upon the shares, either
1. out of the corporation’s surplus, as defined in §§ 154 and 244, or

2. if there is no such surplus, out of its net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year.

No dividend shall be declared or paid while the corporation’s capital, computed in accordance with §§ 154 and 244, is less than the capital represented by all outstanding shares having a preference upon the distribution of assets.

 

The foregoing does not affect a corporation’s obligation given as dividend at a time when the corporation could lawfully declare and pay dividends, nor any payments made on such obligation.

 

§ 160. Corporation’s powers respecting ownership, voting, etc., of its own stock; rights of stock called for redemption.
a. Every corporation may own, and deal in and with, its own shares; except that:

1. When the capital of the corporation is impaired, or would become impaired by the transaction, a nonstock corporation may not purchase or redeem its own shares for cash or other property; a stock corporation may only do so if such shares will be retired upon their acquisition and the capital of the corporation reduced in accordance with §§ 243 and 244 (ordinary shares can be so acquired and retired only if no preferred shares remain outstanding). The foregoing does not affect a corporation’s obligation given as consideration for its acquisition of its shares at a time when its capital was not impaired and did not thereby become impaired.

2. If the corporation has the option to redeem certain shares, it may not purchase them for more than their redemption price.

3. Redemption is possible only in accordance with

i. for stock corporations, § 151 (b) and the charter;

 

§ 173. Declaration and payment of dividends.
No corporation shall pay dividends except in accordance with this chapter.

 

Dividends may be paid in cash, in property, or in shares of the corporation.

 

If the dividend is to be paid in theretofore unissued shares of the corporation, the board shall designate a corresponding amount of capital, which must not be less than the aggregate par value, if any, of the shares paid as dividends. Such designation is unnecessary if shares are being distributed by a corporation pursuant to a split-up or division of its stock rather than as a dividend paid in stock.

 

§ 174. Liability of directors for unlawful payment of dividend or unlawful stock purchase or redemption; exoneration from liability; contribution among directors; subrogation.
a. Within 6 years of any willful or negligent violation of § 160 (illegal share purchase or redemption) or 173 (illegal dividend), the directors under whose administration the same may happen shall be jointly and severally liable to the corporation, and to its creditors in the event of its dissolution or insolvency, to the full amount unlawfully paid, with interest. Any director absent or dissenting from the act or resolution by which the same was done, may avoid liability by causing her dissent to be entered on the books containing the minutes of the proceedings of the directors at the time the same was done, or immediately after such director has notice of the same.

(b./c.) Any director against whom a claim is successfully asserted under this section shall be entitled …

 

a. … to contribution from the other directors who voted for or concurred in the unlawful dividend, stock purchase or stock redemption; and

b. … to be subrogated to the rights of the corporation against stockholders who received the dividends etc. with knowledge of facts indicating that such payment was unlawful under this chapter, in proportion to the amounts received by such stockholders respectively.

 

1. Unincorporated Entities

Limited Partnership

· Partnership having one or more general partners (who run the show) and one or more limited partners (who are passive)

· Formation: Formed by filing certificate of limited partnership with secretary of state

· Liability: General partners has full personal liability; but corporation may serve as GP

· Only LPs who participate in control can be liable

· Duties: Duties of care and loyalty only borne by GPs.

· Not that common--common in O&G

 

Limited Liability Partnership

· General partnership that elects limited liability partnership status by filing statement of qualification (registration).

· All partners in the LLP, though they remain general partners, are afforded limited liability protection.

· Many states restrict liability limitation to tort while contract liability remains unlimited.

· Ex. Only partner involved in or directly supervising is liable in tort's involving partnership.

· Entity is limited to certain professional businesses.

· Other than limited liability component, LLP keeps all other characteristics of a general partnership

 

LLC

· Formation: File articles of organization and draft operating agreement (governing affairs of LLC and members' rights and duties)

· Operating agreements allow the parties to create whatever rules they want in the operating agreement.

· Liability: Members may lose money invested, but personal assets not subject to attachment (like corps)

· LLC liable for actions of members or manager acting in ordinary course with authority

· Corporate veil piercing theories may apply

· Taxes: LLC does not pay taxes and income/losses pass through to members (like partnership)

· No member or manager of a limited liability company is obligated personally for any debt, obligation, or liability of the limited liability company solely by reason of being a member or acting as a manager of the limited liability company
· Freedom of Contract
· Delaware (and most states) provide broad latitude to contract:

· Economic rights: permits creation of separate classes or groups of members and separate series of LLC interests

· Voting rights: can be assigned in any manner (e.g. per capita, by financial interest, by class

· Informational rights

· Fiduciary duties

· Liability in a LLC

· LLC liable for loss or injury caused as a result of a wrongful act of a member or manager acting in the ordinary course of business of the company or with authority of the company.

· No member or manager of a LLC is obligated personally for any debt, obligation, or liability of the LLC solely by reason of being a member or acting as a manager of the LLC.

· But veil piercing theories might apply

 

BUT All or specified members of a limited liability company are liable in their capacity as members for all or specified debts, obligations, or liabilities of the company if:

-a provision to that effect is contained in the articles of organization; and

-a member so liable has consented in writing to the adoption of the provision or to be bound by the provision

 

Primary Characteristics and Differences from Other Entities
· The LLC's chief attributes are that it enjoys limited liability, like a corporation, and pass-through tax treatment, like a partnership

· Like LP interests in an LP, ownership interests in manager-managed LLCs are passive investments, and therefore are often "securities" with all the attendant consequences under federal and state securities laws.  

· Just as with LPs, manager-managed LLCs can be publicly traded.

 

Flexible Governance and the Election between "Member-Management" and "Manager-Management"
· A distinguishing feature of the LLC is its flexible management structure.

· ULLCA is extremely flexible in providing that virtually all of its rules are merely defaults.

· ULLCA 110(a) provides that with the exception of the 11 specific items listed in 110(c), any provision of the ULLCA may be modified or waived completely by agreement.

· An LLC can have any management structure its members desire.

· An LLC need not have any formal agreement governing members' relations.

· They must only file a "certificate of organization" with the Secretary of State or equivalent, the required contents of which are even more minimal than those of a certificate of a LP.

· Most LLCs will have internal operating agreements that are long and detailed because virtually everything in ULLCA can be modified in the agreement.

· Thus, the members are free to set up virtually any management structure they desire.

 

· There are two default options for the management structure of an LLC.
1. Member-Managed LLC
i. This type of LLC is managed in the same way as a general partnership--by equal member participation unless otherwise agreed.\
ii. Member managed firms have largely the same governance structure as default general partnerships.
1. Members have equal participation in management, ordinary disputes are resolved by the majority, and acts outside the ordinary course of business require unanimity.
iii. Default type--looks like a partnership
1. Absent agreement, each member has rights in the management of the LLC based on interest (units)
 

1. Manager-managed LLC
i. This type of LLC is managed by persons hired to manage in exchange for salary, one or more of who may be non-members of the firm.
ii. Here, the managers are equal managers with power to bind, though taking actions outside the ordinary course of business requires unanimous consent of the members.
iii. Looks a lot like a corporation.
iv. Interests in a manager-member llc may be a security while a member-managed LLC would not be a security.
 

· The election of one form or the other is simply made in the operating agreement; in the absence of any agreement, the statutory default is member-management.

· An LLC can be formed and owned by one person, meaning that a sole proprietorship can take LLC status and enjoy limited liability.

 

Fiduciary Duties
· Fiduciary duties in LLCs largely follow the law of general partnerships, but with one major distinction.

· ULLCA provides that members of member-managed companies owe only the fiduciary duties described in 409(b) and (c ), which lay out essentially the duties owed by partners in a general partnership (i.e. duty of loyalty and care).
· In manager-managed companies, the members owe no duties at all to the company or one another, except to perform their obligations under the operating agreement in good faith.
· Instead, the managers hired to manage the firm for them owe the same fiduciary duties the member managers would have owed in their place (which is to say the duties of care and loyalty).
· Where a member in a manager-managed firm is given some management rights under an operating agreement, the person bears the ordinary obligations under 409 b and c to the extent of his role in management.
 

· Delaware Code tit. 6, § 18-1101(c)(2): fiduciary “duties and liabilities may be expanded or restricted by provisions in a limited liability company agreement”

· Modifying fiduciary duties must be done expressly and unambiguously in the limited liability company agreement. 

· E.g.: “The [Manager] shall owe no fiduciary duties to the Company or the Members…

· Only covenant of good faith and fair dealing can’t be removed

 

Piercing the Veil
· Individual LLC members especially in manager-managed firms can face difficulty ensuring that the interests of the LLC are protected.

· Thus, code drafters have borrowed the corporate law concept of "derivative litigation.

· The managers of manager-managed LLCs hold the management powers, and members who do not themselves serve as managers have essentially none.

· The decision to file a lawsuit is a managerial act, and  so it can be exercised only by managers.

· When those duties are breached, the only people with authority to enforce them are often the breaching managers themselves.

· So, the law permits non-member managers to bring "derivative" lawsuits against them.

· ULLC 802-806 set out a derivative litigation right for members that is essentially the same as the right held by corporate shareholders, and is more or less identical to the derivative rules in RUPLA.

· Specifically, where a member can show some injury to the LLC, the member can sue in place of the LLC.

· Before bringing suit, the member must make a demand on the managers that they address the problem internally, and must then plead either that the demand was refused or that it would have been futile.

 

· A different problem is posed by an undercapitalized LLC sued by creditors for its debts.

· Under the case law of most jurisdictions it is possible to "pierce the veil" of the LLCs limited liability protection.

· Generally speaking, a court will pierce the veil where the owners of the firm have not respected it as a separate entity.  Relevant evidence includes whether they have commingled their personal funds with the entity's funds, whether they have used the entity for personal purposes or to advance the interests of other entities they control, whether the entity is grossly undercapitalized, and whether they have observed formalities in the running of its business, such as the holding of proper meetings and keeping proper books.

· ULLCA 304(b) provides that the failure of an LLC to observe formalities is not a ground for imposing liability on any of its managers or members.

 

Distributions, Transferability, Liquidity, and Exit
· LLC interests are freely transferable in the absence of contrary agreement, but as in other incorporated forms the transferee will only receive a right to the transferor's distributions from the firm.

· Membership in a default LLC can either be relatively liquid or quite illiquid, depending on whether the jurisdiction recognizes a right of mandatory buyout.

· In those states without it, along with the fact that, as with general and limited partnerships, LLC members have no default right to interim distributions, LLC members are at somewhat increased risk of minority oppression, akin to that in closely held corps.

· At first, LLCs statutes mirrored partnership law: members had the right to exit (e.g., “dissociate”) and receive the value of their interest.

· Modern trend moves away from this.  Members might “dissociate” and no longer be contractually bound, but don’t have to be bought out (i.e., only retain economic rights to receive distributions).

· But Operating Agreement can set the rules

 

· Generally, LLC interests are freely transferable (unless otherwise provided in agreement), but transferee only receives economic rights (i.e., to receive distributions).

· Operating agreement may provide otherwise

· Restrict all transferability

· Allow all rights to be transferred

 

 

 


 

 

 

 

 

 

 

 

 

 

 

 

