
BUSINESS ASSOCIATIONS OUTLINE
I. AGENCY LAW
A. ESTABLISHING THE AGENCY RELATIONSHIP
1. Agency Defined
a) Fiduciary relationship that arises when a (1) principal manifests assent to an agent that the agent shall act on the principal’s behalf, (2) subject to the principal’s control, and (3) the agent manifests assent/otherwise consents to act subject to P’s control. 
(1) Assent can be expressed verbally OR by conduct. Don’t need to have a formal K or compensation to start an agency relationship, although the parties can (i.e., employment Ks). Parties don’t have to intend to create an agency relationship → You can also walk into the relationship unknowingly, which has legal consequences. K can modify the duties that the agent owes the principal (i.e., can waive duty of care or modify duty of loyalty), but K can’t contractually affect the rights of third parties.
2. Cases re: Establishing Agency Relationship
a) Gorton v. Doty (agency relationship created)
(1) Background
(a) HS football game; coach drove teacher’s car to an away game and student was injured in an accident on the way. Teacher asked the coach if she needed a car; she offered hers if he drove it, to which he agreed. 
(b) Gortons sued the teacher as the coach’s principal. The coach was the agent and the teacher was the principal while he was driving her car; therefore, teacher was liable for the coach's tort in driving negligently.
(c) Evidence of agency relationship: convo b/w teacher & coach. Convo important b/c it contains the assent of both principal & agent.
(2) 3 Prongs for Establishing Agency Relationship
(a) Principal manifests assent that the agent act on the principal’s behalf: Teacher wanted coach to act on her behalf when she said he could use her car if he drove it, rather than driving the kids herself.  
(b) Agent subject to principal’s control: When the teacher told the coach that only he could drive her car, that agent was subject to the principal’s control. In doing so, the teacher imposed conditions, which was enough for the court to show control.
(c) Agent assented to act on the principal’s behalf: Coach assented by saying he would drive her car.
b) Warren Case (agency relationship created b/c of de facto control exerted over lender)
(1) Facts & Analysis
(a) Company that buys grain from farmers, stores it, & sells grain to terminal operators (direct purchasers). They exchange some of the grain on the market. Although Warren is sketchy, their big asset was having a grain elevator, which is expensive to build/maintain, needs to be located along a railroad w/ K w/ rail line = local monopoly. 
(b) Cargill was interested in purchasing grain from Warren’s area and so had to deal w/ Warren, b/c W had grain elevator for that area. Cargill enters K w/ Warren and gets right of first refusal on grain w/ Warren. Cargill also starts financing Warren’s operations, which is part of the deal. Cargill kept lending additional money to Warren; Warren kept selling more grain to Cargill. At one point, Cargill was buying 90% of Warren’s grain.
(c) Warren eventually goes broke. Cargill loses money due to unpaid loans by Warren. Farmers aren’t getting paid by Warren for the grain they gave to Warren to store & sell. Cargill & farmers lost a lot of money.
(d) Farmers sue C & W b/c W has no money; although you can always sue the agent, the agent often doesn’t have money, so the principal is sued often as well too: C has deeper pockets. Farmers need to establish C & W were in a principal-agent relationship as a threshold matter. 
(e) Opinion: Warren was the agent; Cargill was the principal. Apply 3 prong test: 
(i) Prong 1: Agent acts on principal’s behalf: C wanted the grain; W got the grain from the farmers & delivered it to C. 
(ii) Prong 2: Subject to principal’s control: C’s role as a lender, aggressive financing & restrictive covenants. Enough to satisfy prong: C was telling W how to run its business. Lending relationship is essential to establishing agency relationship b/c W is buying grain from farmers & selling grain to C to make a profit. C exercised control over W (C had rights over how W operated). 
(iii) Prong 3: Agent manifests assent: W agreed and received the loaned money from C. W has nothing at stake in the case. Court glosses over this prong; assumes that by taking the actions, W manifested assent.
(2) Creditor Becoming Principal: drawing distinction when creditor becomes a principal.
(a) Test: Creditor becomes principal at the point it assumes de facto control over the conduct/management of the debtor. C exercised power over W as a lender and therefore crossed the line from creditor to principal. 
(3) Court’s factors for de facto control to establish C had control over W: C kept extending more credit; became more actively involved.
(a) W’s inability to enter into mortgages, purchase stocks or pay dividends w/out C’s approval (common covenant in lending relationships). 
(b) C’s right of entry onto W’s premises to check/audit (common covenant in lending relationships).
(c) C’s power to discontinue financing of W’s operations (common covenant in lending relationships).
(d) C’s recommendations to W by telephone (not as common in lending relationships, but not unheard of)
(e) C’s correspondence and criticism re: W’s finances, salaries and inventory (not as common in lending relationships)
(f) C’s determination that W needed strong paternal guidance (observation)
(g) C’s right of first refusal on grain (evidence of control)
(h) Financing all W’s purchase of grain & op. expenses (C had a lot of power over W; makes other operations look sketchy b/c of C’s control)
B. PRINCIPAL’S LIABILITY TO THIRD PARTIES
1. PRINCIPAL’S CONTRACT LIABILITY
a) PRINCIPAL LIABILITY FOR AGENT’S ACTS
(1) ACTUAL & APPARENT AUTHORITY
(a) Types of Authority: actual & apparent can co-exist, but authority is only 1 or the other. Doesn’t matter what type of authority is present; if at least 1 type is present, the principal is bound by the agent’s acts. Often, both types of authority are present. Whoever is trying to enforce the K bears the burden of establishing authority.
(i) Actual authority (express or implied): Agent acts w/ actual authority when agent reasonably believes in accordance w/ principal’s manifestations to agent that principal wishes agent to act. Focuses on the agent's reasonable interpretation of P’s manifestations. Fact-intensive (past practices & customs matter).
(a) Express Authority
(i) Principal tells agent to do X, and agent does X → Principal is bound. Judged by agent’s reasonable interpretation of what principal told agent to do.
(b) Implied Authority
(i) Agent has actual authority to take action (1) implied in principal’s manifestations to agent and (2) acts necessary/incidental to achieving principal’s objectives, as the agent reasonably understands the principal’s manifestations/objectives when the agent determines how to act.
(ii) Has to be reasonable for the agent to believe that the act was necessary to accomplish the principal’s objective. Principal is bound if the agent acted reasonably in doing something else to accomplish that objective. If the principal doesn’t want the agent to take certain actions, the principal has to take discretion away from the agent. 
(iii) Also look at the course of dealings/past experience, which goes to interpretation of whether an agent’s beliefs are reasonable; custom: if it’s customary for agent to have certain powers, agent has actual implied authority to exercise those powers unless P expressly directs otherwise. 
(ii) Apparent authority: Focuses on third party’s reasonable interpretation of P’s intent traceable to P’s manifestations.
(a) Power held by A to affect P’s legal relations w/ third parties when third party reasonably believes actor has authority to act on behalf of the P and that belief is traceable to P’s manifestations. Manifestation is the position that the principal gives the agent. All that matters is the info the third party gets from the principal; from their perspective, they think the agent is authorized. Don’t have to be privy to any conversations b/w principal & agent. Consider the third party’s belief based solely on what they know. 
(b) Ask whether third party believed agent had authority to act on principal’s behalf. Belief has to come from principal’s manifestation, which has to come from the principal, but can be communicated via agents.
(b) Udall Case (auctioneer had apparent authority to sell the house for erroneous price).
(i) Facts & Analysis
(a) Third party (Udall) bought property in an auction conducted by an agent (ABC) retained by principal (TD Escrow) to sell property that was foreclosed. Udall wins the auction and is trying to enforce the sale K against TD Escrow. Principal doesn’t want to give the title; agent started bid way lower than he was instructed to by the principal.
(b) TD Escrow argues agent was not authorized to sell the property for that price. Principal loses argument b/c there was apparent authority; Udall had objectively reasonable belief that ABC was authorized to sell the property for that price because ABC was running the auction. Ask whether the agent has authority to enter the K. 
(c) There was no actual authority: agent wasn’t authorized to sell the property for that price.
(d) Udall can enforce K; it is binding on the principal b/c there was apparent authority, even though there was no actual authority to sell the house for erroneous price.
(e) Even though TD is bound by the K, TD can sue ABC to recover money lost on the house b/c ABC didn’t do what principal expressly authorized.    
(c) Essco Case (actual and apparent authority to enter K)
(i) Facts & Analysis:
(a) Diversified was a third party that historically supplied foam to Harvard Industries (the principal), a chair company. Agent is Gray, an employee of Harvard (purchasing manager). Gray enters K w/ Diversified to supply foam to Harvard. Harvard’s president, who implemented policy changes to occur in writing, learns of K entered into by Gray, which the president did not approve in writing; He therefore invalidates the K entered into by Gray. Third party sues for breach of K.   
(b) Gray had actual implied authority to bind Harvard in the K w/ Diversified. Court states even though Harvard had policy re: written Ks, it was not clear Gray was told he had to follow that policy. Certain people in Gray’s position were able to use their discretion. 
(c) Apparent authority: purchasing managers customarily have the ability to enter into these types of Ks, which is enough to create apparent authority. If Harvard wanted to destroy apparent authority w/ new policy requiring written Ks, then Harvard needed to notify all of its suppliers to let them know (apparent authority lingers absent notification to third parties), rather than dealing exclusively w/ Gray.
(d) Cutback of actual authority doesn’t affect apparent authority if the third party is not aware of the cutting back of the agent’s authority; apparent authority remains unless T has notice of A’s lack of authority. 
(2) LIABILITY OF UNDISCLOSED PRINCIPAL
(a) Undisclosed (agent is a party to the K): At the time of transaction, third party has no notice she’s dealing w/ an agent acting for a principal. If principal is undisclosed, they can’t claim a manifestation b/c principal is unknown (no apparent authority). Concern is always to protect the expectation of the third party.     
(i) Rst. 2.06: Undisclosed Principal Liability for Apparent Authority 
(a) Estoppel Theory: 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 principal’s behalf w/out actual authority if the principal has notice of the agent’s conduct but did not take reasonable steps to notify them of the facts or intentionally/carelessly caused such belief. P should have let the third parties know what was going on. 
(b) Expansion of Apparent Authority (covers third parties where P’s not disclosed): An undisclosed principal may not rely on instructions that reduce the agent’s authority to less than the authority a third party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed. P should not have put the agent in a position where the agent appears to have more authority than they actually do. Burden on P; if they want to remain undisclosed, they have to ensure third parties are not being led astray.
(b) Hoddeson Case (estoppel theory for apparent authority of an undisclosed principal - customer justifiably induced to make a detrimental change in position by the agent)
(i) Facts: Man in gray suit (uniform of employees at that furniture store) who accepted P’s furniture order and cash was an imposter. Transaction w/ imposter took 30-40 minutes. Store argues P doesn’t have a K w/ the store. Imposter was not an agent; agency must be established before analyzing the authority theories. 
(ii) None of the authority theories that can bind the P apply:
(a) No apparent b/c no traceable manifestation from the store that could lead third party to believe the imposter had authority to bind the principal. No actual because the imposter was not given permission to do the transaction. 
(iii) Estoppel to Deny Existence of Agency Relationship: principal is responsible for false belief and liable to the third party, even though the agent isn’t a real agent, b/c the third party justifiably believes the person is acting as an agent. Third party’s belief was formed and caused by the principal. P is estopped from denying agency relationship to escape liability.
(a) Estoppel theory applied: A principal who has not made a manifestation that an actor has authority as an agent is subject to liability to a third party who justifiably is induced to make a detrimental change in position b/c the transaction is justifiably believed to be on the person’s account, if:
(i) Principal intentionally/carelessly caused such belief or
(ii) Having notice of such belief and that it might induce others to change their positions, the principal did not take reasonable steps to notify them of the facts. 
(iv) Third party must establish detrimental change in position (more than just entering a K; need to have lost some money) b/c they believed they were dealing w/ an agent. If Hoddeson and alleged imposter had merely entered into a K for the purchase of furniture, rather than exchanging money, there would have not been a detrimental change and Hoddeson would not have been able to assert estoppel theory and K would not be enforceable. 
(v) In this case, Hoddeson is the third party, who believed the imposter was a salesperson b/c he wore a gray suit, had a notebook, and she talked to him for 40 minutes. Store was responsible for false belief b/c they should have been monitoring the employees. Store carelessly caused Hodden’s false belief b/c they didn’t take necessary precautions to ensure imposters didn’t pretend to be salesmen. Hoddeson suffered a detrimental change in position (loss of cash) as a result of the store’s carelessness. 
(3) RATIFICATION
(a) Overview
(i) Ratification is the affirmation of a prior act done by another, whereby the act is retroactively given effect as if done by an agent acting with actual authority. Also applies to Ks entered into by imposters who aren’t really agents. All or nothing proposition (if P wants to ratify, it has to be the entire K). Ratification is not valid if made w/out knowledge of material facts.
(a) Affirmation Nuances: Principal can expressly manifest assent to be bound by the K. Affirmance can also be implied by conduct that justifies a reasonable assumption of assent; i.e.:
(i) Accepting/retaining benefits when it is possible to decline them
(ii) Silence or failure to act 
(iii) Principal brings lawsuit to enforce K
(ii) Ratification and the Third Party Limitations
(a) Ratification is not effective where it would be unfair to bind the third party to the K:
(i) Prior to ratification, third party (1) manifested intent to w/draw from transaction, or (2) material change in circumstances b/w transaction and ratification that would make it inequitable to bind third party
2. TYPES OF PRINCIPALS & AGENT’S LIABILITY UNDER THE K
a) Types of Principals
(1) Disclosed: T knows she’s dealing w/ an A and who the P is; agent is NOT a party to the K unless otherwise agreed
(2) Undisclosed: T does not know she’s dealing w/ an A or who the P is; she thinks the A is the P; agent is a party to the K
(3) Partially disclosed/unidentified: at time of transaction, third party knows she is dealing w/ an agent and knows there’s a principal, but has no notice of the principal’s identity. Agent is a party to the K unless otherwise agreed.
b) Agent’s liability: acting without authority
(1) If A lacks actual authority but P is bound b/c of apparent authority, P may recover damages from A b/c A disobeyed P. 
(2) If A lacks actual authority and apparent authority but represents otherwise, A is liable to T if P refuses to ratify K. P not bound by K. A breached warranty of authority. 
c) Third party bound to P in K
(1) When agent acts w/ actual or apparent authority acting on behalf of P, the T is bound to the K
(2) Undisclosed principal: T generally still bound by the K except when T can show he would not have entered the K if he knew who the principal was and the agents knew this about the T. Generally not about the terms of the K, but about dealing w/ the principal. T has no duty to inquire about the P, but he must show fraudulent inducement into the K and that the P & A knew what they were doing and hiding what was going on to induce T into the K. 
3. PRINCIPAL’S TORT LIABILITY
a) PRINCIPAL TORT LIABILITY: 
(1) Principal’s Tort Liability: a principal is subject to liability to a third party harmed by the agent’s tortious conduct. 
(2) 2 theories for P’s liability:
(a) Direct liability: 
(i) Applies to torts committed by all agents:
(a) A’s tortious conduct is w/in scope of A’s actual authority or ratified by P
(i) Example: I own apartment building and tenant hasn’t paid. I tell manager to throw tenant’s items off balcony. A is liable for throwing tenant’s items off balcony; manager is also directly liable b/c he told A to throw items off.
(b) Harm caused by P’s negligence in selecting/training/supervising/controlling A
(i) Example: I own apartment building and hire a manager who gets enraged easily and physically assaults them and I know/should know he’s prone to doing that. When manager beats up tenant, I’m directly liable due to my negligence. 
(c) P delegates performance of a duty to use care to protect other persons or their property to an agent who fails to perform this duty
(i) Non-delegable duties; Toti case. P is automatically liable for A breaching duty of care. Example: A conducting dangerous activities; P owes duty to public to conduct those activities in a careful manner to minimize harm; this duty is non-delegable.
(ii) If agent is independent contractor, P is not directly liable for torts committed by the contractor or contractor’s employees unless: P retains right/control over aspect of the work in which the tort occurs; P selects incompetent contractor (negligent hiring); Activity is dangerous “nuisance per se.”
(b) Vicarious liability
(i) Generally applies only to torts committed by “employee” agents
(ii) An employer is subject to vicarious liability for a tort committed by its employee acting w/in the scope of employment to further employer’s purpose while performing work typical of employment
(iii) If tortfeasor’s not an agent, P won’t be liable. If tortfeasor’s an agent, need to ask if they’re an employee (generally, if not an employee, P’s not liable). If the agent is an employee, then ask whether conduct occurred w/in scope of employment. If yes, then P is vicariously liable. If not, analyze whether P can be held directly liable (authorized/ratified; negligent; delegated non-delegable duties). If not, then P’s not liable.
(iv) Factors re whether agent is an employee: analyze appearance, performance, financial risk, and termination.
(a) An employee is an agent whose principal controls/has the right to control the manner/means of the agent’s performance of work; P tells A what to do and how to do it. P both gives instructions and supervises the agent. 
(v) Indicators of employee status: Ps and As’ beliefs about relationship; whether A’s paid by job or w/ unit wage; term of relationship; whether A’s work is part of P’s regular business, work location, who provides supplies; extent of P’s control over work details; whether A has a distinct business; skill required of A. 
(c) Scope of Employment (3 prongs)
(i) To be w/in scope of employment, act must be of general kind the employee was hired to perform AND conduct must be substantially w/in the time/space limits authorized by the employment AND employee must be motivated at least partially by a purpose of serving the employer.
(a) Frolic & detour (goes to the second prong of conduct occurring w/in time and space of employment): employee’s travel during the workday that is not w/in the scope of employment has long been termed a frolic of the employee’s own. 
(b) De minimis departures (detours) from assigned routes are not frolics. A frolic may also consist of activity on an employer’s premises and w/in working hours. 
(3) Millsap Case (independent contractor)
(a) Facts: FedEx flies package to airport; FedEx outsourced delivery → hired another delivery company (NCE) to deliver the package to the customer. NCE hired people to deliver packages. Pence delivered the package in this case and gets into an accident while doing so. Victim sued Pence; question is whether she can sue both NCE and FedEx. 
(b) Issue: whether Pence was an employee of NCE. If not an employee, NCE’s not liable. 
(c) Reasoning: analyze appearances (Pence & NCE didn’t consider themselves to be in an employer-employee relationship), performance (instruction, supervision), financial risks (method of payment, wages, investments), termination (whether NCE can unilaterally end the relationship w/out cause, which indicates how much power NCE has over the relationship). 
(i) Pence was an IC, not an employee, b/c NCE didn’t control the manner in which Pence could execute the delivery, but only told him to deliver the package. Pence used his own car, paid for his own gas, insurance & car repairs (bearing financial risks of an independent business), he wasn’t given a wage, but rather a lump sum when there were packages to be delivered → all factors point to Pence being an IC. Court focuses a lot on performance and lack of instruction that Pence received to complete his job. NCE didn’t have enough control over Pence’s performance for him to be an employee. 
(4)  Brose Case (unclear whether independent contractor or employee)
(a) Facts: newspaper company delivers papers to people’s homes. Company hired individuals who would pick up the newspapers and deliver the papers on specific routes chosen by the delivery people. One person does her route in a car and allows another person to do her route, who gets into an accident.
(b) Issue: whether victim could sue newspaper company; clear she could sue the person driving the car. 
(c) Reasoning: analyze appearances, performance, financial risks, termination. 
(i) Court thinks the delivery person could be an employee b/c elements of Doucette’s agreement indicated she might be an employee; i.e., termination provision (position could be terminated for cause), company had more control over delivery person’s method of delivery and payment methods. Doucette had to finish her route by a certain time each day and deliver them ASAP after picking them up, she had a predetermined route. Court made a big deal about the newspaper’s control over Doucette’s performance. Customers called Doucette if they wanted to be removed from the route, whereas others called the company directly. She’s not paid a salary or wage, but is paid based on how many newspapers she delivers (she’s bearing a financial risk, but the risk is minimal). Result is unclear, so court remands for jury determination.  
(5) Jackson v. AEG Case (independent contractor)
(a) Facts: MJ going on UK concert tour; entered K w/ AEG (promoter of tour). MJ requested Dr. Murray to go on tour w/ them. AEG hires Murray as MJ’s personal doctor. MJ overdoses & dies as a result of Murray’s negligence. MJ’s family brings case; they can clearly sue Murray. 
(b) Issue is whether MJ’s family can also sue AEG by claiming Murray was AEG’s employee.
(c) Reasoning: Murray was an IC b/c AEG did not have sufficient control over Murray’s treatment of MJ. AEG’s interactions w/ Murray were limited, Murray controlled how he treated MJ & used his own equipment, Murray considered MJ as his employer. MJ could terminate Murray for any reason, whereas AEG could only terminate Murray w/ cause. Doctor’s not an employee (probably also not even an agent). 
(i) Appearances: MJ requested Murray; AEG never hired Murray but rather facilitated the deal. No one saw Murray as an agent of AEG, but rather as MJ’s doctor. 
(ii) Performance: AEG didn’t tell Murray what to do or how to do it, esp since he’s a doctor. Professionals are more likely to be ICs rather than employees b/c if work takes skills, it’s less likely the principal can supervise the agent’s work. Pros also have rep to protect, so pros have incentives not to screw up their jobs. He used his own equipment, AEG didn’t provide anything to him. 
(iii) Financial risk: MJ paid Murray. 
(iv) Termination: AEG could only terminate w/ cause; MJ had right to terminate Murray at any time.  
(6) Perez Case (employee acted w/in scope of employment)
(a) Facts: Farm worker’s job is to use a tractor to prepare the field w/ a disking attachment. Farm worker brings his nephew onto the tractor, which only has 1 seat. Nephew falls off and into attachment. Company rule was not to have other people on the tractor. 
(b) Issue: whether the nephew's family can sue the owner of the farm.
(c) Reasoning: establishing vicarious liability: uncle is an employee b/c he was instructed on how to do his job & had to follow principal’s schedule, financial risk was w/ farm owner b/c it was his tractor, he was paid a wage, provided the truck and told not to bring people on it; he was also acting w/in the scope of employment b/c act of being on a tractor was of the kind he was hired to perform, was w/in time and space of what he would normally do on the job, he was at least partially motivated to serve the employer. Employer tried to argue employee was motivated by personal reasons. However, he was ultimately driving the truck to tend the fields, which furthered the employer’s interest. Employer also argued they told him not to bring anyone else on the tractor; court doesn’t buy this argument b/c ultimately, he was doing what he was hired to do. Only difference is he performed this task in a negligent manner, which is not enough to absolve principals. Principal telling agent not to be negligent does not absolve the principal of liability for the agent’s negligence.
(7) Lourim v. Swensen (employee acted w/in scope of employment)
(a) Principal: Boy Scouts; Agent: scout leader; he was a volunteer. Boy Scout is the third party, who was sexually abused by the scout leader (tort). Kid can sue scout leader; issue is whether they can sue the Boy Scouts. Parents sued Boy Scouts under vicarious liability theory.
(b) First need to establish the troop leader was an employee. Gratuitous employee is still an employee. The key is that the scout leader was an agent of the Boy Scouts b/c acted on their behalf, subject to their control, and the Boy Scouts controlled the manner/means of what the leader did. 
(c) A’s conduct w/in scope of employment: need to establish 3 prongs. Here, conduct occurred w/in time/space limits authorized by employment b/c he was acting as a troop leader at the time. Harder to establish 2nd and 3rd prongs b/c tort is intentional and underlying conduct doesn’t seem to serve the Boy Scouts’ purpose and it wasn’t the kind of act the troop leader was hired to perform. 
(d) Court focused on creating a relationship w/ the kids and their families, gaining trust and how the troop leader’s actions on behalf of the Boy Scouts led to his intentional tortious conduct. Focus not so much on the sexual assault itself, but b/c of the work that he did as a troop leader that he ended up in the position where the tort could occur b/c he gained the kids’ trust. Outgrowth of performance gave rise to circumstances and opportunities to commit the intentional tort. Shows how courts have adapted the prongs to bring in intentional torts as w/n the scope of employment.
(e) Why hold the Boy Scouts responsible for the troop leader’s conduct: kids are vulnerable, so stakes need to be higher for the principals b/c it incentivizes the principals to take higher precautionary measures, as Boy Scouts are in the best position to prevent this harm from happening and need to be careful choosing troop leaders.          
(8) Jackson v. Righter (employee did not act w/in scope of employment)
(a) Third party: ex-husband. Principal: ex-wife’s employer. Agent: supervisors w/ whom the wife had affairs. Ex-husband sued employer for alienation of his wife’s affection (alleged tort). Husband trying to hold company liable for those torts.
(b) Establishing vicarious liability: supervisors were employees. Need to establish 3 prongs for whether conduct was w/in scope of employment. Court says conduct was not w/in scope of employment b/c conduct wasn’t of the kind the employee was hired to perform; conduct also didn’t serve the employer’s purpose; rather, the conduct was motivated purely by personal reasons.
(9) Majestic Realty v. Toti (nuisance per se - although independent contractor, P’s likely still liable b/c activity was inherently dangerous)
(a) City acquired a few blocks to build a parking lot and hires Toti to demolish buildings. Toti is probably not the city’s employee, even though Toti’s an agent, b/c the city’s not controlling manner/means of how Toti performs; Toti has expertise & brings its own instruments to demolish the building. While demolishing a tall building, a Toti employee caused damage to a neighboring structure. First issue is whether Toti is liable for its employee’s tort → yes, b/c employee committed tort while acting w/in scope of employment.
(b) Main issue is whether the city’s liable for Toti’s employee’s tort. If agent Toti is independent contractor, the city is not directly liable for torts committed by the contractor or contractor’s employees unless:
(i) P retains right/control over aspect of the work in which the tort occurs
(ii) P selects incompetent contractor (negligent hiring)
(iii) Activity is dangerous “nuisance per se” → applicable here b/c the construction was inherently dangerous activity.
(a) Nuisance per se exception: independent contractor’s negligence is attributed to the principal.
(i) Inherently dangerous activity: activity that creates a peculiar risk of harm to others unless special precautions are taken. Person performing activity needs to know what they’re doing; if they don’t take precautions, bad things will happen. P’s if independent contractor was negligent in performing inherently dangerous activity. 
(ii) Distinguished b/c: when an activity is abnormally dangerous, it is important not only that the people engaged in it use the highest practicable degree of skill and caution, but also, since even if they do so, accidents may well result, that the people who have authorized the activity consider the possibility of preventing some accidents by curtailing the activity or eliminating it altogether. The fact that a very high degree of care is cost justified implies the P should be induced to wrack his brain as well as the I/C for ways of minimizing the danger posed by the activity. Once the principal is liable, the principal has incentive to prevent the harm from happening. Principal is also fully internalizing the cost of that activity, which incentivizes them to engage in less of that activity.  
C. FRANCHISES 
1. Overview
a) Torts happen in franchises; franchisee will be liable for torts committed by its employees while acting w/in the course and scope of employment. Issue is whether franchisor is liable for employee’s tort; franchisor will argue the employee belongs to the franchisee, not them. If the franchisor has a principal-agent relationship w/ franchisee, then franchisor will be liable for torts of franchisee’s employees.
2. Murphy v. Holiday Inn (franchisor not liable)
a) Slip and fall case at a hotel. P sues Holiday Inn (franchisor). Holiday Inn doesn’t own the hotel, even though it’s branded w/ hotel’s name. Hotel is owned by Betsy (franchisee), who hires the employees. P doesn’t sue Betsy b/c Betsy has no money. 
b) Betsy and Holiday Inn are in a franchisee-franchisor relationship. Court analyzes K to determine how much control the franchise K gives Holiday Inn (whether Betsy is Holiday Inn’s employee).
c) Franchise K expressly denies that the parties are principal-agent. K only gave Holiday Inn powers to approve location and plans, receive quarterly reports on operations and franchisee retained records, and periodic inspections to assure quality standard and compliance. 
d) Holiday Inn did not have enough control of the hotel. They did not have the power to control daily maintenance of the premises, control franchisee’s current business expenditures, fix rates, or demand profit shares, or hire/fire franchisee’s employees, determine wages/working conditions, set standards for employee skills or productivity.
3. Miller v. McDonald’s (franchisor liable)
a) P bit into foreign object at McD’s restaurant operated by local franchisee. She sued the franchisor. Trial court granted McD SJ on grounds it didn’t own/operate restaurant. 
b) Appellate court: certain factual issues preclude SJ. Tort happened in food preparation; goal is to determine who had control over the food preparation (whether McD’s retained enough control over the food preparation). Focuses more on activity of food preparation as opposed to the overall relationship between the franchisee/franchisor. 
c) Miller runs contrary to prevailing rule that quality and operational standards contained in franchise K are generally insufficient to support franchisor vicarious liability. 
4. Patterson v. Domino’s (franchisor not liable)
a) Employee sexually harassed by another employee at a Domino’s. Store is owned/run by franchisee (not owned by Domino’s). P sues owner of store and Domino’s, arguing Domino’s is the franchisee’s principal. Trial court grants SJ in favor of Domino’s b/c franchisee was an I/C and tortfeasor was not an employee or agent of Domino’s for purposes of imposing vicarious liability. Appellate court reversed.
b) Cal Supreme Court says they cannot conclude that franchise operating systems necessarily establish the kind of employment relationship in this case. 
(1) A franchisor becomes potentially liable for actions of the franchisee’s employees only if it has retained or assumed a general right of control over factors such as hiring, direction, supervision, discipline, discharge and relevant daily aspects of the workplace behavior of the franchisee’s employees. This case concerned an HR problem; for Domino’s to be liable, it would have had to retain enough control over how employees were hired.
D. FIDUCIARY DUTIES OF AGENTS TO PRINCIPALS
1. FIDUCIARY DUTIES: CARE AND LOYALTY
a) Duty of care, competence, and diligence 
(a) Subject to any agreement w/ principal, agent has duty to act w/ care, competence and diligence normally exercised by agents in similar circumstances. If an agent’s not careful and harms third party who sues P (likely b/c A usually doesn’t have enough money), P can sue A b/c A violated duty of care to P (2 lawsuits arising from the same tort).
(i) Duty of care is a default rule that applies if the parties have not agreed otherwise. Parties can contract around/easily modify the default rule; principal and agent can agree to set a higher/lower standard of performance or eliminate the duty of care altogether. Courts will uphold these agreements. Absent any such agreement, the duty of care rule applies. 
(b) If an agent possesses special skills/knowledge, the agent has a duty to act w/ care, competence and diligence normally exercised by agents w/ such skills and knowledge.
(c) Duty of care also applies to gratuitous agents; agents might seek a contractual clause in this situation for a lower duty of care since they’re not getting paid. 
(2) Duty to act as authorized and follow instructions: agent must follow instructions received from principal and not go beyond their actual authority (doesn’t affect the rights of third parties if the agent has apparent authority; if agent did not have actual authority, P can sue A for duty breach). 
(a) Agent has duty to take action only w/in scope of agent’s actual authority
(b) Agent has duty to comply w/ all lawful instructions received from principal concerning agent’s actions on behalf of the principal
(c) If agent’s action beyond the scope of agent’s actual authority causes loss to the principal, the agent is subject to liability to the principal for any loss caused to the principal. 
(3) Duty to provide info
(a) Agent has duty to use reasonable effort to provide principal w/ facts agent knows/has reason to know the principal would wish to have the facts or the facts are material to the agent’s duties, and the facts can be provided to the principal w/out violating superior duty to another person
(i) Rst illustration: P owns Blackacre and lists it for sale w/ A; T makes offer to buy Blackacre for $100K; before T’s offer is accepted by principal, A learns S is willing to pay $120K for Blackacre. A has a duty to convey this info to the P. Once P learns of that offer, he likely won’t accept T’s offer.
b) Duty of loyalty: agent has to put principal’s financial wellbeing ahead of the agent’s own. P and A can try to contract around the duty of loyalty, but this is subject to notification requirements (not as easy to contract around as duty of care). 
(1) General duty of loyalty: Agent has fiduciary duty to act loyally for principal’s benefit in all matters connected w/ agency relationship. Agent subordinates his interests (financial and otherwise) to those of the principal and places the principal’s interests first as to matters connected w/ the agency relationship. Agent has to give in to w/e is best for the principal, not what is best for the agent. 
(2) Specific loyalty duties that A owes P: 
(a) Excess Benefits Rule: Agent has duty not to acquire material benefit/additional compensation from third party in connection with transactions conducted or other actions taken on behalf of the principal or otherwise through agent’s use of agent’s position.
(i) All agent should receive is the agreed to compensation. If agent receives excess benefits, those excess benefits belong to the principal, who can recover those benefits from the agent. For this rule, principal does not need to show actual harm.
(ii) Parties can contract around this rule or it can be overridden by custom (waiter accepting tip example).
(b) Business opportunities: agent has fiduciary duty to principal to not take advantage of an opportunity and not give the opportunity to a third person. Agent must give that opp to the principal. People often contract around this rule.
(i) Applicable when the nature of circumstances under which agent learned of it requires the agent to offer the opp to the principal. Agent should refer opp to P if either nature of opp or circs require agent to do so; A may take opp if A fully discloses it and the nature of the conflict and P rejects the opp (rejection means the P isn’t taking the opp and is okay w/ the A taking the opp).
(ii) Example: SBUX expo in Vegas; A learns about new brewing venture. A can’t take that idea and open a business b/c business opp belongs to P (SBUX). Belongs to P b/c of nature of opp, as it is close to SBUX’s business. Also look at circumstances: A went to expo as a SBUX employee; people approached A as an agent of SBUX. If opportunity was more removed (i.e., agent approached as a friend or getting an opp re: beer/wine), makes for a more interesting case. 
(c) Acting as/on behalf of an adverse party: Agent has duty not to deal w/ principal as/on behalf of an adverse party in connection w/ agency relationship. A must disclose adverse interests to P so P may evaluate how best to protect its interests. Agent has to disclose everything to P and provide all material info. Example: I’m SBUX VP in charge of buying coffee and purchase coffee from a supplier company/farm that I own (adverse party). This is a conflict of interest and breach of loyalty. 
(d) Duty not to compete: Throughout the duration of agency relationship, agent has duty to refrain from competing w/ principal and from taking action on behalf of or otherwise assisting principal’s competitors. During that time, agent may take action, not otherwise wrongful, to prepare for competition following termination of the agency relationship. Difference b/w competing & preparing to compete. Principal has to show damages.
(i) Agent free to make arrangements for setting up new business, but not during working hours or using P’s property, including confidential information. Agent not free, while still employed, to commence business as competitor/solicit customers away from P. A can’t lie to P or leave P in a bad position. A can compete after termination subject to non-compete clause. 
(e) Duty not to use property: Agent has duty not to use P’s property or use/communicate P’s confidential information for A’s own purposes or those of a third party. A has to account for any profits made by use of such info even if P is not harmed. Duty does NOT end when agency relationship terminates. Examples: insider trading, speculating in land.
(i) Example: when SBUX expands, value of real estate increases. A learns SBUX is expanding to neighborhoods A and B and purchases property there before the expansion. A cannot do this and any gains he makes belong to SBUX b/c he exploited SBUX’s confidential info.
c) Modifying Duty of Loyalty: parties can modify the duty of loyalty, but can’t waive it completely and modification is limited to specific types of transactions. 
(1) Conduct by agent that would otherwise breach duty of loyalty doesn’t constitute breach if principal consents to conduct, and in obtaining consent, agent acts in good faith and discloses all material facts that would reasonably affect principal’s judgment and consent concerns either a specific act or transaction, or acts or transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship. 
d) Modifying Duty of Care: Rest articulates a broader role for agreements that P and A may make defining in general terms the standard of care applicable to A across the board for the duty of care. Duty of care rule begins with “subject to any agreement.”
(1) British American Case (excess benefits rule)
(a) Sunley, through British American, represented W in making sales. Sunley sued for unpaid sales commissions under K w/ Wirth. Wirth defended not paying on the grounds Sunley (assumed agent) received excess benefits in the form of bribes to give the business over to a competitor, arguing Sunley needed to give those excess benefits to Wirth. 
(b) Wirth’s argument assumes that he suffered damages and that the bribes were related to the K. For this type of duty breach, principal does not need to show harm. Excess benefits belong to the principal, regardless of whether the principal was harmed or not. W’s argument also assumes Sunley is Wirth’s agent b/c duties are owed only by agents to principals.   
(2) Graphic Directions Case (duty not to compete: agent couldn’t solicit clients while still employed)
(a) Officers of GDI quit their jobs. Ex-employees solicited some of GDI’s clients before leaving. Post-departure, client base is reduced and there are lost sales. GDI sues officers who left to start their own shop, alleging duty not to compete while the officers were GDI’s agents b/c agents prepared to compete while still employed by GDI. Issue is how much the officers could do in furtherance of their own business before leaving.
(b) Court held it was OK for GDI officers to plan their own shop while still employed by GDI b/c this isn’t competing, but preparation to compete. The officers could also talk to others advising them they were leaving, BUT they could not start soliciting the principal’s clients before leaving the company b/c breach of loyalty by competing.   
(c) GDI has to prove actual damages from the solicitation (difference from excess benefits rule, where P doesn’t have to show damages). GDI not successful in showing damages; establishing breach alone is insufficient.
(3) Town and Country Case (duty not to compete: couldn’t use the confidential customer list)
(a) Small corp engaged in house cleaning, assembly line approach to house cleaning. Customer relationship impregnated w/ personal and confidential aspect (special touch in the customer relationship dimension). They drum up customer base by going to people’s houses and interviewing them; they have 200+ customers. 
(b) Ds: former employees who leave and start competing business using similar cleaning methods and relationship w/ customers. They took lists when they left to contact T&C’s customers. They didn’t contact anyone outside the list.  
(c) Court holds: Ds can prepare to compete while still employed by T&C and can use the assembly line method to clean b/c that wasn’t a trade secret. BUT: Ds cannot solicit customers from the list b/c that was confidential info and Ds breached their duty. They could have called customers they knew, but taking the whole list and using it as their own was not OK.
E. TERMINATION
1. Duties after termination of agency
a) After termination, agent can compete w/ principal subj to non-compete agreement. Agent is not free to use/disclose principal’s trade secrets or other confidential information or property. 
2. Termination of actual authority: death of P or A, loss of capacity of P, agreement/occurrence, manifestation/revocation.
a) Actual authority may be terminated by:
(1) A’s death/cessation of existence; automatic except as provided by law if A not individual; P’s death/cessation of existence.
(2) Principal’s loss of capacity to do an act.
(3) Agreement b/w P and A to terminate agency relationship or occurrence of circumstances from which A should reasonably conclude P no longer assents that A act on P’s behalf. 
(4) Manifestation of revocation by P to A or of renunciation by A to P
b) Termination of actual authority does not in itself end apparent authority held by agent. 
(1) Apparent authority ends when it’s no longer reasonable for third party w/ whom agent deals to believe agent continues to act w/ actual authority. P should let entities know when the A no longer acts on the P’s behalf.
II. PARTNERSHIP LAW
A. PARTNERSHIP DEFINITION & FORMATION
1. Overview of Partnerships
a) A partnership is an association (implies a consensual agreement b/w 2+ people to be co-owners) of 2 or more persons to carry on as co-owners (2+ people sharing profits, losses, risks & business management) a business for profit. No formal requirements or intent required to establish the relationship (can be created accidentally).
b) In determining whether a partnership is formed, these rules apply: if you’re sharing profits but not bearing losses, you’re not presumed to be a partner b/c a true partner shares both profits and losses.
c) Partnership agreement: relations among the partners and b/w the partners and the partnership are governed by the partnership agreement. To the extent the partnership agreement does not otherwise provide, the CCC governs relations among the partners and b/w the partners and the partnership. Even though an agreement is not required, many partnerships have them to contract around the default rules.
(1) Default rules: (1) profits shared equally & losses shared in proportion sharing profits, (2) person can become partner only w/ consent of all other partners, (3) each partner gets a vote, (4) no partner can draw a salary for carrying on partnership business (partners not automatically entitled to a wage for the work they do for the business) unless specified in K.
2. Fenwick Case (employee not a partner; profits were simply labor compensation)
a) Fenwick owned beauty shop; Cheshire was F’s employee who asked for a raise, which F could not afford. Parties wrote and signed a partnership agreement stating he would give her a percentage of year end profits and a raise when business warranted it, naming C as a partner. UCC brings dispute over whether C should be classified as an employee or a partner b/c businesses w/ 8+ employees have to make unemployment payments. If C is an employee, she would be the 8th employee. If she’s a partner, then she’s not an employee, meaning there are 7 employees and the business falls under the threshold for paying money to the fund pool. 
b) F argues C’s a partner; he has the burden of proving the partnership b/c he’s asserting its existence. He argues they have a partnership agreement.
c) Rule: a person who receives a share of the profits of a business is presumed to be a partner, and Chesire gets 20% of the profits. However, that presumption applies unless the profits were received in payment of wages or other compensation to an employee. C didn’t get 20% b/c she was a co-owner, but rather b/c that was her compensation as an employee. Also, just calling it a partnership is not enough. Need to also look at characteristics of the relationship to see if there is co-ownership. 
d) The partnership agreement: the parties associate themselves into a partnership (shows parties’ intent, but it’s not definitive); no capital investment is made by Chesire (C doesn’t have an equal stake in the risk and profit sharing); control and management of the business vested in F (C doesn’t have control/management over the business); Cheshire is to act as cashier and reception clerk at a salary of $15/week and a bonus, if the business warrants it (although sharing profits, the “business warrants it” language shows C is only sharing on the upside); F alone is liable for partnership debts (C not sharing liabilities; usually, in a partnership, both partners are liable, although partners can indemnify each other); both parties devote all their time to the shop (both focusing all their time on the shop, but weaker point in favor of partnership); books are to be open for inspection of each party (power that an employee doesn’t have); F’s salary was $50/week and at the end of the year he was to receive 80% of the profits (split makes it look like a partnership b/c it makes it look like the parties are sharing profits).
e) Court examines agreement to determine whether C & F are partners:
(1) Factors to establish partnership: (1) intention of parties (not determinative, but it matters); (2) conduct of parties toward third parties (how they conducted themselves w/ customers, how they paid taxes, etc.); (3) economic risk (most important factor) (right to share in profits, capital contribution, obligation to share in losses, ownership of property, rights/obligations on dissolution); (4) control & management rights (who makes the decisions)
3. In re Marriage of Hassiepen (husband and wife formed a partnership)
a) Cynthia and Kevin divorce; Kevin marries Brenda & starts an electric company. Cynthia sues Kevin for child support; Kevin’s liability depends on his income. C has incentive to argue the entire business belongs to K b/c if so, then all of the business’s value is used to calculate the child support payments. K argues he’s in a partnership and his wife owns half of it, so when the court calculates payments, it’ll only take half the business share into account. K bears the burden to prove there’s a partnership. 
b) More likely a partnership b/c they created the business together. Also, the parties here used the wife’s credit cards, they used a joint checking account, wife not separately paid, duties performed by wife were integral to functioning of business. Brenda was taking more economic risk than Chesire b/c Brenda put in money to the business (capital contribution); Brenda also shared the profits b/c money went to joint bank acct, and she left her job to help Kevin start the business. Although they did not claim to be partners, the substance of their relationship shows otherwise. 
4. Martin v. Peyton (no partnership formed, creditor just had loan security)
a) Background: KNK is a brokerage business that’s not doing well. PPF has money. A KNK member is friends with a PPF member; KNK member convinces PPF to lend money to KNK. PPF lends $2.5 million loan for 2 years in marketable securities that KNK can use to borrow money from banks. KNK to return securities after 2 years. In return, PPF gets 40% of profits (capped; no less than 100K (floor in interest rate); there’s also a ceiling - not entitled to more than $500K) and option to buy equity (become partners of KNK). This is a very risky deal for PPF b/c KNK is financially insolvent; likely that PPF won’t be receiving much in return even though PPF gets 40% of profits. PPF does this b/c of friendship. To protect themselves, they impose restrictive covenants on KNK (common in loan agreements; contain promises the company makes to the bank that they won’t do risky stuff w/ the business). 
b) Creditors of KNK sue to recover the owed money, which KNK can’t pay b/c they mismanaged the firm. PPF argues they didn’t borrow money from the creditors. Creditor claims PPF is liable b/c PPF was KNK’s partner b/c by entering into transactions w/ KNK, they became partners in their business and should therefore be liable for KNK’s obligations & debts. 
c) Rule: A person who receives a share of the profits of a business is presumed to be a partner, unless the profits were received in payment of interest or other charge on a loan, even if the amount of payment varies w/ the profits of the business.
(1) Here, profit sharing in agreement raises presumption that there was a partnership. However, PPF’s sharing in profits was NOT enough to establish partnership b/c the profits were just a variable interest depending on the business’s profits, rather than a fixed interest. PPF also didn’t share control over KNK’s business. 
d) Court analyzes agreement: court considers all factors and aspects of agreement; in this case, lack of control was the most important. Issue was whether PPF was a creditor or a partner, which would have required PPF to have control over the business.  
B. PARTNERS’ MANAGEMENT RIGHTS
1. BINDING PARTNERSHIP IN CONTRACT
a) Partner as Agent - Ordinary Course:
(1) An act of a partner for apparently carrying on in the ordinary course of the partnership business binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person w/ whom the partner was dealing knew/received notification that the partner lacked authority. To destroy apparent authority, third party needs to be notified as well. If the third party lacked notice, there was still apparent authority to bind the partnership. 
b) Partner as Agent - Extraordinary Course: 
(1) 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 (no authority) binds the partnership only if the act was authorized by the other partners. 
c) Partners’ Personal Liability for Partnership Obligations: 
(1) All partners are liable jointly & severally for all obligations of the partnership. If a partnership owns money under a K and the partnership assets aren’t enough to satisfy the K, then the third party can sue the partners personally for those obligations. 
d) Partners’ Management Rights (default rules that can be altered by K)
(1) Each partner has equal rights in the management and conduct of the partnership business, regardless of how much each partner works & their capital contributions.
(2) A person may become a partner only w/ the consent of all other partners.
(3) Resolving differences (if all partners agree, there’s no issue).
(a) 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.
(b) An act outside the ordinary course of business of a partnership may be undertaken only w/ consent of all partners.
e) NaBisCo v. Stroud: one partner can’t unilaterally terminate the other partner’s power to undertake actions w/in the ordinary course of business of the partnership, which bind the partnership absent revocation of authority.
(1) Case
(a) Partnership b/w 2 people. Nature of business b/w partners: buy & sell food. The partners disagree re: S no longer wanted to do business w/ Nabisco; however, S’s partner, F, continued purchasing bread. Nabisco sues S b/c they delivered the bread & had not received payment. S argues F didn’t have authority, and therefore that the partnership isn’t bound. 
(b) F’s act of ordering bread from Nabisco was an act w/in the ordinary course of business of the partnership. Actual authority was not removed; F had actual authority to order the bread before S told him not to. S cannot unilaterally take away F’s authority to make those Ks that are in the ordinary course of business. 
f) Summers: undertaking an act w/in the ordinary course of the partnership business requires majority vote by the partners. 
(1) S & D are in the trash collection business. Partners agree to each contribute work; replacements are paid out of the partner's pocket. S hires a new employee, which D disagrees with. S pays employee out of his own pocket & wants partnership to reimburse him for the salary he paid to the employee. D argues partnership won’t pay employee’s salary b/c he didn’t want to hire the new employee. D wins b/c S did not have authority to hire the new employee → this act occurred w/in the ordinary course of business & thus required a majority vote by the partners. 
2. BINDING PARTNERSHIP IN TORT
a) Partnership Tort Liability
(1) A partnership is liable for loss or injury caused as a result of a wrongful act of a partner acting in the ordinary course of business of the partnership or w/ authority of the partnership. Partners are personally liable for the partner’s torts. If partnership doesn’t have enough assets to cover the loss, the victim might sue the other partners, who would be personally responsible for the loss. If wrongful act doesn’t happen in ordinary course of business, partnership won’t be liable. 
b) Angeloff
(1) Case: Patron at bar got shot by 1 of the partners after the partner tried to evict a troublemaker from the bar. Patron sues the partnership. Partners are both personally liable b/c partner who shot P was acting w/in ordinary course of business of the partnership by maintaining safety in the bar; therefore, the partnership is liable.  
c) Roach v. Mead
(1) Case: law partnership where 1 partner enters a sketchy deal w/ a client regarding a loan w/ usurious interest. Client sues other partner for negligent loan advice. That dealing was w/in the ordinary course of business of the partnership. Therefore, partners are both liable for tort committed by the partner who absconded the money.  Partner should have advised the client of the riskiness of the deal.   
C. PARTNERS’ ECONOMIC RIGHTS
1. Economic Rights of Partners
a) Sharing of business’s profits and losses

(1) Each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits (default rule).
(a) Even though partners are entitled or chargeable, they do not receive/pay money as the partnership makes or loses money. These are reflected in the partnership capital account (keeps track of partner’s initial contribution, and then adds/subtracts each partner’s share of the profits and losses). Partners not entitled to get profits as they come in, earn a salary for business work or make withdrawals unless specified in the agreement. 
b) Distribution of firm assets
(1) Draws: way that partners get their hands on the profits they are entitled to have under the capital account before dissolution. Amount of draw is often contemplated by agreement. Amount of the draw is subtracted from the partner’s capital acct. 
(a) Unless specified in partnership agreements, partners are not entitled to any salary b/c of the work they do for the partnership or to withdraw their share of profits periodically.
(b) Agreement can allow for periodic draws (decided by majority vote), which amounts are deducted from partners’ capital account.
(2) Rules for distribution: parties decide to sell all assets of the business and then distribute w/e money is on the table b/w partners.
(a) If the business (or all assets) is sold for cash, each partner is entitled to receive an amount equal to their entry in the capital account.
(i) Capital account: running balance that starts w/ each partner’s capital contribution and adds share of profits/additional contributions; subtracts shares of losses or draws
(b) Any excess or deficit relative to capital acct balance is shared in accordance w/ each partner’s share of profits. If there’s not enough money, the partners have to share that deficit in the same way they share losses.
(c) In winding up a partnership’s business, the assets of the partnership shall be applied to discharge its obligations to creditors first, 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.
(d) The profits and losses from the liquidation of the partnership assets shall be credited and charged to the partners’ accounts. 
2. Cases: 
a) Richert: default rule - profits shared equally; losses shared in proportion to profits. 
(1) Partnerships harvests and sells paper. Initial capital contribution: 26,000. R puts in $26K; H puts in labor & equipment.
b) Business loses 12,000 (14,000 left after selling assets & paying off creditors. All of the 14K goes to Richert). What happens to the lost 12K → it’s split 50/50 in accordance w/ equal split of profits. They each have to lose 6K. The 6K that would take R from 14K to 20K is going to come from H’s personal bank acct (H has to give R $6K).
c) Kovacik (ignores the default rule; follows the CA rule)
(1) K & R entered into a general partnership to operate a kitchen remodeling business. K contributed 10K, but no services. R contributed 0, but will do all the work. Agreed to share all profits equally, but made no provision for allocating losses. K dissolves b/c the partnership is losing money. K claims partnership lost $8,680. K wants R to bear half the loss. 
(2) Court says in this case, R already bore the loss of his labor (not fair to say he’s not putting anything at risk b/c he put his human capital at risk) and so shouldn’t also have to bear loss of capital. Labor should be valued similarly to monetary capital b/c it’s more fair & makes economic sense to match the value to the labor. Court has since scaled back this rule w/ exceptions if the partner did in fact contribute some capital. Partners can contract around the Kovacik rule and instead hold that losses will be shared equally.
(3) Exceptions to Kovacik rule:
(a) Service partner made a capital contribution, even if that contribution was nominal → partner would be liable for losses in proportion to split of profits.
(i) Opp not true: if capital-only partner contributes a little labor, doesn’t automatically take the partnership out from under the Kovacik rule where the primary laborer doesn’t bear loss of capital.
d) Kessler v. Antinora (creatively follows rule while ignoring it based on parties’ agreement)
(1) Partnership to build and sell a residential home. K puts in money; A puts in labor. Business does poorly. Issue is how the losses should be allocated. 
(2) Distribution: Upon a sale of the house, and after deducting all monies expended by Kessler, the parties shall divide the net profits 60 for K; 40 for A.
(a) Court holds the parties negotiated something different from the default rule, so their agreement should control: Per the parties’ agreement, profits are shared 60-40; losses are not shared.
3. Contracting around defaults: parties should be clear about what they’re contracting
a) Money and service partners are free to adopt any rule they want for sharing of losses
b) Possible rules they can adopt: All capital losses to be borne by capital partner alone, not those who contribute only labor (Kovacik rule); Sharing of capital losses in accordance w/ sharing of profits; i.e., equal (default rule); Allocate capital losses as per some specified ratio (probably the best way to contract around the default).
4. Partnership property: partnership property belongs solely to the partnership.
a) 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. Even though partners have a stake in the property, they have no direct ownership of the property.
b) Partnership property: any asset acquired in the name of the partnership
(1) If the partnership is not named, property acquired by a partner if the doc transferring title indicates buyer was acting in capacity as partner.
(2) Property purchased w/ partnership funds is presumed to be partnership property.
5. Rights of partner in partnership
a) 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.
b) Partners can only transfer their economic rights: The only transferable interest of a partner is the partner’s share of the profits and losses and the right to receive distributions. The interest is personal property. If you transfer financial/economic rights, you’re still a partner b/c you still have management rights. Other partners might wonder whether they can trust a partner who transferred his financial rights. 
c) Effect of assigning a partnership interest:
(1) A transfer of a partner’s transferable interest in the partnership does not:
(a) By itself cause the partner’s dissociation or dissolution of the partnership business, entitle the transferee to participate in the management or conduct of the partnership business or to require access to information. Transferer retains mgmt rights.
D. PARTNERS’ FIDUCIARY OBLIGATIONS
1. Overview of Duties
a) Partner Duties in General: The fiduciary duties a partner owes to the other partners are the duty of loyalty, the duty of care, and the duty to furnish info re partnership’s business and affairs w/in reason. 
(1) Duty of care: Partner’s duty of care is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of the law. By being merely negligent, partner doesn’t violate duty of care. Unless a stupid decision by a partner was grossly negligent, reckless or intentional, all partners ultimately share the financial loss. Partners bear the risk of their action more so than agents b/c they have a stake in the game. 
(a) Information duties: partnership shall provide partners access to books and records on demand. The right of access provides the opp to inspect and copy books & records during ordinary business hours. Each partner has the right to access partnership docs (Ks, financial stmts, accounting books, etc.) b/c each partner wants to ensure they’re getting their fair share and the capital acct is up to date. 
(b) Third party can sue partnership and if assets aren’t enough, third party can go after personal assets of all partners but partners can’t go after wrongdoing partner to recover b/c that partner didn’t breach their duty of care by acting merely negligent. If wrongdoer breached duty of care by acting grossly negligent, other partners can go after the wrongdoer, even if the assets are enough to cover the loss b/c duty of care was breached. Third party must go after assets first before going after the partners. 
(2) Partner’s duty of loyalty to the partnership and the other partners includes: (1) accounting for any profit/benefit derived in the conduct of the partnership or the use of its info or property, including partnership opportunities, (2) not dealing as/on behalf of a party w/ an interest adverse to the partnership, and (3) not competing w/ the partnership in partnership business before dissolution.
b) Modifying Duties of Care & Info
(1) Duty of care: The partnership agreement may not unreasonably reduce the duty of care. OK to absolve actions taken in good faith, believing they were in the best interests of the partnership. Not OK to absolve intentional misconduct. 
(2) Info duty: Partnership K may not unreasonably restrict the right to be furnished w/ info. 
(3) Duty of Loyalty: Partnership K may not completely eliminate duty of loyalty, but may, if not manifestly unreasonable, identify specific types/categories of activities that don’t violate duty of loyalty, or all of the partners or a number or percentage may authorize/ratify, after full disclosure of all material facts, a specific act/transaction. 
2. Cases re Fiduciary Duties
a) Meinhard v. Salmon NY: breach of duty of loyalty & providing info
(a) Case: 
(b) Facts: Salmon had the idea, but didn’t have sufficient funds for the opportunity. He partnered w/ Meinhard, who had money → they created a partnership to manage a hotel. They were to manage the bldg under a 20 yr lease and build a mini-mall. They split profits 50-50. Gerry inherits the bldg. Upon approach of 20 yr term, Gerry has ideas to take the hotel lot and merge it w/ a lot next door that he owns and build a massive development. He contacts Salmon for this project, who agrees to the profitable opp without telling Meinhard about the deal. Meinhard feels he should have been included in the business deal & sues Salmon.
(c) Analysis: Salmon had a duty to disclose the business opp to Meinhard b/c they were in a partnership. In not doing so, Salmon breached his duties of care (failing to provide timely info about the business opp) and also breached the duty of loyalty to Meinhard (b/c Salmon appropriated for himself an opp that belongs to the partnership).     
b) Factors to consider in determining whether opp should’ve been disclosed: geographic location (here, it was the same building & next-door lot), type of business (both leases involved real estate development), partner status (Salmon learned of the Gerry lease b/c he was the manager of the partnership), how partner learned of opp, during/near end of partnership (here, new deal came up towards the end of the 20 yr lease, making it less likely to have occurred w/in scope), general partners vs. joint ventures (depends on how you define the partnership → general vs. narrow (joint ventures to which partnership rules still apply)).    
E. PARTNERSHIP DISSOLUTION 
1. Dissolution: partners cease to be associated in carrying on the firm’s business. Before ending the partnership, have to wind up by liquidating partnership’s assets/business in an orderly manner: settling partnership’s debts/obligations by paying third party creditors and dividing b/w the partners the balance (remaining assets/money) in accordance with their entries in the capital acct. After the winding up process is complete, the partnership terminates. 
a) Overview
(1) 3 Causes of Dissolution: (1) by will of partners, (2) by occurrence of certain events (events agreed to by the partners that would end the partnership or the death of a partner, which leads to dissolution of partnership), or (3) by decree of court on app by partner. 
(2) Any single partner has the power, but not necessarily the right, to dissolve the partnership. If dissolution is wrongful, the bad partner is liable for damages to other partners, who can continue the business. 
(a) Dissolution by decree of court: court shall decree dissolution whenever: (1) partner is crazy, incapable, or guilty of conduct prejudicially affecting business; (2) partner wilfully/persistently commits a breach of the partnership K or conducts himself in partnership matters that are not reasonably practicable to carry on partnership business, (3) business can only be carried on at a loss, or (4) other circumstances making dissolution equitable.
(3) Dissolution caused w/out violation of K: (1) by the termination of the definite term/particular undertaking specified in agreement, (2) by the express will of any partner when no definite term/particular undertaking is specified, (3) by the express will of all partners (unanimous consent), either before/after termination of any specified term or particular undertaking; (4) expulsion of partner per agreement terms. 
(4) Dissolution of partnership in CA:
(a) By majority vote of the partners, if the partnership is at will. 
(b) By dissociation of a partner through operation of law (i.e., death) or by wrongful dissociation, unless a majority of remaining partners agree to continue.
(c) By unanimous vote of all partners: all partners can agree to dissolve after 1 partner states he wants to dissociate
(d) By terms of partnership agreement: partners can set up their own system
(e) By operation of law due to unlawfulness
(f) By court order: economic purpose frustrated; not reasonably practicable to carry on the partnership business
(i) Dissolution by Judicial Decree 
(a) On application by the partnership or another partner, the partner’s expulsion by judicial determination b/c of any of the following:
(i) Partner engaged in wrongful conduct that adversely and materially affected the partnership business;
(ii) The partner wilfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners;
(iii) The partner engaged in conduct relating to partnership business that makes it unreasonable to carry on the business in partnership with the partner.
(5) If partner wants to dissolve: argue partnership is at will (no term or particular undertaking, meaning partner can dissolve at any time). If that fails, argue that express/implied term has been met. If that fails, argue the court should dissolve it by decree. If that fails, partner can still dissolve b/c partner has the power, even if lacking the right. But since the partner doesn’t have the right, partner needs to worry about consequences of wrongful dissolution: 
(a) Wrongful dissolution: ex-partners have rights to damages for partner’s breach and can choose to liquidate the partnership property/assets and distribute proceeds to partners; or remaining partners can choose to continue business until term is met and pay bad partner value of interest. Partner who wrongfully dissolves gets the value of his interest in the partnership (excluding goodwill) less any damages caused. [image: image1.png]Dissolution without unanimous consent
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2. Cases
a) Owen v. Cohen: partnership operating bowling alley; court decreed dissolution due to crazy partner.
(1) Owen advanced the money in the form of a loan, which he believed he would be repaid quickly upon earning profits. Partner doesn’t have a right to get that money back until the partnership is wound up at the end. Partner gets first dibs on the money advanced as a loan. 
(2) Both P and D took a salary; they both managed the business. Cohen eventually stopped performing his duties and acted in bad faith. Owen tries buying Cohen out w/out any luck. Cohen’s end game: trying to get Owen to release his control over the partnership so Cohen can have full control.  
(3) Owen brings suit to dissolve the partnership. By going to court, he would have both the power & the right to dissolve the partnership. He was worried he didn’t have the right b/c it was unclear whether the partnership was for a term or at will. If it was a term partnership, he could potentially be wrongfully dissolving the partnership before the term occurs. Implied term: partnership continues until the debts are paid off, which had not been met as of the time of the lawsuit. 
(4) Court determines that while the term of the partnership was not expressly fixed, it must be presumed from the agreement the parties intended the relation should continue until the obligations were liquidated. These circumstances negatived the existence of a partnership at will. 
(a) Held: when a partner advances a sum of money to a partnership w/ the understanding the amount contributed was to be a loan to the partnership 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.
(5) Partners then sell the business/assets; Owen gets first dibs b/c he’s owed money. Owens could also decide to keep the business for himself in the winding up process (he has a monetary advantage to do so b/c he’s owed money).
b) Page v. Page: Page boys were brothers and partners in a linen supply business. Partnership was at will, but big brother breached fiduciary duty. 
(1) They each invest money; the business suffers losses. Things later improve and the business becomes profitable. Older brother owns other businesses that are owed money. He sues to dissolve and terminate the partnership; his plan is to keep the business for himself b/c he owes a lot of money and the business has growth potential. After paying off the creditors, there won’t be much left over; older brother wants to keep the growing business for himself. He argues it’s an at will partnership that can be dissolved at any time.
(2) NOT a term partnership here, where there was a loan for which the older brother became more indebted → this did NOT create an implied term. There was not enough money to begin with.
(3) Dissolution & Fiduciary Duties: partnership was at will and P could dissolve it whenever he wanted. However, older brother wanted to dissolve partnership b/c things were improving and he wanted all future growth of the business just for himself → older brother wanted to appropriate a partnership opp. This growth belongs to the partnership; therefore, older brother can’t take that growth for himself. Payment to little brother has to account for growth (fiduciary duty), even though little brother can be kicked out of partnership b/c it’s at will.
F. Dissociation v. Dissolution: dissociation is an alternative to dissolution; partner can exit partnership w/out the partnership itself having to go through the dissolution process.
1. 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.
a) Dissociation of a partner: 
(1) By act of a dissociating partner:
(a) By right (always): if partnership is at will
(b) Wrongful dissociation (if partner has the power but not the right)
(2) By operation of law (death, bankruptcy, incapacity, unlawfulness)
(3) Within 90 days of… 
(a) If 1 partner wrongfully dissociates, every other partner has the right to dissociate, and that dissociation would not be wrongful if it occurs w/in 90 days; If partner’s dissociated by operation of law, then every other partner has the right to dissociate w/in 90 days of the event
(4) By terms of partnership agreement
(a) Agreement may provide for expulsion rules (forceful dissociation)
(5) By unanimous vote of all other partners (i.e., if a partner sold off their stake → other partners don’t want this partner to still have managing power)
(a) Limited to specified circumstances
(6) By judicial decree, if partner cannot otherwise dissociate rightfully
b) Effect of Partner’s Dissociation
(1) Upon a partner’s dissociation:
(a) Partner’s right to participate in management/conduct of partnership business terminates; all of partner’s control rights disappear
(b) Partner’s duty of loyalty terminates, so dissociated partner can compete w/ the partnership
(c) Partner’s duty of loyalty and duty of care continues only with w/ regard to matters arising and events occurring before the partner’s dissociation
c) Dissociated Partner’s Power to Bind: partner no longer has actual authority to bind the partnership. However, there still might be apparent authority & partnership could still be bound by an act of a dissociated partner. 
(1) For two years after dissociation, partnership is bound by an act of dissociated partner that would have bound partnership before dissociation if:
(a) Third party didn’t have notice of the partner’s dissociation; and Third party reasonably believed the dissociated partner was then a partner. Dissociated partner is liable to the partnership for any damage caused from such obligation. 
d) Dissociated partner’s liability to third parties: dissociated partner’s still liable for obligations incurred before the partner’s dissociation.
(1) Partner’s dissociation does not by itself discharge partner’s liability for a partnership obligation incurred before dissociation.
(2) Dissociated partner isn’t liable for a partnership obligation incurred after dissociation, except in limited situations. Refers to situations where remaining partners incur obligations after 1 of the partners leaves.
(3) Creditors can expressly release the partner from liability w/ other partners’ consent. 
e) Buying out the dissociated partner
(1) Upon dissociation, partnership has to purchase the dissociated partner’s interest in the partnership.
(a) Buyout price is what the partner would receive on dissolution if assets were sold at a price equal to the greater of (i) the liquidation value or (ii) the value based on a sale of the business as a going concern. 
(b) Any damages resulting from a partner’s wrongful dissociation are offset from the buyout price. 
(c) Partner who wrongfully dissociates before end of term, then partner’s not entitled to payment until the end of the term. Exception if dissociated partner can show the partnership can afford it or wouldn’t be harmed by paying off the dissociating partner.
f) Corrales v. Corrales: dissolution vs. dissociation.
(1) Rudy and Richard form RCE, which repairs, refurbishes, and sells comp tape drives. Brothers wore partners, but were responsible for different things: one brother knew more about computers; the other brother handled the money of the business. Wife and daughter joined the team and worked in the business. Business is successful. Rudy & his wife & daughter created a competing business behind Richard’s back & also planned to exploit opportunities. 
(2) Richard sends Rudy a Notice of Dissociation. Parties believe the notice triggered the buyout clause; the brothers thereafter fought about the buyout amount.
(3) Court held: the parties should not be looking at the buyout clause b/c that only applies when there’s an actual dissociation. Here, the notice did not lead to Richard’s dissociation; rather, the notice triggered a dissolution b/c a partnership must consist of at least 2 people. Therefore, they should have been looking into the winding up process (pay creditors, then divide assets according to parties’ entries in the capital account) rather than the buyout mechanism for a dissociating partner. Matters b/c when partners go through dissolution process, the creditors need to get repaid after the business’s assets are valued & remaining money goes to the partners. If they went through the buyout mechanism for a dissociating partner, the creditors would not have received anything. 
(4) Rudy might also have breached duty of loyalty by obtaining an opp for himself & competing w/ the partnership without disclosing that opp to his partner - this’ll be taken into account when deciding damages, etc.
III. CORPORATIONS
A. Critical attributes of corporations: 
1. Legal personality: corporation is its own entity w/ separate legal existence from owners. It makes its own decisions, enters into Ks, can sue/be sued, owns assets, and is a separate taxpayer → these actions are kept by agents who have authority to bind the entity.
2. Separation of ownership and control: control rights and economic rights are divided among: stockholders (no control over running business), board of directors (has management over the corporation; makes the important decisions), and officers (take care of daily business responsibilities). 
a) Centralized Management: 
(1) All corporate powers are exercised by the board of directors, which manages business and affairs (authority to act for/bind corporation originates in the board as a collective body; directors’ discretion is bound by fiduciary duties to the corporation and body of shareholders; shhs vote for the board). 
(2) Day to day business is run by officers under direction of the board (officers are appointed by the board; are agents of the corporation). 
(3) Shareholders have no say in how company’s run; owe no duties to each other unless close corp.
(a) Shareholders (residual owners): similar to partners in terms of financial risk.
(i) Ownership interests reflected in their shares of common stock which entitle them to certain tangible rights: cash flow rights (residual/equity interest - dividends when/if declared by board (periodic distribution of business’s profits); shareholders get pro-rata share of assets upon business’s liquidation after fixed claims satisfied/debts paid, limited voting rights (elect directors & vote on limited important matters). 
3. Limited liability, liquidity: 
a) Shareholder of a corporation is not personally liable for the acts/debts of the corporation. Limited liability provided incentive to passive investors who did not wish to take an active role in risky enterprises. 
(1) Exceptions: Corporation is a separate person and the most the shareholder can lose is amount of initial investment (limited liability). BUT: creditors may ask for guarantees (which they can agree to disregard), and piercing the veil doctrine applies in egregious cases, where courts hold shareholders liable.
4. Liquidity: shares of common stock are freely transferable shares and infinite corporate life makes equity investments liquid. Easier to sell than in partnerships, where you can only assign your economic rights but not mgmt rights. Default rules can always be overridden by the parties; i.e., they could agree to restrict transfer of shares w/ shareholders to make it more like a partnership.
a) Investors can transfer interest more easily than in partnerships. 
b) Closely held corps may restrict transfer and/or have an illiquid market. 
c) Shareholders cannot w/draw contribution at will and get their capital contribution back; rather, they sell their shares to someone else (not always easy to do). Unlike partners, who can always dissociate and have the right to receive their contributions back.
5. Flexible capital structure: capital structure: claims on corp’s assets and future earnings issued under contractual instruments (securities). 
a) To raise money, people can write instruments for security purposes (how corps raise money → make promises about repaying money based on future profits). 
b) Many ways to package these instruments: stocks, binds, hybrid securities. Facilitates outside financing.
c) Think of corp’s present & future assets; those assets can be claimed by debt or equity. 
(1) Corps have richer set of equity instruments: common stock & preferred stock; bonds & bank debt.
6. Tax treatment: double taxation. Corps are their own person apart from owners, so they pay taxes on its profits. When it distributes profits to owners, shareholders have to pay income tax on those distributions.
B. Corporate Life Cycle & Intro to Agency Problem: firm often starts as a private co. owned by few individuals, after which it grows in size over time as more shareholders come and people invest in the business. 
1. Agency problems in corporate America: 
a) Board and management have effective control, but own minimal stock; directors/officers often owe less than 1 percent. 
b) They may have their own objectives b/c they’re not bearing the full cost of their decisions, so they pursue their own objectives at the expense of corp and shareholder interests: shirking, perks (nice offices/artwork/planes at expense of others), self-dealing (incl. friends & family - i.e., corp managed by CEO’s wife, which may be at detriment of corp), empire building w/ profits (managers use profits to expand business rather than giving profits to shareholders - gives directors/officers benefits b/c they’re controlling a bigger company & have more power), entrenchment → agency problems.
C.  Formation of a Corporation and Internal Affairs Doctrine: 
1. Plan: Entrepreneur needs to come up w/ idea & find investors. The entrepreneur/promoter will be looking for suppliers, office space, line up key employees, drafting business plan, come up w/ funding, etc. He then needs to pick a state to incorporate the entity (can be separate from PPB). 
2. Internal Affairs Doctrine: the law of the state of incorporation governs the internal affairs of the corporation, regardless of where the corporation’s offices are, its PPB, etc. Examples of app of corp law includes election and qualification of directors, rights of and relations among stockholders, duties and obligations of the officers and directors, issuance of shares, and acquisition procedures. IAD made it possible for dominant body of corp principles to exist → Delaware corporate law. Many businesses choose to incorporate under DE law. 
a) DE corporate law is the dominant body of corporate law principles. Most people incorporate either in their PPB or in DE (nearly 60% of publicly traded US corps are incorporated in DE). DE corp law is very influential on other states’ corp law b/c many corps incorporate in DE and other jurisdictions look to DE law to answer Qs under their own state codes. Many businesses are headquartered in CA, but incorporated in DE, so DE law governs the corp’s internal affairs.
b) Long Arm Statutes: Departures from IAD, which says the law that governs corp’s internal affairs is the law of the state of incorporation: long-arm statutes (pseudo-foreign corp); qualifying foreign corps to do business; shareholder info rights
c) Exception: Qualification of foreign corporations to do business in state (common): a business incorporated in 1 state may conduct business in another if qualified to do business in that state. To qualify, corp usually has to file a form w/ certified copy of certificate and/or certificate of good standing from state of incorporation, pay filing fee, and appt local agent to receive service of process → ensures there’s a lawful agent of the business that can receive service of process so if Del corp is sued in CA, someone in CA can receive service of process on corp’s behalf so corp can be sued in CA. 
D. Formation and Constituting Documents: 
1. Next step in forming a corp is to draft the articles of incorporation (primary doc). Doc must include & may include certain info. Referred to as articles or certificate of incorporation; also referred to as a charter.
a) Articles of incorporation must include: corp name, classes and number of authorized shares, name/address of corp’s initial registered office and agent, name/address of incorporators (in Del if power ends at incorporation; name of initial directors), & purpose of corporation (in Del). State laws now allow broad purposes for corps for any lawful activity, which in Del must be included in the certificate.. 
b) Articles can be amended by vote of a majority of the shares, unless a higher percentage is required by articles doc. 
c) What MAY be in articles: provisions consistent w/ law regarding how to manage the corporation; imposition of personal liability on shareholders for debts of the corporation, eliminating/limiting liability of director to the corporation or its shareholders, provision permitting/mandating indemnification of a director for liability, duration of corporation (otherwise forever).
(1) Example of permissible provision: Parties can contract around default rules eliminating/limiting liability of directors for breaches of duty of care.
2. Steps To Forming Corp: 
a) Once articles are filed w/ sec’y of state, the corporation becomes a separate entity. Organizational meeting then needs to be held to finalize initial set of directors (elected by shhs), appoint officers (appointed by board of directors), adopt pre-incorporation Ks, authorize issuance of shares, adopt by-laws.
b) Bylaws (secondary doc; typically deals w/ corporate governance issues): sample provisions: number and qualification of directors & whether they have to be shareholders; committees of the board/responsibility; quorum, notice requirements for shareholder and board meetings (outlines for business; bylaws can also contract around default rules, such as the rule that a majority vote of the board is needed to approve a transaction, but bylaws can require ¾ approval), titles/duties of officers. If bylaws are silent, then the default rules apply. Bylaws can always be amended by the shareholders; articles of incorporation can also give the directors the power to amend the bylaws. Bylaws tend not to be substantive, but are more about the decision-making process. 
(1) Articles of incorporation indicate whether power to amend bylaws is vested in either the board or the shareholders or in both.
E. Promoter Liability: 
1. Promoter: person who takes the prelim steps in organizing a corp and acts on behalf of a business before it’s incorporated to bring it to life: makes Ks & procures stock subscriptions. They also secure a corporate charter.
2. 3 Issues re Promoters: (1) liability of corp for Ks entered into by promoter, (2) liability of promoter for Ks entered into by promoter, (3) defective incorporation (de facto corp, corp by estoppel → corp grants stockholders limited liability b/c would be unfair to hold them personally liable even though corp had not formed)
a) Defective Incorporation: corp not actually formed.
(1) If corp is not formed, but everyone believes they’re dealing w/ a formed corp, issue is whether promoter’s still liable on the K: the promoter remains liable on the K, even if the corp isn’t formed (unless there is a clear intent that the promoter not be bound or the circumstances are such that the promoter could not perform the agreement). Co-promoter could possibly be liable under partnership principles. If corp later adopts the K, both the promoter & the corp are liable.
(2) If no incorporation, shareholders are co-owning the business (like a partnership). In this case, both the promoters & the shareholders (seen as partners) are personally liable for the business’s obligations. 
(3) Issue is who can sue if a third party breaches the agreement. Courts developed doctrines to deal w/ these issues b/c incorporation used to be more cumbersome and harder to obtain:
(a) Robertson v. Levy; Types of Defective Incorporations
(i) Facts
(a) Levy was to form corp to buy R’s record store business. Levy files articles, which are defective so no COI issues. Levy still undertakes lease of store as corp’s president & R and L enter into a sale K on behalf of improperly formed corp; Levy signs a promissory note (pre-incorp K) to make payments as president of the corp he thought had formed. Although articles rejected by sec’y of state, Levy starts business anyway. R executes sale of assets to corp and takes the note signed by Levy as president. COI later issues, and corp makes payments after COI issued. Business goes under; R sues L for the unpaid note. Levy tries to raise doctrine of de facto corp. Problem for Levy: the de facto corp doctrine was eliminated by statute. Levy could not rely on this doctrine to protect himself. Therefore, Levy was liable for the unpaid note. 
(ii) De facto corporation: 
(a) Court treats improperly incorporated firm as a corp & grants shareholders LL if organizers: (1) can point to a state statute under which corp can be validly incorporated; (2) in good faith tried to incorporate and comply w/ statute; (3) have acted/done business as a corp. If you did everything by the book and just 1 minor mistake was made, then the court assumes the corp was incorporated at that time. Not available in some states. Doctrine doesn’t protect a person who was aware that the incorp effort was defective at the time. 
(b) For de facto corps args, there is a general incorporation statute that allows for formation of corps. If just one of the formalities of incorporation is not met (i.e., otherwise tried in good faith to comply w/ the statute), you’ll be protected from liability as if the corp existed at the time.
(iii) Corporation by estoppel: protects shareholders from personal liability in matters involving defective corps b/c would be unfair to allow third parties to sue shareholders on a personal level.
(a) Grants shareholders LL against K creditors if person dealing w/ firm: (1) thought it was dealing w/ a corp but was actually dealing w/ the promoter/shareholder, (2) would earn a windfall from the shareholders if now allowed to argue the firm was not a corp (e.g., third party had no expectation to recourse to individual assets of owners). In these situations, the court will protect promoter/shareholder w/ limited liability. Available in most jurisdictions. 
(b) Example: When a bank bargains w/ corporation for a loan and it turns out the corp’s not in existence, the bank assumes it will only have access to corp assets, not the assets of the shareholders (personal guarantee that the bank didn’t bargain for wouldn’t be fair).
(i) Timberline v. Davenport: Bennett signs articles for AF, but these didn’t comply w/ statute; no COI issued. P signs leases to rent equipment from equipment company. COI issued afterwards. P sues for uncertified equipment rentals.
(ii) Issue was whether shareholders of corp are liable during the period of time the corp wasn’t entered into.
(iii) Corp by estoppel doesn’t work here b/c it’s unclear whether the third party thought that it was dealing w/ a corp. Therefore, shareholders were personally liable. 
b) Cases re Promoter & Corp Liability
(1) McArthur v. Times Printing: corp adopted the K by ratification
(a) Facts
(i) Promoters of TP hire M to work as advertising solicitor for 1 year beginning on 10/1.
(ii) Business starts on 10/1, but corp’s not formed until 10/16. Agreement was entered into on behalf of a future entity that was not yet born at that time. 
(iii) M continued in employment until discharge the following April. He argues he still has months to go on 1-year K. 
(b) Issue: whether TP’s bound by the K.
(c) Court analysis: TP adopted the K by ratification b/c the corporation, through its agents, saw that M was working as an advertising solicitor and no one said anything after the corp formed. Therefore, the corp adopted the K. Once the corp adopted the K, it was bound by it. 
(2) Moneywatch v. Wilbers: no novation occurred; no express terms in K re transferring liability to the corp after it formed, so promoter’s liable.
(a) Facts
(i) W enters lease for future corporation, but signs his own name on the lease before incorporation to lease space for the business. J&J Adventures incorporated afterwards. After incorporated, changed name of tenant in lease to corp. Rent paid by corp, defaults on lease after corp does poorly, lawsuit by landlord against W and corporation for unpaid rent. 
(b) Issue: whether the promoter remains liable after corp adopts the K.
(c) Analysis 
(i) Promoter was still personally liable after corp adopted the K. To absolve personal liability, there needs to be (1) novation or (2) both parties need to expressly agree the first tenant is released from personal liability at time of incorporation. Promoters who enter into pre-incorp Ks are personally liable b/c they sign the Ks. Landlord might ask for more money/personal guarantee here b/c it’s riskier. 
(ii) J&J is liable b/c they adopted the K - it paid the rent, so it looks like they adopted the K. J&J’s adoption does NOT release W from liability; just having corp adopt K does not automatically release the promoter from personal liability w/out express terms or agreement by the parties. 
F. Piercing the Corporate Veil 
1. Overview
a) To pierce the corporate veil, most courts will require (1) a showing of a unity of interest (typically shown by a failure to follow corp formalities) AND (2) that failure to pierce the veil would sanction a fraud or promote injustice. 
(1) Applies to situations where the court disregards the existence of the corporate entity. Need to have a third party that’s been wronged & a shareholder that did not act in accordance w/ code. 
(2) Doctrine usually applies when the corp doesn’t have enough money and it’s not fair for the third parties to bear the loss b/c corporate agents used corp to shield themselves from liability. In most cases, the court finds there’s not enough evidence to pierce the veil.
(a) Pierce Veiling Factors (go to the fairness prong re preventing injustice): (1) failure to follow corp formalities (maintain separate corp books & records, own bank account, board & shareholder meetings, board passing resolutions to take actions); corporate minutes; to take money out, pay dividends (if loan, do agreement - form MATTERS here b/c corp needs to be taken seriously); (2) commingling of funds; (3) using corp assets as one’s own; (4) undercapitalization (when the corp doesn’t have enough assets to satisfy the corp’s obligations); (5) fraudulent rep by corporation directors.
(3) Piercing the corporate veil is appropriate where: D uses corp as a mere instrumentality (i.e., corp was D’s alter ego). Ask whether D treated corp as if it was not truly a separate, distinct person, whether Ds used corp to commit a fraud or other wrongdoing resulting in unjust loss or injury to P. Would be unfair to let third parties suffer or bear the loss under these circumstances. 
(4) Classifying veil-piercing cases: (1) identity of P (voluntary (contract) creditors who enter into Ks w/ the corp; involuntary (tort) creditors who did not choose to deal w/ the corp entity); (2) identity of shareholders (closely held vs. publicly held; corporate groups). 
(a) Identity of P:
(i) Involuntary (tort) creditors: Courts are more likely to pierce the veil in situations involving involuntary creditors, esp when the business is undercapitalized b/c there needs to be sufficient money in the corp.
(ii) Voluntary (contract) creditors: Courts are less friendly to voluntary creditors, b/c they knew they were dealing w/ a limited liability entity & could’ve bargained for protection, like a personal guarantee. Courts focus on formalities (properly drafted corporate forms, books & records). 
(b) Identity of Shareholders: 
(i) Closely held v. publicly held shareholders: When there are less shareholders, people might start playing loose w/ the rules & disregard the formalities. Once there are more shareholders, it’s harder to play w/ rules b/c more mechanisms are in place. 
(ii) Corp groups: involve situations where the shareholder of a corp is also a corp itself (courts are more likely to pierce the veil in these situations). Subsidiaries can have subsidiaries themselves (i.e., GE, the parent, has shares in many other corps that conduct operations (operating companies that own assets, make products, have employees, etc.); further subsidiary corps are owned by GE Capital, which is also a parent and a subsidiary of GE) → how lots of business entities are organized. Subsidiaries w/ the same parent are sister companies. 
(a) Corporate veil exists b/w parent & subsidiaries; GE protected by limited liability from its subsidiaries. The subsidiaries themselves are also protected from each other. Victim can sue subsidiary, but not shareholders and separate subsidiaries, which are protected by limited liability. Each subsidiary acts as a separate entity. 
(b) If GE Aviation doesn’t have enough assets to satisfy the claim, third parties can try to pierce the corporate veil (allows third parties to access GE’s assets to satisfy the claim). To do that, third parties have to convince the court that the corp veil should be pierced (GE did not respect that Aviation was a separate entity but rather was GE’s alter ego, and it would be unjust for GE to walk away). Courts look at the following factors:
(i) Factors of Parent/Subsidiary Piercing to determine whether parent & subsidiary are different entities: common or separate directors, officers, business departments; file consolidated financial stmts & tax returns; parent finances the subsidiary; parent pays salaries & expenses of subsidiary; all subsidiary business is given to it by the parent; daily operations are not kept separate; subsidiary doesn’t observe corp formalities; subsidiary operates w/ grossly inadequate capital. 
(c) Enterprise Liability (horizontal piercing): The theory by which related subsidiary corporations might be held liable for the obligations of one subsidiary. If piercing the veil isn’t doable, and victims want to access GE’s assets, there’s a theory of horizontal piercing where the victim pierces the veil b/w 2 sister companies (horizontal piercing). Have to establish the 2 corps were really the same business entity but were artificially separated by incorporating 2 parts of the same business, but they’re really the same economic unit. If a third party can establish this, they’ll be able to access the assets of both sister companies, but not the other sister companies. Ask whether the corporations seem to be operated as separate entities, and whether the respective corporation’s assets are intermingled for use toward a common business purpose. Piercer becomes a creditor.
(i) Whether a group of corps has been operated as a single business enterprise: If factors are satisfied, courts will disregard the separation of the sister enterprises and hold the entire business should be liable.
(ii) Factors for enterprise liability: Common business name, address, phone number; same shareholders, same officers, common employees; services rendered by employees of one corp on behalf of another, payment of wages by one corp to another corp’s employees; common recordkeeping & accounting, unclear allocation of profits/losses b/w corps; undocumented transfers b/w corps. 
b) Cases
(1) Baatz v. Arrow Bar: piercing the corporate veil. 
(a) Facts: Ps sued AB after McBride severely injured them, claiming AB bartenders continued to give McBride drinks after they knew he was already intoxicated. 
(b) Issue: whether shhs were personally liable for the tort; suing the bar itself won’t compensate the Ps so they also want to sue the shareholders, who claim they’re protected by limited liability of the corp structure. Here, the shareholders weren’t liable b/c they didn’t personally serve alcohol to McBride.    
(c) Analysis: 
(i) Principal of the bartender (the bar) would be liable for the tort committed by the agent, who’s an employee, while the agent acted w/in the scope of employment; agent who served the alcohol will also be liable for his own tort. Shareholders (owners) are protected by the corporate structure of limited liability; they will only be liable if the corp veil is pierced, in which case the shareholders are personally liable for the corp’s obligations. 
(ii) Here, the principal is the bar itself, which is owned by the corp. Bartender is an agent of the corp; bar’s liable for torts committed by employees. Limited liability protects shareholders while they’re wearing their shh hats.
(iii) Corporate veil NOT pierced: the Ds treated the corporation separately from their individual affairs. The corp is in compliance with the statute b/c its corp name includes the abbreviation of the word incorporated.
(2) Walkovszky: undercapitalization; corp formalities followed.
(a) Background: M injures W while driving a cab. The cab is owned by Seon Cab Corp. Carlton is the controlling shareholder (owns most of Seon’s shares); W has tort claim against M (agency law, b/c M is S’s agent). Ask whether Seon should be liable for M’s tort claim (probably yes, b/c M looks like an employee and the accident occurred during M’s employment). However, the principal here is not Carlton, who is just a shareholder. Rather, the principal is a legal entity (Seon) w/ C as the controlling shareholder; each corp owns a number of taxis (protects assets of each corp from the liabilities of its sister corps). W wants to sue Carlton and Seon b/c M won’t have enough assets. Carlton will argue he’s a shareholder protected by the corp structure. W will need to pierce the corporate veil to hold C liable. 
(b) 2 Potential Theories for W: Here, Seon Cab doesn’t have enough assets either. W has to determine how to expand his potential to achieve recovery: 2 theories are (1) piercing the corporate veil shielding Carlton from liability or (2) enterprise liability/horizontal piercing (holding the other sister cab corps liable, meaning W could access Seon’s assets in addition to the other cab corps’ assets). 
(i) Enterprise liability: trying to get the assets of the sister companies (horizontal piercing)
(a) W would need to show all sister cab corps were working as a whole rather than as separate companies. If there’s only 1 big company that was artificially divided, then the obligations of 1 should be obligations of the whole, meaning W could access the assets of all 10 companies. 
(b) Factors the court will consider in determining whether to horizontally pierce the corp structure: companies’ financing, how they run their business (i.e., same address, employees, name presented to the public, same telephone number, etc.), payment of wages, organization of employees & owners and whether these are the same b/w the sister corps.
(c) Problem for W: all the sister cab corps look like empty shells; even though he can access the assets of all corps b/c they were run as the same company, there’s not much there in the way of net assets. 
(ii) Piercing the corporate veil: trying to get the assets of the actual shareholder, which are usually protected by the corp structure (vertical piercing). 
(a) Issue is whether Carlton was actually doing business in his individual capacity, shuttling his personal funds in and out of the corps w/out regard to formality and to suit C’s immediate convenience in a way that’s unfair to the public.  
(b) W has to establish Carlton treated the cab corp as an extension of himself (i.e., as a sole proprietorship). 
(c) W presented inadequate evidence for piercing the corporate veil: it is not fraudulent for the owner-operator of a single cab corp to take out only the minimum required liability insurance under the law. Carlton ran these corporations by the book: he kept records, followed corp formalities. Piercing the veil doesn’t work b/c C followed the rules. Formalities were followed b/w corps & shareholders, even though they weren’t followed b/w the sister companies. Legislature should increase minimum liability insurance if they feel more of a cushion is needed.
G. Transactional Lawyering
1. OK to incorporate business for the sole purpose of avoiding personal liability. 
2. You can also split a single business enterprise into multiple corps to limit liability exposure of each part of the business from the other sister corps, but this is harder to do to claim each corp is truly a separate business entity rather than run as a single company.
H. Altria’s Kraft Spin-off: triangular piercing:
1. Altria used to have 2 main companies in which it owned stock: Philip Morris & Kraft (separate companies, but had a common shareholder in Altria). PM was under pressure from state atty gens b/c people died of cancer and states started suing PM for astronomical liability. Altria began to worry about PM’s liability b/c PM could go under after big judgments. Altria was also worried about Kraft b/c if the judgments were so big they wiped out PM entirely, state atty generals might go after Kraft’s assets. This concern affected Altria’s stock price b/c of remote chance that Kraft might be liable for PM’s debt. 
2. Atty Generals win lawsuit; massive judgment against PM. PM’s assets were not enough to satisfy the claim; AGs were still owed 90B. Altria ended up making Kraft an independent company to avoid headaches. Atty generals have 3 theories of recovery:
a) Enterprise liability: argue that Kraft and PM are the same business entity → this claim fails b/c these were 2 separate companies. Would have made Kraft liable for PM’s obligations, making atty gens creditors.
b) Triangular piercing (another way for AGs to become Kraft creditors)
(1) Atty gens pierce the veil b/w PM and Altria (pierce up), followed by reverse piercing b/w Altria and Kraft (pierce down). Kraft should then be liable for Altria’s obligations, which now include the $90B that PM still owes. 
c) Piercing the corporate veil: atty gens suing PM might be able to pierce the veil and access Altria’s assets. If they can pierce the veil, and find out Altria has no assets, atty gens get Kraft stock shares (Altria’s only valuable asset), thereby becoming shareholders of Kraft, but NOT creditors. 
I. Board of Directors: manages the corp.
1. Role: Decisions about corp are made by the board of directors, who are elected by the shhs. Benefit is having centralized authority. However, directors likely won’t be the only shareholders in the company, so they’re making decisions that affect a lot of other people. 
a) Board Functions: 
(1) The business and affairs of every corp shall be managed by/under direction of the board of directors. Board can also grant authority to individuals to act on behalf of the corp. Board makes the decision of what to do w/ dividends. 
(2) Board composition: board shall consist of 1+ people, each of whom is a real person. The number of directors shall be fixed by the bylaws, unless the COI fixes the number, in which case the number shall be changed only by amendment. Directors need not be stockholders unless so required. COI or bylaws may prescribe other qualifications for the directors. 
b) Officers are appointed by the board and do most of the daily work. As agents of corp, officers have actual & apparent authority (board grants the officers apparent/actual authority and then supervises and reviews proposed plans; can grant additional authority outside ordinary course of business). Officers can also hire agents to act on the corp’s behalf. 
(1) Example: Chief Financial Officer (agent of corp) ultimately bargains over terms of deal w/ some direction from the board in the resolution that gave CFO authority; CFO can bind the corp b/c has authority to do w/e CFOs do. Board can pass resolutions granting CFO actual authority to do things CFOs wouldn’t normally do, like borrowing massive amounts of money.
c) Authorizing a Transaction: 
(1) Corp decides to purchase real estate. Whoever signs the agreement will need authority given by the board, who approves purchase of real estate. For the board to authorize a transaction, need (1) a validly held meeting (quorum - enough people in the room to transact business; default is majority of the directors constitutes a quorum); (2) vote of the majority of directors present at the meeting for the corporate action. If these are satisfied, the corp act is duly authorized by the board. Agents of corp then have authority to carry out the transaction. Board can ratify an act using this same process. 
(2) Example: There are 5 directors. Only 3 show up; 2 vote in favor of a proposal and 1 votes against.
(a) Is there a quorum? YES b/c 3 of 5 directors (a majority) showed up at the meeting. 
(b) Has there been a valid authorization/approval of proposed transaction? YES, b/c there was a meeting w/ quorum & a majority of the directors present voted yes (2/3 voted in favor of proposal).  
(c) Don’t have to be physically present for a quorum → members can participate remotely as long as they can hear and be heard.  
d) Guide to Managing Corp: Directors need to be given a goal or end to achieve; shareholders’ wealth maximization (profits) and give board ample discretion in choosing how to attain this end. BJR (no judicial meddling). Limit this discretion w/ fiduciary duties of care and loyalty, and limited/periodic voting by shareholders.
(1) Stakeholder theory: corp has lots of interested parties: shareholders, employees, creditors, clients, customers. Corp should take these interests into account when making decisions to maximize social welfare. Court says the board's ability to measure satisfaction of all these interests is difficult.
(2) Shareholder primacy: board of directors should focus on shareholders, who own the corp and have a financial stake in the corp. Corp should maximize shareholder wealth and act for shh’s benefit. 
e) Dodge v. Ford: shareholder primacy theory (corp should maximize shh wealth)
(1) Ford controls the company; it owns 58% of common stock and is the CEO and board member. Dodge Bros. owns 10% and are not members of the board or officers. FMC annual dividend is $1.2M to shareholders. 
(2) Board doesn’t declare a special dividend in 1916 (keeps the money in the company) even though company’s doing great, but they have an expansion plan to build a factory & reduce price of cars. 
(3) Dodge Bros. not happy b/c they want the dividend payments b/c Dodge was trying to build a competing company and were relying on the money they were receiving from their Ford investment. If this was a partnership, Dodge couldn’t do this b/c they would owe fiduciary duties to the partnership not to compete (duty of loyalty). In a corp, shareholders don’t owe fiduciary duties to the other shareholders except when there’s a controlling shh or in a close corp (outside DE). 
(a) Note that Ford wouldn’t be able to do this b/c Ford is a CEO (officer/agent), and therefore he does owe fiduciary duties to the corp. 
(4) Dodge seeks relief: require FMC to issue special dividends and enjoin construction of RR plant. 
(a) Court requires Ford to issue special dividends b/c Ford’s rich and it’s arbitrary for them not to declare dividends & corp should maximize shh wealth; however, court did NOT enjoin construction of RR plant b/c that’s something the board should decide & court doesn’t have business knowledge to know if building that plant is a good idea. 
(5) Shareholder Primacy: Ford shouldn’t make decisions to benefit customers, but rather should make decisions to maximize stockholders’ profits. Benefiting shareholders shouldn’t be incidental. 
(a) It is not w/in the lawful powers of a board to shape and conduct the affairs of a corp for the merely incidental benefit of shareholders and for the primary purpose of benefiting others. 
(b) A business corp is organized and carried on primarily for the stockholders’ profit.
(c) 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. 
(6) Ford is raising quality and slashing prices, increasing wages more than double, building a mega-plant (more than just for building cars). Court: Ford may be pursuing these policies for altruistic ends; cutting the company’s prospective profits intentionally to later maximize benefits for shareholders.  
(7) Give the board of directors a goal/end; shareholders’ wealth maximization (profits) lesson from Dodge (board of directors’ job is to focus on shareholders; rather than society). Corp can still do good stuff for employees, but that must also be good for shareholders and max their profits. 
(8) Give the board of directors ample discretion in choosing how to attain this end: BJR (no meddling).
(9) Limit the board’s discretion under BJR w/ fiduciary duties: duty of care, duty of loyalty; limited/periodic voting by shareholders, who elect the board of directors (shareholders could later vote a board member out if they don’t abide by fiduciary duties).
J. BJR: strong, rebuttable presumption that directors in performing their functions are honest/well-meaning and that decisions are informed, rationally undertaken. Courts don’t hold boards liable for bad business decisions.
1. To overcome the presumption, the challenger (shareholder) of an action by the board must invoke: (1) fraud/bad faith/illegality (i.e., Latin American case re: bribery → such an illegal action will not be protected by BJR. If company is fined by US gov’t for bribery, the directors will be liable for the company’s losses. Shareholder could get an injunction forcing the corp to stop its illegal activity); (2) lack of rational business purpose/waste (corp. waste is uncommon; usually involves conflict of interest/exec comp & transactions where corp gets low consideration that no reasonable person would deem it adequate; i.e., selling $100M parcel of land for $100; CVS case - not clear what corp got in return for agreement); (3) breach of duty of care/loyalty/good faith: failure to become informed in decision making; conflict of interest; failure to oversee corp’s activities. If any of these happened, the court may take a second look at the substance of a decision. 
K. Kamin v. American Express: decision re what to do w/ shares was a business decision.
1. Facts: AmEx board decided it should invest its money in shares of another company (paid $29.9M), wait a few years, and then sell the shares for more money. Turns out that the shares’ value went down to $4M. Board needs to decide what to do w/ the shares: (1) $4M dividend for DLJ shares; (2) go back to the market and sell the shares and suck up the $25.9M taxable loss. Board decides to give the shares to the shareholders; shareholders are mad b/c that loss of $25.9M is a loss the corp can use to reduce the taxable income. When corp chose to give shares to shareholders, their basis was reset.   
2. Standard of Review: The question of whether a dividend is to be declared or a distribution of some kind should be made is exclusively a matter of BJ for the board of directors. In this case, decision re dividends is a business decision to be determined by the directors. 
a) Dividends are like a withdrawal, where the corp’s made money from profits and the company has to decide what to do w/ that money: can reinvest it in the business, or can give it back to the shareholders so they can decide what to do w/ that money. These actions are business decisions protected by the BJR. Shareholders will have to convince the court that something sketchy’s going on (illegality, corp waste/lack of rational purpose, uninformed business decision/breach of duty of care, etc) to overcome the presumption. 
3. BJR Deference: A complaint which alleges merely that some course of action other than that pursued by the board would have been more advantageous gives rise to no cognizable c/a. The directors’ room rather than the courtroom is the appropriate forum for thrashing out purely business questions that impact profits, market prices, etc.
4. Board’s thought process: Ds were fully aware that a sale rather than a distribution of the DLJ shares might result in the realization of a substantial income tax saving. The board thought about it, but focused on accounting reasons (whereas shareholders focused on the tax reasons): had they recognized the loss, although they would’ve gotten tax saving, the corp would’ve recognized the loss, the net income would’ve been lower & the market would’ve punished the company. Nevertheless, they concluded there were countervailing considerations w/ respect to the adverse effect such a sale, realizing a $25M loss, would have on the net income figures. Such a reduction would seriously affect the market value of publicly traded stock.
5. A slight twist: results would’ve been different if there was evidence the board had not been aware of or considered tax implications when making the dividend decision (if this was the case, the board would’ve been liable b/c they would’ve failed to become informed in decision-making, thereby breaching the duty of care). Here, this was not a situation in which directors totally overlooked the facts called to their attention. Court focuses on the process, not the substance of the decision.
L. Smith v. Van Gorkom: breach of duty of care case b/c board’s decision re leveraged buyout was uninformed.
1. Facts:
a) Players
(1) Jerome Van Gorkom: CEO, owned 75K shares worth $4.125M at $55/share; $2.85M at $38 and nearing mandatory retirement
(2) Donald Romans, CFO: ran some numbers re: LBO (these numbers assess how much someone could pay for the company by borrowing money; depends on company’s cash flow)
(3) Trans Union board of directors
(4) Pritzker, takeover specialist (buys, fixes for lowest price, and sells companies for a higher price or piecemeal)
b) Timeline
(1) 8/27: internal mgmt discussion re stock undervalued at market for unused tax credits: TU stock at $38; considered alternatives to increase value so shareholders could get a better deal, such as sale of company, LBO (sale by borrowing money), MBO; They discussed whether to have an outsider handle the transaction. CFO Romans ran LBO feasibility study (easy at $50; difficult at $60; note these numbers have nothing to do w/ value, but w/ how much debt the cashflow from company operations can support). 
(2) 9/5: another internal mgmt discussion: Romans mentions MBO again; VG vetoes as a potential conflict of interest → he says they should get an outsider and not be involved.
(3) 9/13-9/19: VG negotiates LBO at $55 per share w/ Pritzker (VG doesn’t tell anyone else what’s going on). $55 figure came about; Pritzker wants to close the deal ASAP (VG was astounded that events were moving w/ such rapidity → tells you $55 might be too low). Pritzker asks for conditions: he’ll get the money, but VG needs to include provisions in the merger agreement to protect Pritzker from a random person coming in and taking the deal away by bidding a higher amount). VG & Pritzker meet w/ TU’s bank.
(4) 9/20: senior mgmt meeting (VG didn’t previously consult the board; made deal unilaterally); senior mgmt doesn’t like it b/c wanted a bigger say. TU board of directors approves merger.
(5) 10/8: TU board of directors approves revised deal
(6) 2/10: TU shareholders approve merger b/w TU & Mormon by 69.9%. MA has price that Pritzker will pay each shareholder of TU for their TU shares (acquisition - once merger’s approved by the board & majority of shareholders, each shareholder is bound by the agreement and has to sell their shares to Pritzker at $55, the price in the MA).
2. Rule: A member of the board of directors shall, in performance of such member’s duties, be fully protected in relying in GF upon such info, opinions, reports or stmts presented to the corp by any of the corp’s officers, or by any other person as to matters the member reasonably believes are w/in such other person’s professional/expert competence. 
3. Issue: was the board informed on 9/20 when they approved the merger? As a result of their deal, shareholders had to sell shares at $55, rather than a higher price. Shareholders claim the BJR should not protect the decision made by the board approving the MA b/c the board did not adequately inform itself; BJR does not protect uninformed decisions. Burden of establishing the board’s decision was uninformed by not gathering all the info they could’ve reasonably gathered is on the shareholders (attackers of the decision). 
a) Some shareholders attack the board for following a flawed process by not adequately informing itself and breaching its duty of care, which is why they lost money. 
b) Board was uninformed:
(1) Board had no idea what meeting was for; met for 2 hours; 20 mins oral presentation; didn’t read agreement (no auction/lockup); didn’t think hard about price (no questioning of price, outside advice re valuation, no market-test mechanism).
4. Outside valuations (way to determine the company’s value): outside consultant looks at corp’s financial stmt to determine a range of values and the corp’s value (not required, but encouraged). Court does not imply that an outside valuation study is essential to support an informed business judgment, nor does it state that fairness opinions by independent investment bankers are required. Often, insiders familiar w/ business are in a better position than outsiders to gather relevant information; directors may be fully protected in relying in GF upon the valuation reports of their mgmt. 
5. The verdict: lack of prep (didn’t read/review terms & agreements); lack of engagement w/ the officers (no active questioning about negotiations); lack of independent assessment (no outside valuation by experts or market test) → Board didn’t take this important decision seriously.
a) 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 info reasonably available to them (failure to become informed in decision-making by utilizing available resources). Court holds board was grossly negligent for its uninformed business judgment; court focuses on board’s process in deciding $55 was the correct price per share. 
M. Protecting directors from liability: VG decision scared board members b/c they could potentially be liable for uninformed business decisions. 
1. Exculpation: COI may contain a provision eliminating or limiting the personal liability of a director to the corp 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 breach of director’s duty of care to the corp/stockholders; (ii) for acts/omissions not in good faith involving intentional misconduct/knowing violation of law...or (iv) for any transaction from which the director derived an improper personal benefit). Scope of provision is limited in what it exculpates; namely breaches of duty of care; NOT duty of loyalty. Won’t protect director for illegal actions. This provision provides a way to opt out of the VG decision.
a) Example: Uber & TESLA COI: liability of directors for monetary damages shall be eliminated to the fullest extent under applicable law, including after amendments. 
2. Indemnification (protect officers & directors from personal liability for their decisions): If director/officer is sued, if successful, officer/director shall be indemnified by the corp (legal costs paid). If not successful, no indemnification if person is liable to the corp unless court permits. If suit is by third party, then corp may indemnify if director/officer acted in good faith and in a manner reasonably believed to be in the best interests of the corp, and had no reasonable cause to believe conduct was unlawful. Company pays w/e the director/officer is liable for. 
3. Insurance (directors/officers protected from having to pay out from their own personal assets after director/officer is found to be liable): Corp has power to purchase/maintain insurance on behalf of any person who is/was a director/officer/employee/agent of the corp against any liability asserted against such person/incurred by such person in any such capacity, whether or not the corp would have the power to indemnify such person against such liability. Usually a long list of actions that aren’t included. Corps allowed to take this insurance on behalf of its directors (fairly common). 
N. Duty of Loyalty: conflict of interest involved; courts take a second look at the board’s decision. 
1. Duty of Loyalty Issues: conflict of interest; corp opportunities; transactions detrimental to minority (occurs with controlling shhs).
2. Duty of Loyalty Analysis: 
a) Ask whether there’s a conflict of interest giving rise to duty of loyalty concern that will lead the court to take a second look; if no conflict of interest, there’s no duty of loyalty issue & revert to BJR (Burden is on Ps to establish a transaction tainted by a conflict of interest). Traditional rule: tainted K is voidable by the corp due to the conflict of interest. This could be unfair to allow courts to void the K b/c directors often arrange deals b/w the corp & another company (these deals could be sketchy, but sometimes were necessary & beneficial to the corp and other party). Courts came up w/ an exception: Del. 144 (Ks tainted by conflict of interest are voidable UNLESS that K was fair to the corp at the time it was made, at which point it would no longer be voidable; if the K’s cleansed, it’s not voidable). 
(1) Direct interested transaction: H, director and CEO of ML, enters into K w/ ML lending/borrowing money. There is a conflict of interest. Concern is H has a duty to make sure ML gets the best deal it can get; H also cares about himself as director and CEO and he’ll want to get a good deal for himself. Courts won’t apply BJR, b/c presumption that directors are acting in corp’s best interest might be overcome by the conflict. 
(2) Indirect interested transactions: H owns Honeydew Farms and is the CEO/director of ML; H enters into a K w/ ML → this is a conflict; it’s indirect b/c H has a financial interest in the counterparty, but also owes a duty to ML. Not direct b/c H not dealing w/ ML. 
(a) Variant 1: Same situation if H was only the director of Honeydew Farms, rather than the owner. Even though he might not have a financial stake, he’s conflicted b/c he owes fiduciary duties to both ML & Honeydew Farms. This transaction is also tainted.
(b) Variant 2: H is married to a party contracting w/ the corp. H is married to P, who enters K w/ ML → this K is tainted by that conflict. H owes duty to ML & has familial relationship w/ P, the counterparty. 
b) If there is a conflict of interest and the transaction is cleansed/ratified by the board or shareholders (whether there were disinterested directors/disinterested shareholders who signed on) BJR applies. If transaction was not cleansed/ratified by board or shareholders, ask whether the transaction was fair to the corp (D’s burden). If no, transaction is voidable. If yes, BJR applies & P can’t use conflict of interest as its weapon and has to find another way to rebut the BJR. 
3. Hallmarks of a fair transaction: court reviews terms to determine if K’s fair:
a) Transaction needs to be valuable to corp, as judged by its needs/scope of business. Examine transparency and role of interested director in initiation, negotiation and approval. Must replicate an arm’s length transaction by falling into range of reasonableness: courts carefully scrutinize terms, particularly price, to see if the interested director advanced her interest at the corp’s expense. 
4. Bayer v. Beran: 
a) Facts: K for radio program. Conflict of interest arose b/c one of the people hired for the radio program was the CEO’s wife. They did a radio program b/c the board felt they had to convince a subset of customers that their product was of superior quality worth paying a premium for. Radio K is b/w Jean Tennyson (married to Dreyfus) and Celanese, of which Dreyfus is the CEO & director.  
b) Formalities & Del. 141: It is urged that the expenditures were illegal b/c the radio advertising program was not taken up at any formal meeting of the board of directors, and no resolution approving it was adopted by the board or by the exec committee.
c) Analysis: 
(1) Even though there was a conflict, the transaction was fair to Celanese b/c in the past, they allocated a portion of their sales to advertising; this show itself was just another way of advertising. Court considered the nature of the program. The board hired an agency who performed a study, leading to the determination they should perform an opera show (process by which the board decided to enter into these transactions). 
(2) Negotiation & K terms: negotiated b/w wife’s agent & advertising agency hired by Celanese; transaction was done away from Celanese. Wages were reasonable; not the case that the wife was getting paid more than she would’ve earned somewhere else. Overall, the transaction was fair to the corp & is therefore not voidable by reason of conflict of interest. P can no longer use conflict of interest weapon and has to go back to square 1 to overcome the BJR (i.e., finding the K was illegal, showing the business decision was uninformed & board thus breached the duty of care, corp waste, etc.).  
5. Ratification/Cleansing: mechanism by which conflict of interest can be internally cleansed, so there is no need to later determine what a court would find. 
a) 141: The vote of the majority of the directors present at a meeting at which a quorum is present (majority of directors sufficient to transact business) shall be the act of the board. 
b) 144(a) (cleansing mechanism): (1) The material facts as to the director’s or officer’s relationship/interest and as to the K or transaction are disclosed or are known to the board of directors and the board in good faith authorizes the K/transaction by the affirmative votes of a majority of the disinterested directors (no financial direct/indirect interest; no common directorship), even though the disinterested directors be less than a quorum, or (2) transaction is specifically approved in good faith by vote of the shareholders, who don’t have an interest in the transaction. After cleanse, transaction can’t be voided by reason of conflict of interest. If cleansed and fair to corp, P has to find another way to rebut the BJR, such as corporate waste, illegality, uninformed business decision, oversight, or conflict of interest.
c) 144(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 K/transaction. 
d) Effect of Approval by Shareholders for Cleansing:
(1) Duty of care claims: extinguished by informed vote of shareholders
(2) Duty of loyalty claims against directors: fully informed vote shifts burden of proof to P to show waste or gross negligence to overcome the BJR. 
6. Marciano v. Nakash & Ratification Under Del. 144: 
a) Interested director transactions are still valid if they are intrinsically fair.
(1) Cleansing mechanism is independent of the fairness question. If not cleansed, not automatically voidable; court will review K’s terms to determine whether they’re fair to the corp. If they’re fair, BJR applies. If terms are not fair, then BJR doesn’t apply. 
7. Corporate Opportunity Doctrine
a) Rule: Fiduciary cannot appropriate business prospects that firm is capable of and might be interested in pursuing; incentives of firm and fiduciary likely to be in profound (maybe complete) opposition. Conflict of interest b/c fiduciary takes opp that belongs to the corp and which should’ve been presented to the corp, so the corp could consider whether to exploit that opp. 
b) Analysis: Ask whether there’s a corporate opp (if it’s not a corp opp, fiduciary can take the opp w/out conflict). If there is a corp opp, ask whether opp was rejected by corp after disclosure. If yes, fiduciary can take opp w/out having breached the duty of loyalty. If no & fiduciary takes opp w/out disclosure, then corp can sue fiduciary & take all the profits made w/ that opp, disgorgement, constructive trust if opp is taken. 
c) Defining a corporate opp: (1) nature of opp (line of business test, whose breadth might vary by court - court sees how closely the opp aligns w/ existing business of the corp, geographic area, whether corp could exploit that opp); (2) source of opp (ask how fiduciary learned of opp; also referred to as the “source rule”); (3) ability of corp to exploit opp (financial/legal constraints faced by corp; also referred to as “incapacity defense - inability of corp to exploit opp, even if it wanted to”). 
d) Broz v. CIS: 
(1) Facts: Broz has 2 positions: he was the sole owner of RFBC (cellular provider) and also on the board of directors of CIS (also a cellular provider). Not a conflict; CIS wants Broz b/c he knows the cellular business. CIS is publicly held by shareholders. Makinac, another cellular service, sells its license; to do so, they hire Daniels, a broker; Daniels contacted Broz in his capacity as owner of RFBC and owns license contiguous to M’s license. Daniels didn’t contact CIS b/c CIS was struggling financially and was selling its licenses w/in the region. Broz talked to people (board members, general counsel) at CIS about the transaction; CIS people said they weren’t interested. CIS then sues Broz after Broz buys the license, b/c the owner of CIS changes and believed Broz breached his fiduciary duty to the corp. 
(2) Issue: whether purchasing license was a corp opp. 
(3) Analysis: CIS had divested itself of the licenses. Daniels contacted Broz in his capacity as owner of RFBC, not as a fiduciary of CIS. CIS wasn’t financially able to take the opp. Although Broz didn’t get CIS to formally reject the opp, his informal rejections from CIS go to Broz’s good faith & gives an idea as to whether the license was w/in CIS’s line of business. If no corp opp, fiduciary doesn’t need board rejection to take the opp. 
(4) Formal board approval: 
(a) Relevance of formal board approval or lack thereof on corp opp: not required; creates a safe harbor.
(b) Meeting individually/informally w/ board members: doesn’t count as formal, but evidence of GF and informs Q re: whether company had interest.
e) Northeast Harbor Golf Club v. Harris: 
(1) Facts: Harris was president of golf club. She gets 2 real estate opps to buy land surrounding golf course; she purchased this in her own name to develop. On both occasions, she told the board after she purchased the land and said she wouldn’t develop the land. Board becomes upset when Harris starts plan to develop, b/c golf club should be exclusive. 
(2) Issue: whether real estate opps were corp opps. If so, Harris shouldn’t have taken them w/out getting prior consent from the board, which she never got. 
(3) Analysis: Real estate transactions don’t necessarily fall w/in golf club’s line of business. However, it could be that they might have an interest in purchasing the land if they were given the opp b/c if surrounding land remained undeveloped, it would be good for the club. Court also focused on the golf’s club lack of money to purchase all the land, although this wasn’t really an issue; better question is whether the golf club could get that money if they wanted to → they could’ve borrowed money, etc. Therefore, this was a corp opp that Harris should’ve presented to the board.   
8. Contracting Out of Corp Opp Doctrine: 
a) Every corp shall have power to: renounce, in its certificate of incorporation or by action of its board of directors, any interest or expectancy of the corp in, or in being offered an opp to participate in, specified business opps or specified classes or categories of business opps that are presented to the corp or 1 or more of its officers, directors or stockholders. Allows corps to contract around corp opp doc in COI as long as that contracting out is narrowly tailored to specified opps (similar to partnerships, where partners could allow themselves more leeway in terms of exploiting business opps). 
O. Obligation to Monitor Corp Affairs in Good Faith
1. Francis v. United Jersey Bank: overcome BJR by showing the director failed to oversee the corp’s activities in GF and b/c of that failure, the corp suffered harm. 
a) The Pritchards: company has a lot of money going in and out; insurance companies have to trust the reinsurance broker so they’re comfortable giving money.
(1) Pritchard founder dies. Lillian Pritchard: widow of P&B’s founder. She owns 48% of the company and is the director. She’s not very active in the business mgmt; also did not have experience or knowledge of this business. 
(2) Charles and William are the sons of the dead founder. They are active in mgmt & start stealing money from the company. They systematically embezzled large sums of money in the form of nominal loans; Lillian has no clue this is happening.
(3) Company is sued by the creditors (people who gave money to broker) who argue Lillian should’ve done her job as a member of the board, b/c if she had, she would’ve noticed her kids were stealing money & stopped it so creditors wouldn’t have lost as much money.  
b) Analysis
(1) Pritchard breached the fiduciary duties she owed as a director - she was unaware the sons were embezzling & couldn’t keep up b/c she didn’t understand the business. Court held her ignorance and failure to oversee the corp operations wasn’t an excuse, b/c as a director, she should have acquired an understanding of the business or hired someone who could.
2. Graham v. Allis-Chalmers
a) If the board is put on notice that people might be breaking the law, then the board has to tackle that issue. Absent that, the board can assume things are fine. 
b) Directors are entitled to rely on the honesty of their subordinates until something occurs to put them on notice that illegal conduct is taking place. If they are put on notice and then fail to act, or if they recklessly repose confidence in an obviously untrustworthy employee, liability may follow. No duty to install a law compliance program from the outset, absent red flags. 
3. In re Caremark: duty of care case (later shifted to duty of loyalty).
a) Director’s obligation includes a duty to attempt in good faith to assure that a corp info and reporting system exists allowing the board to gather info about employees’ compliance w/ particular laws & rules, and that failure to do so may render a director liable for losses caused by non-compliance w/ legal standards. 
b) Caremark was decided as a duty of care case: setting up a reporting system. 
c) The duty of having a monitoring system in place breach is exculpated under Del. 107(b)(2), which made Caremark optional. However, w/out the requirement of monitoring system, some directors may get lazy if they’re not potentially subject to liability.
d) Monitoring systems may prevent misbehavior, but also can consume valuable resources, so this is another business decision (optional).
4. Stone v. Ritter:
a) AmSouth paid $50M in penalties to settle charges that it failed to file Suspicious Activity Reports.
b) Ps sued directors for utter failure to implement any sort of statutorily required monitoring, reporting or info controls that would have enabled them to learn of problems requiring their attention.
c) Caremark confirmed & court sets a high bar to move from duty of care to duty of loyalty b/c oversight liability requires the P shows the director knew/should’ve known they were not discharging their fiduciary obligations/were acting in bad faith. Once there’s bad faith, the breach is more serious than the duty of care; rather, it goes to the duty of loyalty. 
d) Necessary conditions for director oversight liability:
(1) Directors utterly failed to implement any reporting or info system or controls; or
(2) Having implemented such a system, consciously failed to monitor/oversee its operations, thus disabling themselves from being informed of risks or problems requiring their attention. 
(3) Imposition of liability requires a showing that the directors knew they weren’t discharging their fiduciary obligations (implies bad faith and violation of duty of loyalty). 
e) AmSouth Board cleared: Board received and approved relevant policies and procedures, delegated to certain employees the responsibility for filing SARS and monitoring compliance, and exercised oversight by relying on periodic reports providing financial info to the market and presentations from them. In absence of red flags, good faith in the context of oversight measured by directors’ actions to assure a reasonable info and reporting system exists. Court doesn’t find the board to be liable. 
f) Caremark Reconceptualized: Caremark was decided as a duty of care case; Caremark court established a standard that boards have to meet re having a system in place to gather relevant info for regulatory compliance (affirmative duty). In Stone, the court shifted the Caremark duty to the duty of loyalty umbrella. When people talk of Caremark duties, think of duty to have an adequate system in place, which are now under the duty of loyalty umbrella.
(1) Stone shifted the focus in a Caremark inquiry from board info to board intent (not installing monitoring shows bad faith). 
(2) Redefines Caremark claims from care to loyalty (not acting in good faith breaches duty of loyalty). Corps cannot insulate directors. If a member breaches Caremark duties, it’s no longer protected by the 102(b)(7) provision, which cannot exculpate breaches of the duty of loyalty. Stone gives Caremark more bite, b/c director can now be liable for breach of fiduciary duty.  
5. Marchand v. Barnhill: directors breached their fiduciary duties.
a) Line of business is making ice cream. Claim was Blue Bell didn’t comply w/ food safety regulations after listeria outbreak & complaints from regulatory health inspections. Board was unaware or didn’t care and didn’t take action until after customers were dying and company had to pull items off the shelf. 
b) Shareholders sue the board, arguing that if they had a proper system in place to learn of these situations, then maybe they would’ve caught the problem earlier on before people died and company had to pull ice cream from stores. Company lost money, and so did the shareholders. 
c) Court’s Conclusion: Court agrees w/ Ps that Ds likely breached their Caremark duties: where a plaintiff pleads facts supporting a fair inference that no reasonable compliance system/protocols were established as to the obviously most central consumer safety and legal compliance issue facing the company, that the board’s lack of efforts resulted in it not receiving official notices of food safety deficiencies for several years, and that, as a failure to take remedial action, the company exposed consumers to listeria-infected ice cream, resulting in the death and injury of customers, the P has met his onerous pldg burden and is entitled to discovery.  
(1) There was no board committee addressing food safety; no process by which board would get info from managers on a periodic basis. The board never had meetings to specifically address food safety. Even after people died, didn’t seem the board discussed this in much detail. Court finds there’s enough evidence that the board did not establish a system allowing it to gather info on food safety and to act on that info. Just trusting the mgmt is not enough; there needs to be a system for the board to get info from mgmt & employees. 
P. Controlling Shareholders & Their Fiduciary Duties: need to make sure the shareholders have an incentive to make the right decisions. Protects minority shareholders from oppressive shareholders.
1. Overview
a) Main corporate governance issue in most countries: large shareholders w/ complete control rights, but just partial cash flow rights. 
b) If there’s only 1 class of shares, look at percentages: the percentage of shares that someone owns tells you their voting power and economic rights. You get a percentage of dividends depending on how much stock you own. To control a corp, stockholder needs more than 50% stock to ensure they control the company.
c) Don’t trust the cleansing mechanism b/c controlling shh nominated directors; standard shifts from BJR to fairness & court analyzes substance of transaction.
2. Parent & Subsidiary Corporation Examples
a) Wholly owned subsidiary corporation: GE is the parent and owns 100 percent of the stock in another corporation; GE Aviation is the wholly owned subsidiary. There are no minority shareholders to protect.
b) Parent owns most of the stock of the majority controlled subsidiary (more than half → control of the corp); minority shareholders hold minimal stock. The controlling shareholder can do w/e it wants by having more than half of the common stock and can elect the entire board if it wants to. The minority shareholders have little say in how the company’s run. Courts will take a second look at any transaction b/c the court knows the controlling shareholder has effective control and may have the incentive to cause the corp to undertake transactions favorable to the controlling shareholder, but not to the other shareholders. Since the controlling shareholder owns more than half of the stock, there’s no chance that someone else could come in and try to take control of the corp.
c) The parent owns a lot of the common stock of the subsidiary, but not more than half (i.e., 43%); however, this could be enough to have control. This parent can elect a majority of the board of directors and therefore could be a controlling shareholder. Also need to look at who else owns stock. If there’s another big chunk of stock that can carry power, harder to say shareholder w/ slightly less than half is a controlling shareholder.
d) Tesla owns ~ 22% of common stock and has a lot of power in the company. w/ only 22%, he is unlikely to be seen as a controlling shareholder of Tesla, even though he gets a lot of say.   
3. Conflict of Interest Duty of Loyalty Analysis
a) Ask whether there’s a conflict of interest, whether it’s cleansed by disinterested directors or disinterested shareholders (interests disclosed & majority of disinterested approve the agreement), and whether it’s fair to the corp). If yes, BJR applies (burden on P to overcome BJR w/ illegality, waste, etc.). If no, it’s voidable. Note: if there is a controlling shareholder, the standard for a conflict of interest that has been cleansed is fairness, not the BJR. 
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4. In re Wheelabrator
a) Facts: WT is the subsidiary, owned by Waste (had 22% of voting power and controlled a few members of the board). Public owns the remaining 78%. Waste & Public entered into a partial merger agreement: Waste would trade WT shares w/ public shareholders for Waste shares; Waste would have 55% of the WT stock; other shareholders would have 45% and get in return some shares in Waste. There’s a conflict of interest: the 4 Waste Mgmt directors also have that conflict of interest. 
(1) Approval of the merger: WM and WT structured the approval process carefully: asked WM nominees to step aside, deal was approved. They then went to the shareholders and said the agreement had to be approved by the independent, non-WM shareholders. They were careful b/c there was a possibility that WM could be seen as a controlling shareholder of WT. If this was the case, then cleansing conflicts would be difficult: if there is a controlling shareholder and a cleansing by the vote of disinterested shareholders/directors, the effect of that cleansing vote is no longer to push the P to step one (standard doesn’t go back to the BJR b/c the conflict has not been fully cleansed; there’s extra care due to the additional opp for exploitation due to the controlling shareholder). Rather, all that that cleansing does is switch the burden of proof from the Ds to the Ps. Fairness is the standard - courts will openly look at the substance of the transaction. If no cleansing of conflict, then we establish whether the transaction is fair to the corp and the burden is on the Ds. If there is cleansing, the burden shifts to the Ps under the fairness standard. Other big difference: we no longer trust the board of directors in this type of situation (they cannot cleanse the conflict; we question whether the directors are truly independent b/c controlling shareholder has the power to nominate & elect the entire board).  
b) Waste Mgmt was not a Controlling Shareholder
(1) The cleansing power of the vote by disinterested WTI shareholders depends on whether WM was a controlling shareholder. Court says WM was NOT a controlling shareholder b/c it only had 22% of the vote and only nominated 4 out of 11 board members. 
5. Controlling Shareholders - Issue: might benefit parents, but not subsidiary shareholders. 
a) Parent entering into transaction w/ sub; duty of loyalty issue for some of the board members of the subsidiary company in approving the transaction. The directors might have a conflict of interest as agents of the shareholders who elect them, which raises the duty of loyalty issue.
6. Fiduciary Duty of Controlling Shareholders Owed to the Minority Shareholders When A Conflict of Interest is Present
a) Shareholders acting as shareholders owe no fiduciary duties to other shareholders or to the corporation, except in a close corp, where shareholders may owe each other dues (like partners); controlling shareholders may owe fiduciary duties to the subsidiary & to the minority shareholders (these restrict the transactions that controlling shareholders can enter into w/ the subsidiary or cause the subsidiary to do). 
(1) Analysis
(a) Ask whether the shareholder dominates/controls corp. If no, no duties are owed to the other shhs. If yes, the controlling shareholder owes the subsidiary a fiduciary duty in situations where the controlling shh will enjoy a benefit at the expense of the minority shhs: ask whether the controlling shareholder received benefit to the exclusion and at the expense of the subsidiary or minority shareholders (situations of self-dealing & a conflict of interest). If the transaction doesn’t involve self-dealing, then fiduciary duty isn’t triggered & BJR applies to the person challenging the transaction. If there is self dealing involved, then conflict of interest exists and duty of loyalty issues are raised; the court will then ask whether the transaction is fair to subsidiary and minority shareholders by looking at the terms of the transaction; also ask whether it was approved by the informed majority of minority shareholders (if so, the standard is fairness). 
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7. Sinclair v. Levien (3 transactions, only one of which was detrimental to minority shareholders)
a) Analysis re Fiduciary Duties: Sinclair dominates/controls Sinven; 97% ownership gives Sinclair control & Sinclair nominated the entire Sinven board, which was made up of officers/directors of Sinclair. 
(1) Public shareholders sue over (1) distributed dividends paid by Sinven, arguing the transactions were self-dealing; (2) Sinclair did not give certain drilling opps to Sinven but rather gave it to another wholly owned subsidiary of Sinclair; and (3) that Sinclair breached the K b/w Sinclair Int’l & Sinven. 
(a) Issue 1: Excessive Dividends: Sinclair extracted big dividends from and did not reinvest in Sinven. 
(i) Sinclair caused Sinven to pay out very large dividends to its shareholders that depleted Sinven’s bank acct. Sinven paid $108M in dividends (dividends were larger than earnings). However, the dividends were legal under DE law. The court held Sinclair didn’t receive a benefit to the exclusion and at the expense of other Sinven shareholders b/c the amount received was proportionate to the dividend amounts received by the minority shareholders. Sinclair got more money, but they owned more shares; each shareholder got what it deserved. The standard of review is the BJR (deference to corp business decisions). 
(b) Issue 2: Business Opps/Expansion Policy
(i) Sinclair seized Sinven’s corp opps, preventing Sinven from expanding. Sinclair developed oil fields in Alaska, but did not offer Sinven to join in, starving Sinven of corp opps. The court stated the opp never came to Sinven, so it was irrelevant b/c these opps were not in Venezuela. 
(c) Issue 3: Breach of K
(i) Sinven had K to sell its oil to Sinclair Intl; Sinclair bought oil at a certain price from Sinven. SI breached K w/ Sinven; it lagged in payments and didn’t comply w/ minimum purchase reqs for oil from Sinven. Sinclair uses its power to prevent Sinven from suing SI for that breach of K. Sinclair received a benefit to the exclusion and expense of other Sinven shareholders b/c they got the oil for cheaper, as proceeds weren’t going to the public shareholders. Sinclair is better off if SI is not sued, b/c if Sinclair owes money to Sinven, some of that money goes to the public shareholders. Therefore, Sinclair is getting something that Sinven is not getting at the detriment of the public shareholders who should get their share of what Sinven is entitled to have. Therefore, there is a conflict of interest (benefit at the expense of the minority shhs). Standard of review is fairness: Sinclair Oil has to convince the court that this transaction was fair to Sinven and their minority shareholders (will be tough to prove).  
(a) Potential Effect of Shareholder Ratification: 
(i) Suppose the non-enforcement of K had been approved by a majority of Sinven’s disinterested shareholders (a majority of the minority). If the self-dealing is not approved, then the D has to establish the transaction was fair to the corp & minority shareholders (Sinclair situation). If the deal was approved by a majority of the minority shareholders, the burden of establishing fairness shifts to the Ps; the standard remains the same.   
Q. Sales of Control
1. Overview: Controlling shareholder decides to sell its controlling stake (more than half the stock; shares have control attached to them & having control has some value) to a third party, often at a price that incorporates a control premium higher than the market value of those shares (higher price reflects the value of the control).
2. 2 Issues: (1) whether the controlling shareholder has to share the control premium w/ the minority shhs, and (2) the duties owed by the controlling shareholder to the minority when the controlling shareholder sells the controlling block to make sure the buyer won’t run the company to the ground. 
3. Perlman v. Feldmann: no longer the majority view
a) Feldmann was the majority shareholder, the chairman of the board and the president. He sold his family’s stock to Wilport, itself owned by end-users of steel who were interested in securing a steel source. Paid $20; stock traded at $12: Feldmann got a very nice premium.
b) Issue was whether Feldmann should share his new wealth w/ the minority shareholders. Held: Yes, Feldmann has to share premium b/c he sold control, which can be seen as a corp asset; that value should be shared w/ the minority shareholders.  
4. Zetlin v. Hanson: represents the current law re controlling shareholders.
a) Ds, owners of 44% stock of Gable Industries, sold their shares to Flintkote for a control premium, which was in effective control of Gable after the transaction. Zetlin, a minority shareholder, brought action. Held: controlling shareholders don’t have to share their control premium w/ the minority, as long as there is no back favor action (fraud, selling to a ruthless dictator, etc.)
5. Abraham v. Emerson: represents the current law re controlling shareholders.
a) Emerson owns 52% of Sport Supply stock; Emerson sells stock to Collegiate Pacific (looter), which ends up running the company to the ground & seeps wealth from the company based on self-dealing transactions. 
b) Held: Unless the controlling shareholder knew/should have known about reasonable suspicion that the buyer intended to loot the target, the controlling shareholder will not be liable. No duty to investigate, but can’t sell to someone who wants to exploit the minority shareholders if there are facts giving rise to a reasonable suspicion; if so, the controlling shareholder is liable to the minority. Once there are facts the buyer’s a potential looter, the seller should inquire further, but seller is not expected to uncover those flags.
R. Shareholder Derivative Suits & The Demand Requirement: 
1. The Derivative Suit
a) When a corp suffers harm, shareholders are indirectly harmed by the decrease in their shares’ value, but direct harm is to the corp. So, the corp has to sue. Whether to bring a lawsuit is a business decision that has to be made by the board. Shareholders upset by the board’s decision generally don’t have a lot of power to force the board to bring a lawsuit.
b) Derivative suit: a suit in equity against corp to compel it to sue a third party. Shareholder bringing a claim on behalf of the corp, typically for breach of fiduciary duties by the board members.
2. Is a Claim Derivative or Direct?
a) To determine, ask who suffered the alleged harm (who suffered the most direct injury and to whom the D’s duty ran - the corp or the shareholder); and who would receive the benefit of any recovery/other remedy. If the shareholder suffered harm, the shareholder can bring the lawsuit directly. If the claim belongs to the corp, then the shareholder has to jump through hoops for derivative suit b/c the claim belongs to the corp. 
(1) Direct Actions: suit alleging a direct loss to shareholder (arising from injury directly to the shareholder). Direct action is brought by the shareholder in her own name as c/a belongs to the shareholder in her individual capacity: force payment of declared dividend (once dividend is declared, company has to pay; if not paid, shareholder can sue for that payment b/c shareholder has right to get that money), compel inspection of books/records (shareholders have rights to inspect books/records), protect voting rights, securities fraud (direct claim against company after shareholder lost money). Typically injunctive relief, but shareholder could also be seeking damages. 
(2) Derivative Suits: A suit alleging an indirect loss to the shareholder caused by a direct loss to the corp: Monetary recovery from derivative lawsuit will be paid to the corp. Brought by a shareholder on the corp’s behalf. c/a belongs to the corp since it arises out of an injury done to the corp entity. Claims involving harm to corp assets also belong to the corps. Typically monetary relief. P is bringing a lawsuit against the board of the corp to compel the corp to bring a lawsuit against the third party; one lawsuit is against the corp to get the court to compel the corp’s board to bring the lawsuit against the third party. 
b) Policy Concerns re Derivative Actions: ask why corp didn’t sue to protect rights.
(1) Corp might not sue to protect rights for good business reasons (don’t want shareholders involved); maybe directors/managers would be Ds due to their interest (might need to give shareholders control over this process. 
(2) Shareholder pursues lawsuit b/c corp could have a good claim in hand; shareholder could have its own agenda; i.e., greedy lawyers: strike suits & contingency fees; unrepresentative shareholder w/ selfish interest. 
(3) Courts will try to weed out bad cases and let good cases go through process.
c) Procedural Hurdles to Derivative Action: 
(1) P qualification: Only certain types of shareholders can bring a derivative claim (claim on behalf of the corp). P must have been a shareholder at the time of the alleged wrong and maintained that status throughout litigation. P must fairly & adequately rep all shareholders’ interests.
(2) Demand requirement: Shareholders must first approach the Board and demand that it pursue legal action b/c board should be making this decision (ltr from shareholder to board; sufficiently specific to apprise the board of the nature of the c/a and its merits → identify alleged wrongdoers, describe factual basis of the wrongful acts and the harm caused to the corp, request remedial relief unless making the demand is futile). By making a demand, the shareholder has admitted the demand is not excused & loses their control to contest making a demand.
(a) When Demand is Excused: Reasonable doubt that the board can make independent decision to assert claim if demand were made: shareholder has to convince the court that the majority of board is not independent for the purpose of responding to the demand (look at whether a majority of the members have a financial interest in challenged transaction; controlled/dominated by the wrongdoer (person sued in the underlying claim by the corp)). Challenged transaction is not protected by BJR (shareholder must convince the court the underlying transaction would constitute a breach of the duty of care, corp waste, illegality, etc). Challenge for shareholder: no discovery; shareholder has to make their case that demand is excused based only on the tools at hand that are available (public sources, govt. filings, corp books and records).
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(c) Grimes v. McDonald
(i) Facts: Employment K w/ CEO, Donald w/ very nice termination package. Donald can declare a constructive termination w/out cause, if he concludes the Board is unreasonably interfering w/ his duties. 
(ii) Grimes is a shareholder bringing a lawsuit arising from the CEO’s termination package. He has 2 claims: (1) the board abdicated its duties (gave Donald control over corp mgmt b/c if board tried to disagree, Donald would leave); and (2) breached duty of care, duty of loyalty & corp waste.
(iii) Abdication Claim: determine whether direct or derivative. If direct, P can proceed as P pleases. If derivative, shareholder has hurdles to jump through. Court holds this is a direct claim b/c the shareholder’s trying to protect his right to have a corp run by the board of directors, rather than Donald, an agent of the corp. 
(iv) Excessive Comp Claim: claim is the corp was paying Donald too much $$. This claim belongs to the corp (derivative). Next, analyze whether demand is required or excused. When excused, the court lets the shareholder have control over the underlying lawsuit. If demand is required, the shareholder has to send ltr to the board and the board determines whether they believe the corp should pursue the claim. 
(a) Effect of Making Demand: P made demand before filing suit; board didn’t think the termination package was an issue. Legal effect was concession that demand was required; P may no longer litigate demand excusal issue. The board still has control over the underlying litigation and can decide whether the corp should pursue it.
(v) Derivative Litigation Tree: when shareholder makes demand to the board, the board can either (1) accept the demand and sue the third party; or (2) reject the demand and decide not to bring the suit against the third party. Next need to determine whether the refusal to pursue suit was wrongful, which is what the shareholder will have to attack. Attacking the refusal is like attacking any other board decision, so shareholder will have to convince the court the BJR should not protect the board’s refusal b/c the refusal breached the board’s duty of care. If court agrees w/ shareholder, then the shareholder can bring the lawsuit on behalf of the corp (this is difficult to achieve). 
(vi) Whether the Board’s refusal was wrongful: Complaint failed to include particularized allegations raising a reasonable doubt that the Board’s decision to reject the demand was the product of a valid business judgment. Shareholder has to plead specific facts (generally difficult to establish b/c shareholder doesn’t have access to a lot of info). 
(d) Zapata v. Maldonado: breach of duty claim; demand not made & excused as futile. Board creates a special committee of new board members & tell them to review the transaction to determine whether corp should bring lawsuit. SLC recommends lawsuit should be dismissed in corp’s best interest. Corp files motion to dismiss based on SLC recommendation.
(i) Issues: can the board seize the derivative litigation even if demand is excused by appointing SLC? YES: It is legit that the board can try to take control over the litigation by appointing a committee of non-tainted members. Court will listen to committee if SLC convinces court it’s done its job - the board has to convince the court the SLC was truly independent. Court reviews the decision by deferring under the BJR and reexamining the merits of the SLC’s decision.  
(a) DE Standard for Reviewing/Reexamining the Merits of the SLC Recommendations:
(i) Step 1 (process): inquiry into independence (lack of conflict of interest) & GF of committee; bases supporting the committee’s recommendations → corp has burden of proving independence, GF, and reasonable investigation.
(ii) Step 2: If SLC survives the first step, court may go on to apply its own BJ as to whether the case is to be dismissed (some deference, but not excessive).
(ii) Understanding Zapata: case provides for far more intrusive judicial review than usual. Demand was excused b/c board disabled from acting due to conflicted interests (don’t fully trust the board); committee appointed by disabled board; potential for structural bias.
(3) Special litigation committees: court may set committee, creating add’l hurdle for the shareholder to overcome. Special committee gets to make the judgment whether the corp should go forward or not w/ the lawsuit (happens when the demand is excused). Court has to decide what to do w/ the special litigation committee report.
(a) New York Approach to SLCs: One-step app of BJR analysis to SLC’s decision to terminate a shareholders’ derivative action (i.e., court defers to committee under BJR); similar to CA approach. 
(i) Judicial inquiry permitted w/ respect to: disinterested, independence; adequacy of investigation (completeness of areas and subjects of inquiry); good faith inquiry (not half-hearted, shallow).
S. Close Corporations: Governance & Duties Among Shareholders
1. Public Corp: lots of shareholders who likely don’t know each other.
a) Large number of investors w/ no relationship; usually own small percentage of shares as part of diversified portfolio; interested mostly in share price b/c they hope to sell at a higher price & dividends don’t matter as much; if dissatisfied, sell in markets (which determine price and find buyer). Corp governance rules attempt to protect shareholders from abusive mgmt.
2. Close Corp: very small number of shareholders; tend to be family, friends, or acquaintances.
a) Small, tightly knit group of participants (family, friends); often undiversified; livelihood depends on salary/dividend (shareholders are actively involved in the business & their human capital is tied in; depend on salary); interested in the company’s performance and care a lot about dividends, not share price; conflicts can lead to deadlock or oppression; no ready market to dispose of shares. No way to get out if getting bullied b/c no ready market for shares. 
b) Oppression of Minority Shareholders
(1) Locked in: close corporations often restrict share transfers b/c no ready market for shares (can’t escape oppression); even if no formal restrictions, there is no secondary market; cannot get out if there is a deadlock in decision-making.
(2) Frozen out: minority may be denied comp if denied employment. Shareholders could screw other shareholders over and oppress them; those shareholders find themselves in a bind.
c) Protecting minority from oppression in close corps: 
(1) Voluntary dissolutions: only way to dissolve in Delaware!
(a) Board of directors vote (majority of the whole board must approve dissolution) + shareholders vote (majority of outstanding shares) + filing of certificate of dissolution. Creditors paid; remaining shares go to shareholders based on percentage of shares they own in the company. Voluntary dissolution doesn’t help oppressed shareholders, who are usually in the minority. 
(b) Unanimous consent of SH + filing.
(2) Judicial dissolution: minority shareholders in close corp go to court and make a case re misconduct or deadlock (oppression by other shareholders precluding return on investments). Court will then order dissolution, giving bargaining power to oppressed shareholder who can go to shareholders w/ court order to play nice or the corp is subject to dissolution. **NOTE: DELAWARE DOES NOT HAVE JUDICIAL DISSOLUTION. **
(3) Partnership analogy (Donahue case): close corps shareholders, like partners in a partnership, have duties of utmost good faith and loyalty. **NOTE: DELAWARE DOES NOT RECOGNIZE THIS (to protect yourself in DE, must do so contractually b/c can’t expect court to impose fiduciary duties or dissolve close corp).**. 
d) Wilkes v. Springside Nursing Home **NOTE: DE DOES NOT FOLLOW**
(1) Background: P and 3 others form a nursing home business. They organized as a corp to avoid partnership liability to one another. Shareholders were all involved in the business; the business was profitable and they paid themselves a salary, but no dividends. Ill will develops b/c of disagreement b/w P and Q, as Q had an interest to buy from corp. & they had different ideas of the property’s price; Q won the argument and turned other shareholders against P. P mentions he wants out. At the next board/shareholder meeting, P’s fired as a director/employee; P therefore won’t get a salary anymore. P’s in a bind and doesn’t have enough shares to control the board, nor is he a board member anymore; will be difficult for P to find someone to buy his shares without discounting the price. P brings claim for breach of fiduciary duty.       
(2) Wilkes Test: Shareholders in a close corp (who depend on the business for their livelihood) owe each other a duty of strict good faith (more limited but similar to partnership duties), subject to:
(a) Controlling shareholder must show a legit business objective for challenged action; if objective is demonstrated, minority must show that controlling group can accomplish it in a manner less harmful to the minority’s interests; if so, court balances legit business purpose against practicability of proposed alternative. Court looks at substance b/c of opp to oppress shareholders in a close corp. Here, controlling shareholder did NOT have a legit business objective (P was not underperforming); rather, P was fired for personal reasons.
(b) What would be legit business purposes: Suppose P had been negligent in failing to perform his duties (no due care), or the board had found another person to perform P’s duties at a lower salary and after board deliberation, they decided to hire the other person.  
e) Nixon v. Blackwell (Delaware approach): 
(1) No special close corp fiduciary duties; protect yourself contractually (employment agreement, shareholder agreement where shareholders make each other promises about what they’ll do in the future & bind themselves contractually as to how they’ll act). **ONLY RESPONSIBLE FOR DELAWARE LAW ON THE EXAM.**
T. Shareholder Agreements: shareholders make promises to each other as to how they’ll vote as shareholders or how they’ll act as directors. Generally, courts enforce agreements that constrain shareholders as to how they’ll use their discretion when they’re wearing their shareholder hats, but NOT when they’re acting as directors. 
1. Shareholder agreements are generally okay (i.e., agreements re: electing directors or other voting agreements; restrictions on transfers) → these are okay b/c shareholders are binding themselves as shareholders. Problem when shareholders try to bind themselves as directors (those promises aren’t typically enforceable); i.e., actions that are typically in the domain of directors/officers, like appointing officers, which is done by the board of directors.
2. McQuade v. Stoneham: 
a) Facts: Stoneham owned the majority of stock in Giants; McGraw & McQuade buy small equity interests in the Giants. There are other minority shareholders owning about 19% of the stock. Stoneham, McGraw and McQuade enter into a shareholder agreement w/ 2 parts: McQuade, McGraw, and Stoneham promise to be elected directors to the board, appointed to specified officer positions, and paid specific salaries. Stoneham appoints 4 other directors. McQuade & S fall out; S decides McQ has to go and he’s fired w/ no salary. McQ sues to enforce specific performance of the shareholder agreement.   
b) Court Analysis: appointing officer & salary parts of shareholder agreement were troublesome b/c there, S promised how he would act wearing his director hat.
c) Validity of agreement (general rule): directors must exercise independent business judgment on behalf of all shareholders for best interest of business (every single director has to be free to make the right decision that’s the best decision for the corp b/c directors owe that fiduciary duty to the corp entity). If directors limit that judgment, then shareholders do not receive the benefit of the directors’ independence.
3. Clark v. Dodge: exception arising in close corp context re: all shareholders are parties to the agreement, so there aren’t any minority shhs to protect.
a) C owns a minority of stock and is the brain behind operations; D has the money/more effective control. 
b) The agreement: C discloses secret formula to D’s son. D votes, as shareholder & director, to assure that C would be a director, C would be GM as long as his performance was faithful, efficient and competent, C receives 25% of profits (salary/dividends), no other employee is paid too much. D breached the K by employing incompetent employees at excessive salaries to the detriment of C’s salary after C disclosed the formula. C sues to enforce the K.
c) Per McQuade, the only enforceable part of the agreement was the promise to elect C to the board (shh role). The other parts of the agreement are not enforceable under McQ b/c D was binding himself as to how he was going to act as a director of the board. However, the court enforces the entire agreement despite McQuade b/c all shareholders were parties to the agreement, so there’s no one to protect and the McQ rule was to protect shareholders who are not parties to a shareholder agreement. Don’t have to protect D and C from themselves. 
(1) Distinguishing McQuade (why treat close corps differently): McQuade designed to protect minority shareholders who weren’t parties to the agreement: all directors are the sole shareholders; if corp has no other minority shareholders that are not parties to the agreement, McQ rule is unnecessary. Court also likes to enforce agreements when possible b/c they prefer freedom of K. 
4. Galler v. Galler: exception arising in close corp context.
a) Benjamin & Isadore (shareholders) are partners in Galler Drug (each has 110 shares). Business incorporated; each agrees to sell 6 shares to an employee, who is not a party to the shareholder agreement (Dodge doesn’t apply for this reason b/c not all shareholders were parties to the agreement). B&I entered a shareholder agreement (intended to provide for each other’s families if one person died; families would still have a say in the business). Ben dies, Isidore breaches agreement. Ben’s widow sues to enforce the shareholder agreement. 
b) Court finds agreement is enforceable in its entirety b/c even though the employee wasn’t party to K, he was aware the K was in place and he never objected to it, nor did the agreement contain any unfair provisions to shareholders who weren’t parties to the agreement (expansion of Dodge exception). 
c) Distinguishing McQuade (why treat close corps differently): shareholders’ agreement is valid even if not all shareholders are parties to it, if: terms are reasonable and fair to minority shareholders; and minority shareholders know the K exists and don’t object.
U. Shareholder Voting, Proxies & Proposals
1. Who is entitled to vote: shareholders vote at shareholder meetings (have to be a shareholder as of the record date to vote); owner of a share on record date is entitled to notice and vote; record date can’t be earlier than 60 days before the meeting, no later than 10 days. Generally, each share is entitled to one vote (i.e., 100 shares = 100 votes); unless certificate of incorporation specifies that certain shares get more votes.
2. When shareholders vote: (1) annual shareholder meetings (elect directors (biggest function), routine matters, proposals); (2) special shareholder meetings (by request of the board for important transactions to be approved by the shareholders, or someone entitled under articles/bylaws → mergers, major asset sales). Apart from this, shareholders don’t get much say.
3. How shareholders vote - quorum requirements: for shareholders to take action, there must be a quorum at the meeting (majority of shares entitled to vote sufficient to transact business). Could be a problem for large, widely held companies w/ lots of shareholders who don’t own many shares (for these shareholders, would make no sense to travel to shareholder meetings - could be troublesome for corps to be able to hold shareholder meetings where the majority of shares are represented). 
a) How do shareholders participate (proxy mechanism): shareholders may appear and vote either in person or by proxy: Shareholder appoints a proxy (agent) to vote her shares at the meeting by means of a proxy (card); can specify how shares voted or give discretion to make vote count; revocable: last one governs & presence counts for quorum; last proxy is the person who votes on the shareholder’s behalf. Public corps institutionalize this process b/c shareholders seldom find it worthwhile to involve themselves in the firm’s affairs. 
b) How shareholders vote - required vote: most matters require a majority of shares present at a meeting or repped by proxy.
(1) Exceptions: Some actions have different voting requirements (i.e., plurality of shares present for electing directors; or majority of shares entitled to vote (outstanding); i.e., mergers, dissolution, sale of all/substantially all of assets). 
4. Virtual meetings: board of directors may determine that the meeting shall not be held at any place but may instead be held solely by means of remote communication. 
5. What shareholders vote on (OK for these to be in shh agreement b/c bound as shhs): 
a) Election of directors, fundamental/corp changes, amending articles and/or bylaws, shareholder proposals.
(1) Electing directors: in general, directors are elected at annual meeting; directors’ election requires a plurality of votes cast. For plurality, the top 10 vote-getters of 15 candidates are elected to the board. 2 special cases: cumulative voting & classified/staggered boards.
(a) Default system (straight voting): every year, the entire board of directors is up for election.
(i) KerFoz, Inc. has 10 shares outstanding. K owns 6; F owns 4. Board has 3 members, each w/ its own slate of nominees. First 3 vote-getters win the election, even if they didn’t get a majority of the votes. Each shareholder gets to vote for 3 directors (mark 3 directors on a ballot; first three vote-getters win). K and F each have their own set of nominees (6 people total running for the board), but only 3 members are elected. K wins b/c people he chooses get 6 shares; people K voted for only got 4 votes. K is therefore able to elect the entire board b/c K has his own slate of nominees and by voting for them, K gets to elect them.
(b) Cumulative voting: goal is to give the minority some voice on the board. This system ensures the minority gets a say. Default system in CA for non-public corps to protect minority shareholders. IN DELAWARE, THIS IS NOT THE DEFAULT; RATHER, IT HAS TO BE BARGAINED FOR TO BE INCLUDED IN THE CERTIFICATE OF INCORPORATION.
(i) Multiply each shareholder’s shares (votes they got) by the number of open positions on the board (K = 18 (6 * 3); F = 12 (4 * 3) → total number of votes they get which they can choose to split however they want to; i.e., can put them all in one person or split them among others; Candidates w/ the most votes (top 3 vote getters) are elected). Nothing K can do to keep F from having representation on the board (goal of cumulative voting is to give the minority some voice on the board). Corps may adopt cumulative voting in certificate or bylaws; each shareholder number of votes is multiplied by the number of open positions on the board. Shareholders may split their votes on any number of candidates, or use all votes on a single candidate. The candidates w/ the most votes are elected.
(c) Classified/staggered board (highly disliked by corp governance enthusiasts, as classified board is very board-friendly): directors of any corp may by the certificate of corporation or an initial bylaw or by a bylaw adopted by a vote of the stockholders be divided into 1-3 classes (each year, different class is up for election). Only some directors are elected each year. Each class comes into election on a given year. You can have a staggered board w/ straight or cumulative voting. 
6. Removal of Directors: directors can be removed by shareholders.
a) 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:
(1) If board is classified, then need cause (unless COI states otherwise).
(2) If cumulative voting, a director can’t be removed w/o cause if votes cast against removal would be enough to elect him.
(a) Reasons (cause) for director removal
(i) Frequently missing meetings.
(ii) Disclosing confidential or sensitive info. about corporation to unauthorized persons.
(iii) Violating policies by serving on another board or becoming involved with a competitor.
(iv) Engaging in insider trading re: corp’s securities.
(v) Violating corporation’s code of ethics.
(vi) Acting in an inappropriate manner that leads to an unproductive boardroom environment.
2. Voting for Incumbent Directors: ones that have been nominated by the board; board provides a list of candidates for the shareholders to vote on.
a) Committee of the board nominates a slate of directors
(1) Bylaws may contain proxy access provision, allowing shareholders to nominate candidates for the board on board’s proxy card 
(a) Board identifies other issues to be voted on by the shareholders.
(b) At company expense, management prepares proxy statements and cards and solicits shareholder votes so the shareholders don’t have to travel to the meeting. Federal law governs the content of the proxy stmt. Company has to provide info w/ the proxy card regarding the nominated candidates to run for a director position and any other matters that will be voted on. 
7. Voting for Insurgent Directors: shareholder wants to challenge the existing mgmt and nominate some directors. Company has a list it would like the shareholders to elect; the shareholder then comes up w/ a separate list. 
a) A shareholder (insurgent) solicits votes in opposition to the incumbent board of directors. Insurgent sends ltr to shareholders notifying them the people nominated by the company aren’t 100% good and that they should vote for the insurgents. Proxy card sent by insurgents allows proxies to vote for the other list; proxy stmt still has to be sent to the shareholders.  
b) Insurgents must pay to send out “unofficial” proxy solicitation and materials to solicit proxies. Proxy contests are relatively rare; incumbents don’t care about expenses b/c their expenses are paid by the company, whereas insurgents bear the costs of running their campaign. 
(1) Rosenfeld v. Fairchild Engine
(a) Background: Existing board was providing favorable comp packages to select executives → Insurgents wanted to take control of the board & they win. When they win, they take a series of actions that the P complains about: the new board was paid a certain amount in defense of the old board’s position and reimbursed the old board for expenses from proxy fight (everyone shared the cost). P argues the new board shouldn’t reimburse the old board, nor should the new board reimburse itself. 
(b) Issue: is whether incumbent & insurgent can be reimbursed using corp funds for proxy-related expenses. 
(c) Court Analysis: 
(i) Mgmt can use corp funds to pay for expenses that the incumbent board incurs in conducting their proxy solicitation as long as the expenses are reasonable and as long as the fight is related to a policy question. 
(ii) However, it was not the insurgent’s duty to solicit proxies and present a slate of candidates (rather, they did that b/c they wanted to). Insurgent board can only be reimbursed if the shareholders ratify doing so by majority vote. 
(d) Practical Effect of Rosenfeld: for incumbent board, costs are reimbursed. For the insurgent board, costs are reimbursed only if they win. If they don’t win, they won’t be reimbursed. 
c) Fundamental Corporate Changes Voted on By Shhs: changes start at board level, then have to be approved by the shareholders.
(1) Three fundamental decisions in a firm’s life:
(a) Mergers: 2 companies merge into 1 company 
(b) Sale of all or substantially all of assets
(c) Dissolution 
(2) In addition to shareholder approval, approval also requires a majority of shares entitled to vote (i.e., outstanding shares held by someone). 
d) Amending Certificate or Bylaws: 
(1) Modifying Certificate of Incorp: shhs have ultimate power to amend COI 
(a) The directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment. All changes must be approved by both the board & a majority of the outstanding shares. The board itself cannot amend the certificate of incorporation; shareholders have that ultimate power.   
(2) Modifying Bylaws: both shhs & directors can amend unilaterally 
(a) The power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote (plus, directors if provided in the certificate). However, the board can also be provided this power. Shareholders could amend bylaws unilaterally (i.e., start it on their own); the board can also modify the bylaws unilaterally (2 bodies have powers to modify the bylaws). 
(3) Shareholder Proposals
(a) Shareholders have to solicit proxies for votes so that the shareholders can vote on the proposal (very expensive to do). Securities laws try to empower shareholders to be able to present proposals to fellow shareholders using the corp proxy machine. Allows shareholders to converse during the meeting re: votes and sending a message to the directors; allows shareholders to think about issues.  
e) Proxy Regulation under the SEA
(1) SEA 14: gives authority to SEA to regulate proxy solicitation process. If you’re seeking to obtain a proxy from the shareholders or trying to communicate w/ shareholders, you have to jump through certain hoops by providing certain info to those shareholders (have to send proxy stmt containing info about what you want to do, why you’re trustworthy, etc). 
f) Rule 14a-8 Shareholder Proposals: allows shareholder to communicate w/ fellow shareholders so the company, rather than the shareholder, is bearing the expenses. Have to send proxy card & stmt to shareholders every year. 
(1) 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: expense thus borne by the company. Must include certain shareholder proposals so the shareholder doesn’t have to incur expense; rather, the shareholder can use a proxy card & stmt to communicate w/ the other shareholders. Companies can raise defenses to exclude shareholder proposals.
g) Some Issues for Proposals
(1) Social Proposals: global human rights policies, contract supplier standards, non-discrimination, emissions & energy efficiency reporting, indigenous rights policy, recycling, pesticides/toxic chemicals
(2) Governance: takeover defenses, board diversity/independence, CEO compensation, political contribution disclosure, separate CEO/chair, cumulative voting
h) Company Responses to Proposals: shareholder writes ltr to company w/ proposal to be presented to shareholders; company has options: (1) adopt proposal as submitted, (2) negotiate w/ proponent, (3) include proposal w/ opposing stmt (recommend that shareholders vote against proposal), (4) try to exclude proposal on procedural/substantive grounds (must have at least one specific reason to exclude that is valid)
(1) Process for Excluding a Proposal: mgmt files notice of intent to exclude the proposal w/ SEC. Copy also sent to the proponent, who may reply by writing ltr to SEC & persuade them that the proposal is not excludible. 
(a) SEC possible responses to shh proposal: can exclude (issue a no-action ltr); should include: notify issuer of possible enforcement action if proposal is excluded; intermediate position: proposal not includible in present form, but can be cured.
i) Basic Eligibility Requirements Under 14a-8:
(1) Owned at least 1% or $2,000 (whichever is less) of issuer’s securities for at least one year prior to submission of proposal.
(2) Proposal plus supporting statement cannot exceed 500 words.
(3) Only one proposal per corporation per year per shareholder.
(4) Proposal has been submitted in the past and hasn’t met certain thresholds.
j) Not Proper Action for Shareholders: core of proposal must be one that shareholders can actually undertake.
(1) That is, proposal must be an action which it is proper for shareholders to initiate (few things that the shareholder can do, shareholders don’t have much mgmt power and can’t tell the board what to do).
k) Proposal is not relevant to firm’s operations: another reason to exclude the proposal.
(1) 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.
l) Rule14a-8: Ordinary Business & Mgmt Functions: shareholders can’t seek to micromanage the way in which the board is running the business; i.e., day to day business decisions: Proposal dealing with a matter relating to the company’s ordinary and day to day business operations can be excluded.
m) Lovenheim
(1) Proposal was to include in proxy stmt info about force-feeding of geese. Counsel would want that excluded b/c it’s not a good look for the company. Proposal also asked the board to form a committee to study force feeding. b/c this was a request, the board could not argue it was prohibited under the law (wasn’t outside of shareholders’ ability, as shareholders can make requests). 
(2) Court analysis: not just economically-focused rule; the pate business was still significantly related to the business despite its minimal financial impact.
V. Shareholder Inspection Rights: right of shareholder to request info about the corp from the corp.; important for shareholders attempting to assert their rights and file complaints. 
1. Inspection Rights Rule: Any stockholder shall, upon written demand under oath & stating the purpose thereof, have the right during usual business hours to inspect for any proper purpose (must be related to person’s interest as a stockholder), make copies and extracts from: corp’s stock ledger, list of stockholders, other books & records, and subsidiary records under some conditions.
a) Other books & records: articles of incorporation, bylaws, minutes of board/shareholder meetings, board/shareholder actions/resolutions by written consent (action w/out having a meeting), SEC filings & other public records. 
(1) Specific Ks & correspondence: request to access such records must be narrowly tailored (shareholder must identify these documents related to the particular transaction). 
2. Refusal of Inspection: Courts try to balance shareholders’ rights to docs w/ not giving them unfettered access to the docs b/c burdensome & shareholders might not have the right intentions.
a) If the corp refuses to permit an inspection sought by a stockholder or doesn’t reply to the demand w/in 5 business days, the stockholder may apply to the Court of Chancery for an order to compel such inspection. CC will determine whether the person seeking inspection is entitled to the inspection sought.
(1) Key Q in these hearings is proper purposes for requesting docs: 
(a) Proper purpose: relates to economic interest of the company; relevant to value of shares: investigate alleged corp mismanagement, collect info relevant to valuing shares, communicate w/ fellow shareholders in connection w/ planned proxy contest. 
(b) Improper purpose: occurs when shareholder has a hidden agenda/personal vendetta. 
(c) Burdens of Proof
(i) Stockholder list: burden is on corp. to establish purpose is improper. 
(ii) Any other doc: shareholder has the burden of establishing proper purpose.
3. Pillsbury v. Honeywell: improper purpose for shareholder inspection.
a) Background: Pillsbury cared about the Vietnam war. P owned 1 share in Honeywell in his own name, but he’s not a long-term shareholder. P wants Honeywell to stop manufacturing these bombs. He wanted them to produce shareholder ledger and lists to communicate w/ other shareholders to change their policies; P’s goal was to force Honeywell to stop manufacturing the bombs.
b) Court analysis: Court looked at whether P had a proper purpose germane to his interest as a shareholder; court said no b/c P only bought shares to accomplish his political purpose. P didn’t care about Honeywell; only cared about the corp stopping production of the bomb. He had no interest in H’s wellbeing; therefore, P didn’t have a proper purpose. 
(1) A lot had to do w/ the way P phrased his request. If a shareholder was able to phrase request in a way that showed P was a shareholder who wanted H to stop manufacturing bombs b/c it would harm its long-term economic profit, then the outcome may have been different b/c then P’s purpose would have been to protect the corp’s value. Shareholders have to be crafty in how they frame their requests.
4. KT4 Partners: shareholder’s entitled to inspect informally kept records if proper purpose.
a) Issue: what happens if the board of directors is informal in how it conducts itself (instead of keeping books & records/holding meetings/having resolutions), the board does a lot of stuff via email → can shareholders access those emails?
b) Court says yes: if the corporation conducts business via email, then the emails are more open to the shareholders b/c that’s where the records are. 
5. Directors’ Inspection Rights: mgmt can’t prevent directors from accessing records. 
a) Any director shall have the right to examine the corp’s stock ledger, list of stockholders and its other books and records for a purpose reasonably related to the director’s position as a director. 
b) The burden of proof shall be upon the corp to establish the inspection such director seeks is for an improper purpose.
c) In re WeWork Litigation
(1) Directors of DE corp are presumptively entitled to company’s privileged info as joint clients of the corp; mgmt ordinarily cannot curtail that right (broader than shareholder info rights).
W. Securities Fraud
1. Securities Fraud Overview: someone makes a misstatement and b/c of that misstatement, someone else purchases/sells a security at a price higher than what would’ve otherwise been paid. Issue is how the victim can seek recovery from economic losses resulting from misstatement. Seller’s not always the fraudulent party; fraud may be committed by the company w/out actually selling the shares. 
2. Section 10(b) of 1934 Exchange Act: anti-fraud provisions; gives authority to SEC to attack fraud; section 10(b) is otherwise inoperative.
a) Rule 10b-5: 
(1) Jurisdictional Nexus: Unlawful for any person, directly or indirectly, by use of any means/instrumentality of interstate commerce or of the mails (nexus is very easily met; assume the nexus is met on the exam) of any national securities exchange to:
(2) 3 Prohibitions (all involve some sort of defrauding): Employ any device/scheme/artifice to defraud; to make any untrue stmt of a material fact/omit to state material fact necessary to make stmts not misleading or to engage in any act/practice/course of business which operates/would operate as a fraud/deceit upon any person.
(3) Transactional nexus: in connection w/ purchase/sale of any security (i.e., stocks, bonds; NOT assets or partnership interests). 
(a) Rule 10b-5 has a broad application: it applies whether or not security’s registered/listed on a stock exchange; rule applies to both issuer transactions (offerings) and secondary market transactions; unlike Section 16, which only applies to publicly traded companies listed on the stock exchange. 
b) Roadmap: 
(1) Jurisdictional nexus: instrumentality of interstate commerce; mails; national securities exchange needs to be involved; as long as security’s involved, very easy to satisfy jurisdictional nexus. 
(2) Transactional nexus: in connection with purchase/sale of any security.
(a) Ps in Rule 10b-5 case: P must be either a seller or a purchaser or be the SEC (which always has standing) to have standing under Rule 10b-5.
(b) Ds in Rule 10b-5 case: any person whose fraudulent activity is in connection w/ the purchase/sale of security by P. 
(i) In connection with requirement: read broadly - D doesn’t have to be buyer/seller of securities; person can be real/legal; ex.: CFO lies in analyst call, causing a purchaser to buy overpriced shares. P has to sue the person who made the misstatement, not an innocent bystander seller. P could also sue the company as the principal, as the CFO was the agent for the company. 
(3) 6 Securities Fraud Elements for Rule 10b-5: (1) misrepresentation/omission, (2) material fact, (3) scienter, (4) reliance, (5) causation, (6) damages. 
(a) P has to first establish misrep/omission of a material fact. Misreps are lies & there’s a duty not to lie; omissions are generally not actionable unless there is a preexisting duty to disclose b/c in general, no duty to disclose all info.  
3. Basic v. Levinson Timeline: helps define what a material fact is for securities fraud.
a) Background: 2 separate corps engaged in talks to consider a merger agreement by which Combustion would purchase all the shares from Basic’s shhs at price determined in the merger agreement (no one knows about merger talks other than high-level execs & attys). Basic’s stock then begins to behave oddly; reporters & analysts ask whether anything weird’s going on to explain weird pattern; company says nothing’s going on. Time passes; stock is still behaving erratically and company’s still denying it. Eventually, merger announced re Basic’s agreement that Combustion will acquire Basic’s shares at $45 even though company’s trading at $28 per share; price of company jumps right away. 
(1) Group of shareholders sold shares after denials that the company made (either no longer shhs or own less shares than they used to). Misstatement was the denial there was any special type of transaction (denial of the merger). Ps argued they were harmed by company’s misstatements b/c they based their decision to sell their shares on the misstmt of material fact that nothing weird was going on. If they had held onto their shares, they would’ve made more money b/c shares became worth $45 after the merger. Shareholders thus argue that b/c of the msstmt, they lost money. 
(2) Basic test: considers (1) the magnitude and (2) the probability of the event to determine materiality for contingent events.
b) TSC Industries Standard for Materiality: A fact is material if there’s a substantial likelihood that a reasonable investor (1) would consider the fact important in deciding whether to buy/sell the security or (2) would have viewed the total mix of info made available to be significantly altered by disclosure of the fact. 
(1) 2 ways to measure materiality: 
(a) By size of msstmt in terms of impact on revenues →  rule of thumb is at least 5% impact. 
(b) Another metric courts use for publicly traded corps: look at the reaction of the stock price when the market learns the truth; if msstmt was material, the market should react when the truth comes out.
c) In Basic, the merger was material, but the misstmt was not about the merger. Rather, the misstmt was the denial of existence of merger negotiations → can’t just look at stock price reaction to the merger to assess materiality; have to consider whether denial of existence of the negotiations that could lead to those mergers was material. Not just the event itself, but the probability that the merger would materialize. Easier to assess materiality of past events.
(1) Materiality & Contingent Events: look at probability & magnitude of the event as of the date of the msstmt to determine whether reasonable investors would consider contingent/speculative events such as the merger negotiations to be material.
(a) From SEC v. Texas: Materiality hinges on balancing both the (1) indicated probability that the event will occur & (2) the anticipated magnitude of the event in light of the totality of the company activity. In Basic, look at how involved the top level executives are in negotiating the agreement. The denial of the merger might not have been material at the time of the first denial b/c it was still not likely to happen at time of the first denial. However, the second denial was more material b/c at that point, it was likely that the merger was going to happen.
(i) The Supreme Court held that there was no reason to artificially exclude merger conversations from the definition of materiality simply because they do not include specific prices. Instead, the materiality of a fact depends on its significance to “the reasonable investor.” 
(ii) The Court also held that it was impractical to require individuals to show a specific reliance on misleading information within an impersonal market. Therefore, it is reasonable for courts to use a presumption of reliance for the purpose of adjudicating such cases, though the presumption can be rebutted. 
4. Ernst v. Hochfelder: addresses the scienter element; negligence is insufficient.
a) Background: President of the brokerage firm was engaged in a fraudulent scheme; didn’t let anyone open his mail at the brokerage firm (uncommon mail rule), which allowed him to hide his fraudulent scheme. Defrauded investors bring c/a against auditors; they alleged EE failed to discover this practice b/c of a negligent audit. No allegation that EE acted intentionally or even recklessly in its failure to uncover a company practice that interfered w/ its audit. 
b) Court held negligence is not enough for securities fraud liability; have to act w/ scienter or recklessness to be liable. Statute does not have strict liability.
(1) State of Mind Required for Liability Under Rule 10b-5
(a) Negligence not enough to establish scienter (need intent to deceive, manipulate or defraud). Lying w/ knowledge is enough (person making stmt knows the facts are false). Recklessness is also sufficient for scienter (lacking reasonable basis for representation, but aware of facts you might not be telling the truth). 
5. Establishing Reliance Requirement for Securities Fraud
a) Investor has to show the alleged misrep caused him to enter a transaction; easy to establish reliance in a face-to-face transaction. 
b) When investors buy shares of large public companies in the secondary market, things are complicated b/c securities fraud cases are often brought as class actions (since the amount each shareholder loses is low, but is high when all losses are pooled together). To certify class in class action, have to establish reliance, which is an individual question. 
(1) Investors rarely read company’s reports or calls; they rely on analysts and the market to digest info. Can’t bring class actions if Ps have to prove that every member relied on misrep leading them to purchase or sell securities. 
(2) In open-market fraud, securities fraud cases are often brought as class action suits where Ps pool their losses; procedurally, this brings a problem b/c when trying to certify a class, have to convince the court that common Qs of law predominate; reliance is an individual question & Ps can’t certify class for individual questions.      
(3) Establishing Reliance: Reliance is presumed for omissions and easy to establish in face-to-face transactions. 
(4) Fraud on the Market Theory: creates a presumption of reliance for securities that are traded in an efficient market. 
(a) Stock price of a publicly-traded company reflects all publicly-available material info. Disclosed false info will affect stock price. Investors rely on this info when they transact in the stock at market price, even if they themselves didn’t read the false info. P might be able to show reliance under “fraud on the market” principles even if he did not personally hear the statement. Allows clueless investors to rely on the msstmt. Turns individual Q into a common Q, which is good for a class action b/c every member in the class establishes reliance in the same way.
(5) Invoking Presumption of Reliance: D made public misrep; misreps were material; shares were traded on efficient market; P traded shares b/w misrep & the time truth was revealed. If the shares of a company trade on the stock exchange, assume the market is efficient for those shares. In an efficient market, the price of a security fully reflects all publicly available info related to that security.
6. Loss Causation (last element P has to establish): P’s loss must relate to the msstmt
a) P has the burden of proving that D’s alleged act/omission (fraud) caused the loss for which the P seeks to recover damages. Loss has to be established as a result of the lie. If P sells before trust is disclosed, P is not harmed by fraud.
7. Damages in 10b-5 Cases: considered after P establishes all elements. Statute doesn’t have a formula to calculate damages. 
a) Courts have leeway in measuring damages, subject to cap imposed: P cannot recover a total amount in excess of his actual damages (only restriction: no punitives). Most common measure of Rule 10b-5 damages is the tort based “OOP” measure (most common remedy for publicly traded companies; court trying to create a counter-faction: how much P would’ve paid for the shares if the msstmt had never been made); also difference b/w excess price and security’s true value at time of transaction (difference is damages, amount that P paid in excess due to misstmt).
X. Rule 10b-5: Insider Trading
1. Overview: 
a) Insider of the company buying or selling securities (i.e. shares) using info about the firm that’s not publicly available. If an insider is able to buy before the news hits the market, the insider will make a lot of money; the reason the insider has that info is b/c of some special relationship. 
b) Buying and selling using non-public info is not always insider trading. Review materiality of the info, duty to disclose (how obtained inside info → CEO after confidential presentation; guy overhearing lawyers chatting on train). 
2. CL Approach: Need to differentiate knowledge gained by research vs. knowledge gained by abusing power b/c of position held in the company. 
3. Insider Trading & CL: 
a) Majority Rule: Officers and directors may trade w/ shareholders w/out disclosing material info. Left a big hole, as it left major informational advantages in the market largely unregulated: insider open market transactions; insider face-to-face transactions w/ non-shhs; transactions by non-insiders who received material nonpublic info. 
b) Minority Rule: Insiders have a duty to disclose material info whenever they purchase shares from shareholders.
4. Texas Gulf Sulphur Co. v. SEC
a) Background: Mining company was in the business of drilling holes. Company found a potential mining center. Explorations were kept quiet; the company didn’t want to publicize that they found a potentially rich plot of land b/c they wanted to buy adjoining plots of land, which they can do w/out disclosing what they’re doing. Insiders want to buy it now so when the news is exposed, they profit. As time passes, they acquire all the land (before the news goes public b/c they know once the news breaks, the stock of the company will jump, so they profit from the difference) and then tell the market what’s happening and the price goes up. 
b) SEC brings case against insiders for insider trading. SEC has to establish materiality re: info relating to potential finding in Canada.
(1) Info must be material for 10b-5 to apply (recall definition of materiality as applied to contingent events b/c at the time, it was certain the finding would be the real deal (Basic) → magnitude & probability the event will occur in light of the totality of company activity). Court has to balance factors re materiality; the company considers acquisition of land & what insiders are doing, which provides evidence regarding likelihood that the finding was the real deal. Company likely wouldn’t buy land if this wasn’t legit.
c) The timing of disclosure is a matter for the business judgment of the corporate officers w/in the affirmative disclosure requirements promulgated by the exchanges and the SEC.
d) TGS Duty to Disclose Discovery if material: no duty to disclose material info. Corp can choose to keep info secret if it wants to. Here, the company wanted to keep info about the discovery secret so it would be able to purchase land at a good price. No corp duty imposed by securities laws to disclose material info. 
e) TGS Disclose/Abstain Rule re: Insider Trading: disclose info before trading or abstain from trading. Insiders couldn’t disclose b/c TGS didn’t want them to. Insiders therefore needed to abstain from trading.
f) TGS Approach: Anyone who gets their hand on that material nonpublic info has a duty to disclose/abstain from trading on that info if not disclosed. Possession of the info appears to be the basis of duty; anyone who has access to info intended to be available only for a corp purpose may not take advantage of such info knowing it’s unavailable to those w/ whom he’s dealing.
5. Chiarella v. US: fiduciary relationship required to be liable for insider trading.
a) Background: Chiarella, who worked at a printing press, sued by the US government in crim case. He was tasked w/ printing releases regarding company merger (Company A planning to take over Company B) to be sent to shareholders of Company B re: purchasing all of their shares for $40 (shareholders were still trading at $25). Once letter became public, shares would go up to $40. C figures out who Company B is, goes out and buys shares & makes money after shares went up. C is sued for insider trading; he possessed material, nonpublic info when he purchased shares and did not disclose that material nonpublic info or abstain from trading. 
b) Court analysis: b/c C had no fiduciary relationship w/ either company, court said he didn’t fall under the rule and didn’t commit insider trading. For there to be a duty to disclose, there needs to be a special relationship that gives rise to that duty. Since C was trading shares of Company B & dealing w/ Company B shareholders, for him to have a duty to abstain/disclose, C needed to owe some sort of duty to Company B or the Company B shareholders. No relationship to target or target shareholders; therefore, no duty to disclose → possession of material nonpublic info needs to be grounded in some fiduciary duty. 
6. Rule 14e-3 (specific rule promulgated by SEC in response to Chiarella’s 10b-5 development that limited liability to a fiduciary relationship): only targets transactions where a tender offer is involved. SEC wants to regulate these transactions; tender offers are often at 51%; some are less than 50%. When tender offer’s announced, price of target company goes up. 
a) Illegal to trade in securities of a company that will be the target of a tender offer using info obtained (directly or indirectly) from: the bidder, the target, or anyone connected to the bidder or the target (director, officer, employee, atty) to make money.
b) No breach of fiduciary duty to anyone required, so mere possession of material, nonpublic info about a pending tender offer leads to duty to disclose/abstain.
7. Dirks v. SEC: tipper & tippee liability after receiving nonpublic info from insiders of company; patches hole left in Chiarella. We now have a fiduciary duty based approach in which who is a fiduciary may be expanded. 
a) Background: Secrist is a former agent; still owes duty to corp. Secrist told Dirks that their assets were overvalued b/c of fraudulent practices. Secrist (tipper) doesn’t trade on info; he tells the info to Dirks (tippee) to investigate and to let the world know what’s going on; Dirks investigates; talks to others in the industry, some of whom are his clients, who trade on the info in shares they had in EFA. Eventually, news comes to light and EFA goes under/shares become worthless; the people who were able to sell the shares before the bad news became public received money (didn’t lose value of the shares). SEC brings lawsuit on insider trading. 
b) Court Analysis: Dirk owes no duty; Secrist owes the duty. Issue was whether Dirks inherited S’s duties, b/c as a fiduciary, S had a duty to disclose/abstain from trading EFA shares while possessing material nonpublic info. 
(1) Dirks isn’t in trouble here; he doesn’t inherit S’s duty to abstain/disclose b/c S didn’t breach a fiduciary duty, as S didn’t personally benefit. Rather, S gave the tip to expose the fraudulent activity. Have to analyze whether the tipper receives a personal benefit from providing the tip.
c) When a Tippee’s Liable (inheritance of fiduciary’s duty to disclose/abstain)
(1) A tippee assumes a fiduciary duty to the shareholders of a corp not to trade on material nonpublic info only when (1) the insider breached his fiduciary duty to the shareholders by disclosing the info to the tippee (gained personal benefit) and (2) the tippee knows/should know there was a breach. 
(2) Under some circs, tippee may become an insider for disclosure/abstain rule.
d) When Tipper Breaches Duty for Purposes of Tippee Liability
(1) Tipper breaches fiduciary duty only if the purpose of the disclosure is to obtain, directly or indirectly, a personal benefit. 
(a) Situations where there could be a benefit: Routinely exchanging stock tips, tipping out of revenge, carelessly discussing fraud in public places (people overhearing these discussions do not inherit the duty to abstain/disclose).
(2) There can be a chain of tippee’s tippees: sequential tippees can inherit duties only if the initial tippee inherited the duty; need breach by original tipper. Tippees also have to be aware that the original tipper breached the fiduciary duty. The more remote you get from the original tip, the less likely it is that the later tippees will be aware of the facts/circs of the original tip.
e) Constructive Insiders (besides agents and fiduciaries): not employed by corp & don’t have constant relationship w/ the corp.
(1) Someone is a constructive insider where they (1) obtain material nonpublic info from the issuer with (2) an expec on the corp’s part that the outsider will keep the disclosed info confidential and (3) the relationship at least implies such a duty → these individuals have the disclose/abstain duty w/ respect to the info provided. Also means a tippee can inherit the duty to disclose/abstain from the constructive insider. 
8. US v. O’Hagan: illegal trading based on misappropriated info by a fiduciary who breached duty to source of info.
a) Background: O is a partner in a firm who learns of a tender offer between their client (Grand Met) & Pillsbury. When O learned of the tender offer of client, he purchased call options, which let O leverage his bet for the right to buy Pillsbury shares at a given price, allowing O to purchase several options on Pillsbury shares. O makes a lot of money, which he used to cover funds borrowed from clients to invest in the stock market. 
(1) O definitely violated 14e-3 (illegal to trade in securities of a company that will be subject of a tender offer from material, nonpublic info gained from source). 
(2) 10b-5 liability is trickier: O doesn’t owe duties to Pillsbury, but does owe duties to his firm & to his client → SEC grabs onto that duty & argues misappropriation theory. O had to disclose to GrandMet before trading b/c he’s an agent of GrandMet & owed a duty before trading Pillsbury shares (that breach makes the whole transaction fraudulent). Grand Met is the defrauded party; O had duty to disclose/abstain from trading. 
(a) Note: if a Pillsbury atty did what O did, that atty would be liable under Chiarella b/c the atty owed that duty to Pillsbury. 
(3) Misappropriation Theory: 
(a) Trader breaches fiduciary duty, not to shareholders of the company whose securities he’s trading, but to the source of the info. Using confidential info acquired during agency for agent’s own benefit → this is the deception needed for 10b-5. 
(b) Fiduciary’s duty is consummated, not when fiduciary gains confidential info, but when, w/out disclosure to principal, he uses the info gained from the client to purchase/sell securities.
9. Rule 10b5-2: provides a list of human relationships that give rise to a duty of trust and confidence; expec of confidence b/w family members. 
a) Duty of trust/confidence arises (for purpose of misappropriation theory) in addition to other circs when:
(1) (1) Person agrees to maintain info in confidence; (2) persons have history/practice of sharing confidences, such that the recipient reasonably should know that person communicating info expects him to maintain confidentiality; or (3) info is obtained from a close family member, unless recipient shows that history/practice indicates no expectation of confidentiality. 
10. US v. Salman: mix of misappropriation theory & Dirks case.
a) Background: 
(1) Maher handled confidential info at Citi. Maher and Michael enjoyed a close relationship (Maher gave Michael info to help him so he could trade on that info & make money). Maher did not trade on Citibank stock; he gave that info to Michael, who traded on that info. Michael also gave that info to Salman (brother-in-law). Salman knew Maher was Michael’s source of info and was aware of the close relationship b/w M&M. 
b) Court analysis: issue was whether willingness to help family member was sufficient personal benefit to Maher to claim that when Maher tipped Michael, Maher breached his fiduciary duties towards Citi. Court held: YES b/c helping family member is a personal benefit that Maher is receiving; makes Michael inherit those duties from Maher; S, who knew what was happening, inherited those duties from Michael. S was liable for violating insider trading as a tippee. 
11. Different ways to apply 10b-5 (illegal insider trading):
a) Classic Insider Trading: Fiduciary trades shares of his own firm based on info gained as fiduciary (person has unfair advantage over the market & exploits the privileged info (TGS (duty to disclose/abstain from trading), Chiarella (fiduciary duty required)). Omissions aren’t actionable absent a duty to disclose under 10b-5; cases of insider trading are actions of omission.
(1) All 6 10b-5 elements have to be established for insider trading: most are easy to establish: 
(a) Materiality of inside info is almost assumed: presumption that trading w/ that info is probably material. 
(b) Scienter is also presumed b/c you’re trading based on material nonpublic info to exploit that info.
(c) Insider trading are cases of omission; need preexisting duty to disclose (once duty’s established, reliance is presumed).
b) Tipper and Tippee Liability: individuals that have no relationship with an issuer could inherit the disclose/abstain duty from an insider of the company (person may be liable under 10b-5 as a tippee (Dirks) if the tipper derived a personal benefit and tippee knew about it). 
c) Fiduciary trades using misappropriated info (focus on someone exploiting a piece of info that she shouldn’t have exploited w/out telling the person that provided that piece of info; trading info breaches confidence to the source of info (O’Hagan)).
12. Rule 10b5-1(c): Affirmative Defense
a) Some people enter a purchase or sale plan ahead of time that cannot be changed for a set period of time (i.e., plan is set in stone & cannot be changed for a whole year). If, during that period, person comes to know nonpublic info, that person will not have committed insider trading under 10b-5 b/c the trade was planned in advance & at time of planning trade, person had no knowledge of the material, nonpublic info. Plan must be in writing. Purchase or sale is not on the basis of material nonpublic info if the person making the purchase or sale demonstrates that before becoming aware of the info, the person had:
(1) Entered into binding K to purchase/sell security; instructed another person to purchase/sell security for instruction person’s account, or adopted a written plan for trading securities. 
(2) The K, instruction, or plan must specify the amount, price and 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 didn’t permit the person to exercise any subsequent influence over how/when/whether to effect purchases or sales. 
Y. SECTION 16 LIABILITY: must return profits made from short-swing trading (purchase and sale w/in 6 months where a profit was made).
1. Section 16(a) of 1934 SEA: directors, officers, & beneficial owners of >10% are subject to Sec. 16. Corp must be publicly traded on the stock exchange to be subject to Section 16.
a) Every person who is directly/indirectly the beneficial owner of more than 10 percent of any class of any equity security or who is a director or an officer of the issuer of such security shall file w/ the commission a stmt indicating ownership at the close of the calendar month and such changes in ownership as have occurred during such calendar month → mandates that certain individuals disclose their purchases and sales of securities of the issuer (corp that issued securities being sold).
2. Section 16(b) of 1934 SEA: prevents/remedies the use of material nonpublic info by individuals subject to Sec. 16. 
a) Any profit realized by a beneficial owner of more than 10% of any class of any equity security or a person who’s a director or an officer of the issuer of such security from and purchase and sale or any sale and purchase of any equity security of such issuer w/in any period of less than 6 months shall inure to and be recoverable by the issuer (issuer can recover the profits made to disgorge profits that insiders made exploiting inside info). 
b) Recovery
(1) Any recovery (disgorgement) goes to the company. Corp can bring action or shh can sue derivatively to force corp to bring lawsuit if corp doesn’t want to sue.
(2) Courts interpret the statute to maximize gains the company recovers: On Jan. 1, I buy 3 shares at $5; on Feb. 1, I buy 3 shares at $6, and on March 1 I sell 3 shares at $10. Sold for more than purchased, so a profit was made. Most that can be matched: 3 sold shares w/ 3 purchased shares (offsetting transactions w/ respect to 3 shares). The sale should be matched w/ the Jan. purchase b/c this purchase was done at the lowest price. Matching it that way maximizes recovery for the company. 
c) Sec. 16 Has a Narrow Scope: Section 16 applies only to officers, directors, or shhs w/ more than 10% of the stock. Section 16 applies only to companies registered under the 1934 Act; only applies to equity securities (and convertible bonds, options). Rule 10b-5 applies to all issuers and securities. On exam, if determining whether Sec. 16 applies, make sure the issuer is registered under the Securities Exchange Act. 
d) Sales and Purchases by 10% Owners
(1) Section 16(b) excludes any transaction where such beneficial owner was not such both at the time of purchase and sale or the sale and purchase of the security involved. 
e) Reliance v. Emerson & Foremost
(1) Shh buys 13.2% of shares on June 16, becoming a beneficial owner. On Aug. 28, it sells 3.25%, taking it down to just under 10%. On Sept. 11, it sells the remaining shares. Not an officer or director; only subject to Sec. 16 liability if holds more than 10% interest.
(2) Question: which sections are matchable under Sec. 16. This person made a profit on both sales. Need to find offsetting transactions & match them to determine whether profits are recoverable by the corp. 
(3) Aug. 28 sale is subj to Sec. 16 b/c when the shh sold that 3.25%, it was a 10% shareholder. Sept. 11 transaction is NOT matchable b/c when shh sold that 9.96%, it was no longer a 10% holder. For there to be a recovery, there needs to be an offsetting transaction (need purchase of 3.25% of shares that is also subject to Sec. 16). On Jun. 16, person purchased 13.2%, which is NOT subject to Sec. 16 b/c when shh purchased those shares, that person was not a 10% shareholder. There’s only 1 transaction subject to Sec. 16, which does not give rise to any recovery b/c there needs to be an offsetting transaction.
f) Transactions by directors, officers, etc.
(1) §16 applies to transactions occurring w/in 6 months of each other while being an officer or director even if matching transaction occurs after the person is no longer a D/O. The transactions can be matched and are subj to Sec. 16; resignation doesn’t exempt those transactions from Sec. 16. Resignation doesn’t mean the director doesn’t still have access to material, nonpublic info. 
(2) Rule 16a-2(a) exempts transactions occurring before becoming an officer or a director. However, could be liable under 10b-5 if selling based on material, nonpublic info. 
(3) Examples:
(a) Director at time of initial transaction, but not a director at time of second transaction.
(b) Not a director at time of initial transaction, but a director at time of second transaction.
g) Problem 1: 
(1) Sec. 16 can come into play b/c stock of a company is registered under the 1934 Exchange Act. Bill is the CEO (officers are subject to Sec. 16 liability). If Bill starts trading stock, all of those transactions are subject to Sec. 16 (issuer can recover profits as a result of short swing trading). On Jan. 1, Bill buys 200K shares for $10 per share. If he sells all 200K shares on 5/1 for $50 per share, those 2 transactions are subject to Sec. 16 and are recoverable by the company (200K * (50 (sale price) - 10 (purchase price)) = $8M).
(2) If you flip the transaction (sold 200K shares in Jan. at $50, bought shares in May at $10), the result would be the same b/c there are 2 offsetting transactions where Bill bought at a lower price than he sold → profits will be recoverable by the company. Any offsetting transaction counts; the purchase can come after the sale. 
(3) Back to original hypo: he sells 90K shares at $50 on 5/2. Result is the same; although divided into 2 transactions, all are subj to Sec 16 b/c Bill’s an officer. 
(4) If he sells $100K on 5/1 for $50 per share, resigns, and sells remainder on 5/2 at the same price (Bill not officer at this point), these transactions are still subj to Sec. 16. The 5/2 sale can be matched w/ 1 of the transactions that occurred while Bill was an officer of the company; Sec. 16 liability still applies after resignation.  
h) Problem 2: 
(1) Renee is an investor w/ 200K shares of stock she’s held for several years (more than 10% owner (1M shares outstanding), so she’s subj to Sec 16). She sells her entire holding on 1/1 at $50 per share, buys 50K shares on 5/1 for $10 per share, and buys 110K more shares on 5/2 at the same price → she’s made a profit b/c sold when high and purchased at a lower price. NOT liable under Sec. 16. As of 1/1, when she sold all 200K shares at $50, she was a 10% holder (that transaction was subj to Sec. 16 in that it could be matched). BUT: when she bought $50K shares on 5/1, she was NOT a 10% holder (she had 0%). On 5/2 when she bought a bunch of shares, she was still not a 10% holder b/c only had 50%. Anything after 5/2 WILL be subj to Sec. 16 b/c now Renee is a 10% holder again. Any offsetting transactions (purchase & sale) w/in 6 months that yield a profit after she’s become a 10% holder again → that profit is recoverable by the company. As of 5/3, she’s a 10% holder, so any shares bought on 5/3 can be matched w/ a sale that occurred w/in 6 months, including the 1/1 sale, and any profits would be recoverable by the company. 
(2) Renee sells her entire portfolio at $50 (loses 10% holder status), buys 110K shares on 5/1 for $10, and buys 50K more shares on 5/2 at the same price. She was not a 10% holder as of the 5/1 transaction, but became a 10% holder at time of 5/1 purchase, which matches with 1/1 sale when she was a 10% holder → the 1/1 and 5/1 transactions are subj to Sec. 16. (50-10) * 50K = 2M profit.
(3) Renee sells 110K shares on 1/1 at $50 (90 shares left), sells remaining 90K shares on 1/2 at the same price, and buys 300K shares on 5/2 for $10 per share. Still a 10% holder on 1/1 (this transaction subj to Sec. 16), not 10% holder as of 1/2 after selling remaining shares, leaving her w/ 0, and not a 10% holder on 5/2 → last 2 transactions aren’t subj to Sec. 16; not matchable b/c as of the time she entered those transactions, she was not a 10% holder. She was only a 10% holder as of the initial sale on 1/1. Need offsetting purchase transaction to be liable to company; here, no offsetting transaction, so Renee’s not liable under section 16. 
i) Problem 3: 
(1) Jill, the company’s CFO (officer liable under Section 16), bought 100K shares on 3/1 at $10/share, bought 700K shares on 4/1 at $90/share, and sells all 800K shares on 5/1 at $30/share. She lost money, but is still liable under Sec. 16 b/c the shares she bought on 3/1 at $10 yielded a profit b/c it can be matched w/ the 5/1 sale transaction at $30 → she made a profit there. She lost a lot of money w/ the 4/1 purchase, but that loss she suffered is not going to offset the gains that are recoverable for the corp.
j) Problem 4: Rule 10b-5 comes into play regardless; registration under Exchange Act signals Sec. 16 applies.
(1) Two series of transactions: director; lawyer (after talking to the officer).
(a) Director: Director is included in Sec. 16; every transaction he undertakes w/in a 6 month period is subj to Sec. 16. If offsetting transactions yield a profit, the director will be liable to the company. He sells at $25, then buys at $5 ($20 profit → $20,000 recoverable by the company). The 2 offsetting transactions occur w/in 6 months where the director bought at a lower price than he sold; profit goes to the company. No 10b-5 liability b/c director didn’t have access to insider info that he exploited. 
(b) Lawyer: learned about bad revenues contrary to public announcement from client (material nonpublic info). Lawyer is a fiduciary to the officer (the client) who misappropriated the info from the officer by buying stock options when the stock was lower; lawyer was expected to keep the info confidential; lawyer went out and traded on the info. 
Z. CREDITOR PROTECTION
1. Overview
a) Corps often raise capital by selling assets, comprised of equity (shares) or selling debt instruments (bank debt & bonds). 
(1) Debt consists of bonds (public debt → form of debt that carries 10% interest; periodic payments made before instrument matures; company later has to repay the money) & bank debt. Debt is fixed: creditors are entitled to w/e the piece of paper says (i.e., $100K in 2030 & $100 annually until then, regardless of how well the company does). 
(2) Equity + Debt = firm assets; different investors have claims to those assets. 
b) Debt always gets paid first; then equity gets w/e is left. If the value of firm assets goes down, debt doesn’t care b/c the value’s fixed and there’s still enough assets to pay (unless corp’s insolvent and doesn’t have enough $$ to pay what it owes to the debtors). Those who suffer are those who hold in equity, b/c equity value has decreased. If firm assets go up, debt holders don’t care b/c their claim is fixed. Gain in value goes to equity holders, as their interest has increased.
2. Shareholders vs. Creditors: debt is another type of security asset. 
a) What is the tension?
(1) Shareholders care about firm profitability and value of assets.
(2) Creditors care about firm solvency (enough assets to pay the debts).
(a) Creditor concerns:
(i) Excessive distributions: dividends, repurchases
(ii) Excessive risk taking: gambles, overlevering
(3) Duties are often based on what’s in the best interest of shhs, which creates a conflict b/w shhs & creditors. 
b) Shareholders generally control the firm; might take actions that benefit themselves but are detrimental to the creditors. LL of shareholders gives them the perverse incentive to take excessive risks to cover themselves.
c) Decision making in good times: decisions made by corp to maximize shareholder wealth; shareholders are residual claimants (get w/e’s left after creditors get paid).
d) Solutions to Shareholder - Creditor Conflict: law doesn’t do much to protect creditors, and when it does it protects too late. Creditors must contractually protect themselves. 
(1) Unif. Fraudulent Transfer Act / Bankruptcy Code: transfers can be voided
(a) transfers to third parties with the “actual intention to hinder, delay or defraud”
(b) transfers without receiving reasonably equivalent value, during or resulting in insolvency
(c) trustee in bankruptcy can void these
(d) In re Tri-State Paving (Vegas case)
(2) Corporate Law
(a) Piercing Corporate Veil: doesn’t do much to protect creditors
(b) Fiduciary Duties (Gheewalla): doesn’t help, b/c board should maximize shh wealth; creditors shouldn’t come into the picture. Only once the company’s insolvent does the board have to protect the corp as a whole (very late in the game to protect creditors). 
(c) Legal Restrictions on Distributions: limits on assets that shhs can take away from the corp b/c some assets should be protected in the corp so the corp can satisfy its debts (also very ineffective). 
e) Roadmap - Limits on Distributions
(1) Dividends
(a) Capital Impairment Balance Sheet Test 
(b) Revaluating Assets
(2) Repurchases
(3) Liability for illegal distributions
f) DGCL sec. 170(a) - Dividends
(1) “The directors of every corporation may declare and pay dividends upon the shares of its capital stock out of its surplus, as defined in and computed in accordance with §154.”
(a) Decision will stand (courts won’t second guess it). For the board to declare dividend, there needs to be surplus supporting the dividend (dividend can never be greater than surplus).
g) Surplus Defined - Del. 154: can get all the numbers to calculate surplus (and whether a dividend can be declared) from the balance sheet.
(1) “Surplus” = Net assets – stated capital
(a) Net assets = Total assets – Total liabilities 
(b) Stated capital: par value of all issued shares
h) Par Value: 
(1) Company can’t issue stock at a price below par.
(2) Par value specified in Articles of Incorporation
(3) Stock sold by issuer for less than par value called “watered stock” (whoever purchased the watered stock was liable to the corp).  
(4) “Par” value is now an arbitrary figure having no relation whatsoever to the price at which shares were issued or to their price in the secondary market.
(5) “Low par” shares: par value of $0.001.
i) Form of Balance Sheet: fin stmt for corps & partnerships: gives snapshot of company’s position at the end of a fiscal year or any given time.
(1) 2 Columns That Have to total each other: assets must balance liabilities + shhs’ equity. Book value = value of something according to the balance sheet; might be the same as the market value but doesn’t have to be; book value & market value are NOT the same. When valuing a share, not only valuing the assets the company holds today, but also the opps for growth going forward (not captured in the balance sheet). 
(a) Assets: current assets: cash, account receivable, inventory & long term assets (don’t expect to turn into cash w/in a year): land, PPE, intangibles (recorded at price paid; value’s not adjusted).
(b) Liabilities (amounts that the company owes people): current liabilities (company has to pay w/in a year), accounts payable (flip of receivable), short term debt, long term liabilities, long term debt.
(2) Shareholders equity (claims of equity holders, like shhs): stated capital, surplus
j) Valuing Assets & Calculation of Surplus: board starts w/ balance sheet, but you’re not stuck to it. 
(1) Books of a corporation do not necessarily reflect the current values of its assets and liabilities. Unrealized appreciation or depreciation can render book numbers inaccurate. 
(2) Corporation not bound by its balance sheets for purposes of determining available surplus. 
(3) The board may properly revalue assets and liabilities to show a surplus on the basis of acceptable data and by standards. The lower the stated cap par value is, the dividend loses bite b/c it’s easy to find surplus. Creditors aren’t protected by these rules.
k) Why Companies Repurchase Their Own Stock (repurchases are limits)
(1) Exercise first refusal rights
(2) Recapitalization
(3) Preferential tax treatment for investors
(4) Redeeming preferred stock
(5) Support stock price: sends signal of good prospects; gets rid of free cash flow
(6) Need shares for convertible securities; ESOP
l) Status of Repurchased Stock
(1) COI: specifies the # of authorized shares and par value. Issued shares: outstanding shares (issued shares that are owned by the stockholders). Some authorized shares will be kept by the company (unissued shares). Company might repurchase outstanding issued shares (these are called treasury shares, which have no voting or dividend rights (as if unissued for those purposes)).
m) DGCL section 160 - Repurchases: limit is given by surplus; same test as for max dividends (another type of distribution of corp assets to shhs). 
(1) Every corporation may purchase its own shares; provided, however, that no corporation shall: 
(a) Purchase or redeem its own shares of capital stock for cash or other property when the capital of the corporation is impaired or when such purchase … would cause any impairment of the capital of the corporation.
n) Liability for Illegal Distributions
(1) “In case of any willful or negligent violation of §160 or §173 of this title, the directors under whose administration the same may happen shall be jointly and severally liable, at any time within 6 years after paying such unlawful dividend …to the corporation, and to its creditors in the event of its dissolution or insolvency.”
(2) Liable for “illegal” portion of distribution.
o) Exculpation of Director’s Care Failures
(1) 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. You CANNOT contract around this duty for directors; meant to protect creditors.
p) Contractual Provisions (covenants)
(1) When money given to a company, company & creditors sign an agreement (will obtain a number of covenants restricting the company from taking certain actions). Contract law protects creditors. 
q) Legal Rights Bondholders Have in Light of Conflicts with Stockholders
(1) “…[T]he rights of holders of … debt securities are largely a matter of contract.  There is no governing body of statutory or common law that protects the holder of unsecured debt securities against harmful acts by the debtor except in the most extreme situations ...  The debt securityholder can do nothing to protect himself against actions of the borrower which jeopardize its ability to pay the debt unless he ...  establishes his rights through contractual provisions set forth in the ...  indenture.”
r) Types of Protective Covenants: company promises to do/not do something. Creditors try to restrict the company from doing something/purchasing assets/merging companies that might increase the chance the company won’t be able to pay the debt.
(1) Negative covenant: Thou shall not….
(a) Pay dividends beyond specified amount
(b) Issue more senior debt 
(c) Issue new debt that is more than $X
(d) Acquire or merge with another company
(2) Positive covenant: Thou shall…
(a) Use proceeds from sale of assets to pay down debt
(b) Provide audited financial information
s) Sample Covenant - Limitations on Additional Debt
(1) The Company will not . . . incur any Debt … if, immediately after giving effect to the incurrence of such Debt … the aggregate principal amount of all outstanding Debt of the Company is greater than 60% of the Company's Total Assets.
t) Takeaway: if you represent creditors, you have to protect your client w/ those covenants, which are always negotiated when the company’s borrowing money. Company will want flexibility, creditor will want to restrict so they have more control over what the company does. If company wants to breach protective covenant, it can always do so if it gets a “yes” from the creditor. 

