BUSINESS ASSOCIATIONS
AGENCY - Formation

Under the Restatement test, an agency relationship exists where (1) one person (a principal) consents that another person (an agent) shall act on the principal’s behalf (2) subject to the principal’s control and (3) the agent consents so to act. 
· Control need not amount to physical control over actions. Principal may direct the result or ultimate objectives of the agent relationship. Green v. H& R Block, Inc.
· Gorton v. Doty A high school teacher asked the coach of the football team if there were enough cars necessary to transport the players to a game. Because one more car was needed, she told the coach he could use her car if he drove it. A law suit arose after on of the players was injured in a car accident. The Court found that a principal/agency relationship arose because (1) she asked him to drive the car, (2) she required that he be the one to drive, and (3) he consented. The second prong was the strongest.

Neither a CONTRACT nor INTENT are required to form a principal/agency relationship. Gorton v. Doty

· Relationship can exist even without compensation or consideration
R.2d 14k: one who contracts to acquire property from a third person and conveys to another [supplier] is the agent of the other, only if it is agreed that he is primarily for the benefit of the other and not himself.
· Factors indicating an entity is a supplier as opposed to an agent: receive fixed price [from buyer] for property irrespective of price paid by him. [also (2) That he acts in his own name and receives the title to the property which he thereafter is to transfer. (3) That he has an independent business in buying and selling similar property.”] Comments to R.2d 14K

A lender becomes a principal when it assumes de facto control. (Compare with passive control) 

· Gay Jenson Farms Co. v. Cargill, Inc. Warren Seed & Grain Co. operated a grain elevator and procured grain on behalf of Cargill. Cargill provided Warren with financing. When Warren could not pay its debt to farmers, they brought an action against Cargill to recover. The Court found that Cargill and Warren had formed a principal/agent relationship as opposed to a buyer/seller relationship. The court reasoned that Cargill was not simply a lender. Rather, it oversaw day to day operations and exercised strong paternal guidance. Among other things, Cargill enjoyed a right of first refusal, regularly provided criticism of finances, and had the power to stop lending money. With respect to the buyer/seller argument, Cargill sold almost all of its grain to Cargill.
· Q’s: advise for transactional lawyer, 
AGENCY – Contract Liability

A Principal is subject to liability upon contracts made by an agent acting within his authority, if made in proper form and with the understanding that the principal is a party. R2d 144. In other words, an agent can bind the principal in a contract when the agent is authorized. There are different ways an agent can be authorized: Actual authority, apparent authority, inherent agency power, ratification, and estoppel
Actual Authority

An agent acts with actual authority when the agent reasonably believes that the principal wishes the agent so to act. (The agent reasonably believed they had authority). R.3d 2.01 
Actual authority can include things that are implicitly suggestive – acts incidental to accomplish the principal’s purpose– R2d and R3d

· Unless otherwise agreed, authority to conduct a transaction includes authority to do acts which are incidental to it, usually accompany it, or are reasonably necessary to accomplish it. R.2d 35
OR An agent has actual authority to take action designated or implied ithe principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives
· X was implicitly authorized to do what was necessary

Mill Street Church of Christ v. Hogan The elders of a church had hired Bill Hogan to do a painting job. One part of the church could not be painted by Bill alone, so the elders told him he could hire a specific person, and mentioned he would be difficult to reach. Bill instead asked his brother Sam, who the elders had decided in private would not do it because he had left the church. After Sam was injured and filed a workers’ comp claim, the court determined that Sam was within the church’s employment because Bill had actual authority to hire him. Bill was implicitly authorized to do what was necessary to paint the church, and hiring was incidental to the task of painting the church. 
Apparent Authority

A disclosed or partially disclosed principal is subject to liability upon contracts made by an agent acting within his apparent authorityR.2d 159 

· Partially disclosed means third party knows there is principal but not identity. 

R2d 8: Apparent authority is the power arising from the principal’s manifestations to such third person. (look at information principal got from third person) 
· Apparent authority to do an act is created as to a third person by written or spoken words or any other conduct of the principal which, reasonably interpreted, causes the third person to believe that the principal consents to have the act done on his behalf by the person purporting to act for him. R.2d 27
R3d 2.03 (captures caselaw better): apparent authority is the power held by an agent to affect a principal’s legal relations with third parties [arises] when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations.
Opthalmic Surgeons, Ltd. v. Paychex, Inc. One of the employees of Opthalmic surgeons, who was also the contact with their payroll services Paychex, asked for additional paychecks in her name despite it being over her salary. Opthalmic sued Paychex for breach of contract, but the court found that Opthalmic’s employee had apparent authority. It had appeared to Opthalmic that the mployee had the power to authorize additional paychecks. The court noted that Opthalmic Surgeons and its doctors did not object to the transactions.
· Qs: how to prevent this.

· This implies that silence might count as manifestation, but professor thinks manifestation has to be an act

Terminating actual authority does not automatically terminate apparent authority, because there is still the issue of the reasonable belief of a third party. Terminating apparent authority requires unauthorizing someone, putting others on notice that they are fired. 
· Ex: take back business cards
Inherent Agency Power 

Inherent agency power is derived solely from the agency relation and exists for the protection of persons harmed by or dealing with a servant or other agent R.2d 8A

The theory applies when the principal is undisclosed (the third party does not know the principal exists). 

· Policy rationale for inherent agency power: a third party should not have to investigate who owns a business every time they contract. They should get the benefit of that
According to the second restatement, an undisclosed principal is subject to liability to third persons with whom the agent enters into transactions usual in such businesses. R.2d 195

· Elements: undisclosed principal + usual transaction
· Watteau v. Fenwick, Fenwick purchased the Victoria Hotel beerhouse from Humble, but allowed Humble stayed on as the manager. Humble’s name remained painted on the door and his name on the license of the business. Under Humble’ss contract with Fenwick, Humble had no authority to buy goods other than bottled ales and mineral waters. When Humble acquired certain goods, such as cigars, the sellers of those goods brought a suit against Fenwick to recover the price. The claim was allowed under inherent agency power theory. The goods, which were cigars, were ordinarily used in the business.
· Q’s: there was probably no apparent authority here under either test, mischievous consequences if this case went the other way, application to R.3d
According to the third restatement, an undisclosed principal is subject to liability to a third party, if (1) the third party is justifiably induced to make a detrimental change in position (2) by an agent acting on principal’s behalf and without actual authority of the principal, and (3) the principal has notice and did not take reasonable steps to notify them of the facts. R.3d 2.06(1)
· Detrimental change: ask if one provided something of value with the expectation of something in return
· Acting on principal’s behalf, how to reconcile this with the lack of authority
Ratification

An agent can also be authorized through ratification. Second and third restatements provide similar tests for ratification. To summarize, ratification requires that the principal affirms the prior act, the act is given effect, and the act is done or tried to be done on the principal’s account. 
R.3d 4.01(1): Ratification is the affirmance of a prior act done by another, where act is given effect as if done by agent acting with actual authority
A person may ratify an act if the actor acted or purported to act as an agent on the person’s behalf. 4.03

R.2d 82: Ratification is the affirmance by a person of a prior act which did not bind him but which was done or professedly done on his account, whereby the act is given effect as if originally authorized by him.”
· Ratification after material changes: If the affirmance of a transaction occurs at a time when the situation has so materially changed that it would be inequitable to subject the other party to liability thereon, the other party has an election to avoid liability. R.2d 89.
Estoppel

A person who is not otherwise liable as a party to a transaction purported to be done on his account, may be subject to liability to a third party who changed his position. Liability would require that (a) e intentionally or carelessly caused such belief, or (b) knowing of such believe, did not take reasonable steps. R.2d 8B(1)
· Change in position indicates payment of money, expenditure of labor, suffering a loss or legal liability

Agent Liability on Contract

SUMMARY: an agent becomes a party to the contract unless disclosed principal

An agent making a contract with another for a disclosed principal does not become a party to the contract unless otherwise agreed. R.2d 320
An agent making a contract with another for a partially disclosed principal is a party to the contract. R.2d 321
An agent who purports to act on his own account but who in fact makes a contract on behalf of an undisclosed principal is a party to the contract. R.2d 321.
AGENCY – Tort Liability for Principal

For a principal to be liable for torts committed by his agent, there must be a master/servant relationship, and the tort must be committed while acting in the scope of employment. R.2d 219(1).

A servant is an agent whose physical conduct is controlled or subject to the right of control by the master

· Factors to consider in determining if agent is also servant. R.2d 220

· Extent of control over details of work
· Whether one employed is a distinct occupation

· Whether customarily done with or without supervision in this locality

· Skill required in the particular occupation (more skilled, less likely control)

· Who provides the instrumentalities, tools, and where the person is doing the work

· Length of time for which person employed (longer = indication fo employee)

· Whether paid for time or for the job 

· Paid by time = more control

· Whether part of employer’s business
· Parties’ beliefs about whether or not creating master servant relationship

· Whether principal is or is not in business
· Compare servant with an independent contractor who is not subject to control of physical conduct. Independent contractors may or may not be agends. 

· To compare terminology see pg. 13 of notes
Scope of Employment 
Conduct of a servant is within the scope of employment only if (1) it is of the kind he is employed to perform, (2) it occurs substantially within authorized time and space limits, (3) it is actuated at least in part to serve the master, and (3) if force is used by the servant against another, use of the force is not unexpected by the master. R.2d 228

Unauthorized conduct may fall within the scope of employment. Factors in determining this: R.2d 229

· Act commonly done by such servants

· Time, place, and purpose of act

· Previous relations between master and servant

· Extent business apportioned between different servants [more liability if one person taking on broad responsibilities, as opposed to distinct roles], 
· Outside master’s enterprise or not entrusted to servant

· Would master expect such an act

· Similar in quality to authorized acts

· Instrument of harm furnished by master

· Extent of departure from normal authorized

· Arguello v. Conoco, Inc. Conoco operated a string of gas station convenience stores, some were branded stores. The petroleum market agreements specified that employees of the marketer would not be employees of Conoco. Customers who experienced discrimination in Conoco owned and Conoco branded stores brought brought 1981 claims against Conoco. 
· With respect to the Conoco branded stores, the court found there was no P/A relationship because the contract said tho [technically not right]. Conoco also chose not to fire the workers who had complaints against them. They did not get involved in operations and separated themselves.

· With respect to the Conoco owned stores the court had to consider whether the unauthorized conduct (yelling racial epithets and making obscene gestures) was in the scope of employment. It may have been. Although she departed from normal methods, she was on duty within the store (time, place, purpose). Some acts were similar to those authorized (like using intercom)

A principal is liable for a servant’s torts that occur outside the scope of employment if: (a) the master intended the conduct or recklessness, (b) the master was negligent or reckless, (c) the conduct violated a non-delegable duty of the master, or, (d) servant purported to act on behalf of principal and there was reliance upon apparent authority.
Under California law, and for state law purposes, there is a presumption that all workers are employees unless (a) they are free from control or direction in connection to work, both under contract and in fact, (b) they perform work outside the usual course of hiring entity’s business, and (c) they are engaged in an independently established trade, occupation, or business.
· Dynamex Operations West v. Superior Court A delivery company treated its drivers as independent drivers. IT set rates for its deliveries, and controlled its drivers destinations (but not routes). Drivers set their own schedule but had to buy phones to contact Dynamex. They used their own cars but wore Dynamex uniforms. 
· Q’s: an analysis under old common law factors and the new test. They would probably be independent under common law factors. Employees under new test
· Tort liability is still the old common law test, not this

AGENCY – Tort Liability for Agent

Agent who commits a tort is not relieved from liability for acting at the command of, or on behalf of, the principal. R. 2d 343
AGENCY - Duties

General rule: The existence and extent of the duties of the agent to the principal are determined by the terms of the agreement between the parties, interpreted in light of the circumstances under which it is made, except to the extent that fraud, duress, illegality, or the incapacity of one or both of the parties to the agreement deprives the agreement of legal effect. R.2d 376
Duty of care and skill: Unless otherwise agreed, an agent owes his principal a duty to act with standard care, and with the skill which is standard in the locality for that kind of work, plus any special skill. R. 2d 379

Duty to give information: Unless otherwise agreed, an agent has a duty to use reasonable efforts to give his principal information relevant to affairs entrusted to him which, as the agent has notice, the principal would desire to have and which can be communicated without violating a superior duty to a third person.
Duty of loyalty: An agent owes a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency. R.2d 387

· 388: account for profits arising out of employment

· 389,91 not adverse without disclosure

· 390 if adverse, be fair/disclose

· 393 Not compete in subject matter of agency

· 394 Not to act with “conflicting interests”

· 395-396 Not use/disclose confidential information
General Automotive Manufacturing Co. v. Singer Singer was a consultant for an automotive manufacturer. He received a salary and a percent of gross sales. In his employment agreement, he would devote all his time to the business and would not engage in another business of a permanent nature. When Singer received an order that Automotive could not do at all or for a good price, he would refer customers to a different shop and pocketed profits from those side deals. General Automotive successfully brought a suit to recover those profits, alleging a violation of the fiduciary duty of loyalty. The court reasoned that if General Automotive knew, they could decide whether to expand operations, install equipment, or sub-job parts of orders they could not fill.
· Q’s: breaching contract but not loyalty, vice versa; advice for Singer

· Is this disclose information case or only loyalty? The way it’s discussed makes it seem like disclosing information comes under this [both]
AGENCY - Termination

Authority terminates if the principal (by revocation) or the agent (by renunciation) manifests to the other dissent to its continuance. R.2d 118.
The termination of authority does not terminate apparent authority. R.2d 124A But notice to a third party does. R.2d 136 .
After termination, the agent no longer a duty not to compete. However, the agent has a duty not to use or disclose trade secrets. The agent is entitled to use general information, and the names of customers retained in his memory. R.2d 396.
PARTNERSHIP - Formation

Source of law is UPA and RUPA. Main differences
· Mandatory v default fiduciary duties, and consequences of termination
Determining whether a partnership relationship exists requires considering (1) the definition of partnership according to the UPA, (2) any sharing of  gross returns or profits, and (3) common law factors.
A partnership is an association of two or more persons to carry on as co-owners of a business for profit. UPA 6(1) [work together for profit]
The sharing of gross returns does not establish a partnership. UPA 7(3)

The receipt by a person of a share of the profits is prima facie evidence that he is a partner. UPA 7(4) No inference shall be drawn if profits were received in payment as wages for an employee
Common law factors

1. The intention of the parties |agreement is evidential but not conclusive. 

2. The right to share in profits 

3. Obligation to share in losses 

4. Ownership and control of partnership property 

5. Contribution of capital

6. Right to capital on dissolution

7. Control of management 

8. Conduct toward third parties, and –

9. right on dissolution 

· Fenwick v. Unemployment Compensation Commission The Court considered whether Mrs. Chesire, the cashier and reception clerk of Fenwick’s beatuty shop, was a partner or an employee. Mrs. Chesire was paid hourly when she first began working at the beauty shop. When she asked for a raise, Fenwick agreed to pay her a bonus of 20% of net profits if business warranted it. Despite the agreement to share profits, the court found that Mrs. Chesire was not a partner, but rather an employee. The intention was to keep Mrs. Chesire employed. She was not liable for debts, was not involved in management or control of the property, did not contribute capital, and did not hold herself out as a partner to anyone in the public. Her right on dissolution would be the same if she had quit employment. [common law factors]
· Questions: applying First two parts of our partnership analysis
PARTNERSHIP – Liability

When the partnership is liable, partners are jointly and severally liable
Contract: Every partner is deemed to be an agent of the partnership. The act of every partner carrying on in the usual way of the business binds the partnership, unless the partner has no authority, and the person with whom the partner is dealing has knowledge of the fact. UPA 9.
Tort: Where a wrongful act or omission of any partner acting in the ordinary course of the business of the partnership causes loss or injury, the partnership is liable
PARTNERSHIP - Duties

UPA
Because partners are deemed to be agents (UPA 9), partners have the same fiduciary obligations (care and skill, information, loyalty). These are the default duties
In addition, there are the following mandatory duties:

· Loyalty: Obligation to account for profits from any transaction connected with the partnership. UPA 21
· Information Obligation to render true and full information on demand of all things affecting the partnership. UPA 20
· Information: Each partners has a right to a formal accounting. UPA 22
RUPA

· The duty of care is violated through gross negligence, reckless conduct, intentional misconduct, or a knowing violation of the law. RUPA 409(c) (This is more leeway than standard of care)
· Fiduciary duty of loyalty requires RUPA 409(b)
· Accounting to the partnership and holding as trustee for it any property, profit, or benefit derived by the partner

· Refraining from dealing as or on behalf of a party with an interest adverse to the partnership

· Refraining from competing with the partnership in partnership business before dissolution

· *Note that acting in self-interest does not violate duty. There is no “sole duty” language. 409(e)
· *Note: All of the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that would otherwise violated the duty of loyalty. 409(f)
· Must account for profits from any transaction connected with the partnership. RUPA 409. (same as UPA 21) [part of loyalty]
· Information duties (RUPA 408)

· maintain books and records, provide access to books and records, furnish without demand information required to exercise rights, furnish any other information on demand unless unreasonable or improper

Modification

The agreement governs relations between partners. RUPA 105(a) If the agreement is silent, RUPA governs. RUPA 105(b)

Agreement may not unreasonably restrict access to books and records. RUPA 105(c)
If not manifestly unreasonable, the partnership agreement may: (a) alter/eliminate aspects of duty of loyalty, (b) identify specific types of categories or activities that do not violate the duty or loyalty, or (c) alter duty of care without authorizing conduct involving bad faith, willful or intentional misconduct, or knowing violation of law. RUPA 105(d).
· Whether a term is manifestly unreasonable is a matter of law for a court to decide. The court:






   
· (1) will make that determination as of the time the challenged term became part of the partnership agreement and by considering only circumstances existing at that time; and

· (2) may invalidate the term only if in light of the purposes and business of the partnership it is readily apparent that 
· the objective of the term is unreasonable; or

· the term is an unreasonable means to achieve the term’s objective. RUPA 105(e).
Meinhard v. Salmon Meinhard and Salmon entered into a joint venture to reconstruct a property that was the subject of a lease. Salmon was technically the leasee and managed the operations while Meinhard provided the funding. When the term came to an end, Salmon renewed the lease without Meinhard and did not tell him about it. The court found that Meinhard should have a 50% interest in the lease, but gave Salmon an extra share. Like copartners, joint venturers owe the duty of loyalty – not honestly alone, but the punctilio of an honor most sensitive. Salmon “appropriated to himself in secrecy and silence.” It prevented Meinhard from competing
· Q’s: 

· silence bothers Cardozo. It is possible telling him wouldn’t have been enough, and he would have to help his partner compete.

· Would disclosure help? 409(f), Meinhard could veto. Could have drafted provision around this

· Salmon’s defenses

· Lawyering advice for both
PARTNERSHIP – Roles

Partners have equal rights in management. UPA 18(e).
· Every partner can spend partnership money if reasonably incurred in ordinary and proper conduct of business. UPA 18(b).
· Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners. UPA 18(h).
Every partner is an agent of the partnership. The act of every partner binds the partnership unless the partner has in fact no authority to act for the partnership in the particular matter and the person with whom he is dealing has knowledge. UPA 9.

National Biscuit Company v. Stroud Stroud and Freeman entered into a general partnership to sell groceries and owned Stroud Food Center. Stroud had told National Biscuit, who sold bread, not to deliver any more bread and that they would not be responsible for any more bread sold to Stroud’s Food Center. Later, National Biscuit delivered bread that Freeman had requested. Freeman’s purchase of the bread bound the partnership. Stroud could not restrict Freeman’s authority to buy bread because it was an ordinary matter connected with the business [no majority to change this].
· Q’s

· There was apparent authority too

· How to change outcome

Partnership agreements can modify governance. Day v. Sidley & Austin.

Day v. Sidley & Austin Mr. Day was a partner at Sidley & Austin and chairmen of the DC office. When Sidley merged with another firm, the two Washington DC offices of the firms consolidated, and Mr. Day became a co-chairmen of the office committee. After, the office moved to a new location because of the committee’s recommendations despite Mr. Day’s objections. He resigned and brought suit for fraud (claiming he was worse off, which contradicted his partnership agreement) and breach of fiduciary duty. With respect to the fraud claim, the court said that Mr. Day was not deprived of any legal right. His partnership agreement gave the executive committee the authority to decide questions of firm policy – which would include establishing committees and appointing chairpersons. His right to control did not change before and after the merger. With respect to the breach of fiduciary duty claim, there was no indication of secret profits, or that a partner advantaged himself at the expense of the firm, which is the essence of a breach.
· Q’s

· Reconciling with Meinhard: the “secret” info here was not competitive

· How Sidley could have avoided litigation

· Problem with agreement
PARTNERSHIP – Dissolution

Power versus Right

A partner always has the power to dissolve a partnership, but they may not always have the right.
A dissolution results if any partner ceases to be associated. UPA 29.
UPA 31(1) Dissolution is caused without violating the agreement between partners by

· Termination of a definite term or particular undertaking specified in the agreement [this may be subject to good faith. Page v. Page]
· express will of a partner, when no definite term of undertaking is specified

· Expulsion of any partner in accordance with powers conferred by the agreement
UPA 32 The court shall decree a dissolution if 

· A partner has been declared a lunatic in any judicial proceeding or is shown to be of unsound mind

· A partner becomes in any way incapable of performing his part of the partnership conduct

· Partner hurts the partnership
· It is not reasonably practicable to carry on the business in partnership with a partner because of the way he conducts himself in matters relating to the partnership business

· the business of the partnership can only be carried on a loss
UPA 31(2) Dissolution is caused in contravention of the agreement where the circumstances do not permit dissolution under any other provision

When a partner advances a sum of money to a partnership with the understanding that 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. Owen v. Cohen.
· Owen v. Cohen Two partners entered into an oral partnership agreement to operate a bowling alley. One partner, Owen, had advanced almost $7,000 to the partnership with the understanding that it was a loan to be repaid out of the profits as soon as they could reasonably do so. After approximately three months, the partners were not getting along well and profits were declining. Cohen declined to do a substantial amount of work and wanted to set up a gambling room. When Cohen refused to let Owen buy him out, Owen brought an action to dissolve the partnership. The court allowed the dissolution. It reasoned that the parties were incapable of carrying on business under the existing conditions. The assets and business were to be sole, and the. The judge also ordered the loan to be repaid from the sale before distributing profits. 
An equity investment does not create a term for the partnership. Page v. Page.
· Page v. Page Two brothers entered into an oral partnership agreement to operate a linen supply business. Each contributed $43,000 in capital. In a addition, one of the brother’s, through his corporation, lent the partnership $47,000 and had a demand note. That same brother sought to terminate the partnership because it was unprofitable. The court found that the terminating brother had both the power and the right to terminate the partnership because it was not for a fixed term or a particular undertaking. Lending to the partnership did not mean that the duration of the partnership would be for the time necessary to repay the loan from partnership profits. In addition, there was no evidence of bad faith here.
· Q’s
· Compare this to Owen: this was demand note, could have asked for repayment the next day.
· Examples of bad faith: freezing out, appropriating for own use

Consequences of dissolution under UPA
Upon dissolution, there are three possible result: (1) the sale of the assets and business, (2) continuation of the partnership by partners who did not cause the dissolution, if there was a wrongful dissolution, or (3) continuation of the partnership, per a provision in the agreement.
· When a dissolution is in breach of the agreement, there is a right to damages for breach, and other partners may continue the business. 
· The partner who causes wrongful dissolution gets
· Remaining cash less damage, if business terminates

· Value of interest, less damage (and no good will considered), if business continues. UPA 38(2)
· Prentis v. Sheffel Two of the three partners that operated a shopping center sought dissolution. The third partner failed to contribute to the balance of his share of operating losses because of his poor financial condition. As such, he was excluded from management, something the agreement was silent about. The court found that the partnership was dissolved by freeze out and there was no wrongful exclusion. The court ordered the sale, and the remaining two partners purchased it. There was no indication that excluding the partner was done for the wrongful purpose of obtaining partnership assets in bad faith. Rather, it appeared merely to be the result of the inability of the partners to harmoniously function in a partnership relationship. 
Goodwill is deducted after wrongful dissolution (hurts breaching partners)

· Pav-Saver Corp. v. Vasso Corp. Partners Dale and Meersman entered into a written partnership agreement that specified patents shall be returned at the expiration of the partnership. The agreement said termination required mutual agreement, and the term was to be permanent, and that the terminating party was to pay liquidated damages.  When Dale terminated the partnership, they allowed Meersman to continue with the business and retain the IP rights
· Q’s: how scenario would work under RUPA and dissent
· Two ways of viewing agreement: majority thinks if anyone terminates it’s a wrongful dissolution. Dissent thinks just need to look at liquidated damages and patents go back to Dale no matter who terminates
Termination with RUPA

Goodwill is not deducted after wrongful dissolution. (benefits breaching partners)

A disassociation results if any partner ceases to be associated.  RUPA 601.
· This can happen through

· The partner’s express will

· Event agreed upon in the partnership agreement

· The partner is expelled pursuant to the partnership agreement

RUPA 801: A partnership is dissolved and its business must be wound up only upon occurrence of the following events:

(1) in a partnership at will, the partner’s express will …, 

(3) an event agreed in the partnership agreement; …

Three results under RUPA:
· Sale of assets/business (disassociation AND dissolution)

· Continuation following wrongful disassociation (disassociation w/o dissolution) (RUPA 701)
· Continuation per agreement (disassociation w/o dissolution) (RUPA 701)
Distribution

The following order is observed for distributing the sales of assets and the business: claims of the firm’s creditors, claims of a partner other than those for capital and profits, those owing to partners in respect of capital, those owing to partners in respect of profits. UPA 40.
Sharing Losses

Unless the partnership agreement says otherwise, the UPA governs how losses are shared.
After all debts are paid off (including those to partners) each partner 

· Shares equally in the profits 
· Shares equally in paying off the losses whether capital or otherwise sustained by the partnership according to his share in the profits. UPA 18.
Partners shall contribute, as provided by section 18, the amount necessary to satisfy the liabilities. UPA 40(d).
· Kovacic v. Reed (CA) – Kovacic wanted Reed to work with him to do kitchen remodels. Kovacic kept the financial records and provided the capital, and Reed did all of the work, but did not get a salary. Profits were to be distributed equally. After about 9 months, they lost all of their money. Kovacic wanted Reed to share the losses of Kovacic’s capital. The contract was silent on sharing losses. The California court rejects the statutory scheme, and says a partner that contributes monetary capital is not entitled to recover any part of it from a partner that contributes only services.
· Not consistent with UPA. Capital = $ not labor 
CORPORATIONS

Critical attributes: legal personality, limited liability, capital structure, liquidity
Pays double tax (whereas partnerships don’t pay tax). Formal formation (unlike partnership that is informal). Limited malleability for governance (compared to partnership)
Capital structure

· Assets include both debt and also equity. Those giving equity are at more risk, but benefit from asset growth

· Terminology

· Authorized shares = number corp can issue

· Outstanding – all authorized shares currently purchased/held

· Authorized but unissued

· Treasury shares – issued and then repurchased

· Book value – measure of equity value of firm (provided by financial statement)
· BV equity = book value of assets -  book value of debt

· Market capitalization/value – measure of equity value of the firm (implied by trading value of stock)

· Efficient Capital Market Hypothesis prefers this method

[Trading value of one share] x [outstanding shares]
· Enterprise value: measure of total value of assets (also implied by trading value of stock)

· [Market value] + [firm’s obligations/debts]

· Value of one share
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· Disney problem: MV equity = MV of firm - debt
Separation of ownership/control

All corporate powers shall be exercised by, or under the authority of the board of directors. All affairs of the corporation shall be managed by or under the direction of the board of directors. MBCA 8.01b

Unincorporated limited liability entities

Limited Liability Partnership

· General partnership with limited partner liability (because debts and other liabilities are the obligation of the LLP)
· General partners can convert by filing
Limited Partnership

· General and limited partners, where general partners have full personal liability, and only limited partners who participate in control can be liable
Limited Liability Limited Partnership
· Limited partnership where general partners get LLP treatment

Limited Liability Companies
· Two types: member managed where all members are managers, or manager managed

· Flexibility like in partnership for management

S Corp

· Tax treatment like partnership 

· Created by tax code

· Disadvantages:

CORPORATIONS - Formation

Corporations require formal creation under state law. State law, in turn, normally requires drafting articles of incorporation and by-laws.
Required information: name, number of shares authorized to issue, the mailing address of the corp’s initial registered office, name of its initial registered agent at that office, name and address of incorporators. MBCA 2.02(a)
· Articles of incorporations include by-laws. This can include names/addresses of initial directors, provisions eliminating or limiting liability of a director. MBCA 2.02(b)

· Once created, finalize the board, appoint officers, and finalize bylaws. This will typically occur during an organizational meeting. MBCA 2.05
CORPORATIONS - Liability

Piercing the corporate veil/Enterprise liability
A shareholder is not personally liable for the acts or debts of the corporation. However, he may become personally liable by reason of his own acts or conduct. MBCA 6.22. [Piercing the corporate veil] 
In order to “pierce the corporate veil” and hold shareholders personally liable, a plaintiff has to show that the shareholders are actually doing business in their individual capacities. Walkovszky v. Carlton. For example, shuttling their personal funds in and out of the corporation without regard to formality, and to suit their immediate convenience. 
· However if shareholders are respecting the formalities of the corporate form – treating it correctly as a separate legal person – the plaintiff cannot pierce the corporate veil. Walkovszky v. Carlton.
Enterprise Liability: Plaintiff would have to show that a shareholder[?] did not respect the separate identities of the corporations. For example, he commingled resources 
Does this give access to assets of larger entity, or sister corporations?
The larger corporate entity is held financially responsible

Avoiding Liability A business can be incorporated for the express purpose of avoiding personal liability. Single business enterprise can be split into multiple corporations to limit the liability exposure of each part of the business.Walkovszky v. Carlton.
· Walkovszky v. Carlton The plaintiff was hit and injured by a taxicab owned by the corporation of which defendant is a shareholder, and brought suit against the defendant personally for negligence. In accordance with the common practice in New York, the corporation owned only two taxi cabs, one of which was the one that injured the plaintiff. The plaintiff’s argument was that the multiple corporate structure unlawfully defrauded members of the public. He relied on enterprise liability theory and piercing the corporate veil. 
· The court explained that it was not fraudulent for the owner of a single cab corporation to take out the minimum required liability insurance
· The court explained that an enterprise is not fraudulent for being comprised of multiple corporations. Under the enterprise liability theory, a larger corporation would be liable, not Carlton personally
· The court further explained that although it was possible in theory for the plaintiff to “pierce the corporate veil,” the plaintiff had failed to state a cause of action, because he failed to plead facts showing that the defendant conducted business in his individual capacity.
Creditors
For a creditor to pierce the corporate veil and hold shareholders liability, he must show (1) unity of interest, and (2) refusing to allow the creditor to pierce the corporate veil would sanction fraud or promote injustice. Sea-Land Services, Inc. v. Pepper Source. failure to pay a creditor is not enough to find injustice but intent to get the services w/o paying for them is sufficient.
The court will balance the following factors to determine whether there is unity of interest: (a) lack of corporate formalities (failure to maintain adequate corporate records), (b) commingling of funds and assets, (c) severe under-capitalization, and (d) treating the corporate assets as one’s own.
· Sea-Land Services, Inc. v. Pepper Source Sea-Land shipped peppers on behalf of Pepper Source, but Pepper Source stiffed the bill. Se-Land sued shareholder Gerald Marches (to pierce the corporate veil) and five business entities he owns, one being Pepper Source (to reverse pierce the corporate veil). Marches used the corporate bank accounts for personal payments. The court accordingly found that the unity of interest prong had been met, but remanded to the lower court to show that refusing to pierce the corporate veil would promote injustice. On remand, the court found the second prong met as well. He manipulated the corp’s funds to make sure he wouldn’t pay the bill (intent)
Reverse Piercing

Claiming assets of other corps owned by a shareholder. Normally when shareholder owns all of the shares.
· Test, Pepper case – probably commingling
CORPORATIONS – Director Roles and Duties

Directors have a fiduciary obligation to their corporation. There are two theories on what that obligation entails. 
· Under the stakeholder theory, the director owes an obligation to all the various constituents that make the corporation successful. Rationales: board has broad discretion in implementing means to benefit shareholders, and somethings benefiting stakeholders sometimes benefits shareholders, 
· Under the shareholder primacy theory, which is the law in the US, directors owe obligations to shareholders. They have priority over other stakeholders.
· Dodge v. Ford Motor Co. Henry Ford who was both the president and a majority shareholder of Ford Motor Co., decided not to issue $36 million surplus as special dividends and instead opted to invest that money in expanding operations.  After the dodge brothers (who were shareholders) brought suit, the court required payment of the dividends. Ford had admitted he was not acting in the best interest of the shareholders.
· Court did not enjoin manufacturing

Duty of care: Actions taken by board members require diligence and are limited by the business judgment rule
· Under the business judgment rule, a court will defer to the board’s judgment unless (Aronson v. Lewis)
· Are not in the honest belief that an action is in the best interest of the corporation (ex – Ford), or

· The action is not based on an informed investigation (ex – VanGorkom) (standard is gross negligence, but is this only for this category), or 
· The action involves a conflict of interest 

· Smith v. Van Gorkom involved Van Gorkem was the CEO of the publicly traded Trans Union. The company was considering selling to a larger corporation, some wanted an MBO and others an LBO. (CFO Roman had done feasibility study for MBO, $50/share would be done easily, $60/share more difficult). Van Gorkom negotiated secretly a LBO with Pritzker, after consulting a corporate takeover specialist Peterson. Later, Trans Union’s board approved the merger after a two hour meeting without reading key document. Shareholders later approved the merger but they did not know how the price was set (even though it was $17 over market price). The court found that the directors breached their fiduciary duties to the stock holders by failing to make an informed decision. They were grossly negligent. Didn’t read papers and only 2 hour meeting.
· LBO = acquisition of all the firm's outstanding shares using borrowed funds secured byt eh assets of the company to be acquiredMBO = LBO where purchaser is company’s own management
Defense to duty of care = approval by a majority of shareholders
The standard of review for compensation decisions is the business judgment rule. In other words, if an independent informed board determines services warrant large amounts of money, the board has made a business judgment. Grimes v. Donald
The duty of care also imposes affirmative obligations on directors: They must have basic knowledge and provide supervision, read and understand financial statements, object to misconduct and if necessary resign. Francis v. United Jersey Bank.
These affirmative obligations are reviewed under a reasonable person standard [can we just say standard negligence]. Does this mean we always have to go through proximate cause analysis too?
· Francis v. United Jersey Bank Afer her husband passed away, Lillian Prichard became the director of Pritchard & Baird Intermediaries corp., a reinsurance brokerage business. Her sons withdrew large sums of money from the corporation in the place of IOU’s to receive loans, essentially using the firm as a cash advance machine. A trustee in bankruptcy brought a lawsuit against Mr. Prichard’s estate to recover the misappropriated amounts. Mrs. Prichard was not really involved in management. In fact, she was mostly bed ridden after her husband passed away. 
· First, the court decided that Mrs. Prichard had a duty to the clients directly because of the nature of the business. Companies trust reinsurance intermediaries with the expectation that funds will be transmitted to appropriate parties. 
· Second, the court found that Mrs. Prichard breached her duty to the clients, even though she was virtually absent. She should have realized from insurance statements that her sons were withdrawing from trust funds. [Insert 3 obligations]. Ignorance is not an excuse.
· Third, there was proximate cause for negligence. If she had paid attention it is possible her sons may not have done what they did. She might not have been liable if she objected and resigned.
Duty of Loyalty (COI and Good Faith)
The duty of loyalty regulates self-dealing. It mandates that the best interest of the corporation and its stockholders takes precedence over any interest possessed by a director and note shared by stockholders. Guth v. Loft.
· Restrictive rule would’ve been complete bar to related transactions. Lenient rule would be BJR. The two-step rule is a moderate solution

A director breaches their duty of loyalty if (1) a transaction involves a conflict of interest and (2) the transaction has not been properly cleansed. The burden of showing prong 1 is on the plaintiff, and the burden of showing prong 2 is on the defendant.
· A transaction involves a conflict of interest if
· A director or shareholder is on the other side of the transaction. [director is a party, had knowledge or material interest, or director knew a related party had an interest in transaction] MBCA 8.60
· The firm is on one side of the transaction [4 factors, Broz], and
· The transaction provides a benefit from the firm that is not received by all [ex – Sinclair]

· A transaction is properly cleansed if (MBCA 8.61, DGCL 144)

· Disinterested directors approve

· Independent shareholders ratify the transaction, or

· It is judged substantively fair by court
Corporate opportunity

Factors from Broz, which originated from Guth,  indicate the existence of a corporate opportunity

· Corp is financially able to take the opportunity (not dispositive)

· Opportunity is in the corporation’s line of business [fundamental knowledge, practical experience, and ability to pursue]

· Corporation has an interest or expectancy in the opportunity

· Embracing opportunity would create a conflict between the director’s self-interest and that of the corporation

For corporate opportunity, board approval creates safe harbor. Meeting individual with members does not count, must be formal. Requirements, see pg. 48

· Broz v. Cellular Information Systems, Inc. Broz was the president of RFB Cellular, as well as the director of Cellular Information Systems (CIS). PriCellular, who was in the process of acquiring CIS competed with RFB to get the license and Broz ultimately acquired it. The court decided that Broz’s acquisition was not a conflict of interest transaction – and more specifically, Broz did not take a corporate opportunity that belonged to CIS. It considered the four factors from Guth. Despite being in the line of business, CIS was not financially able at the time – even the CEO of CIS had said they weren’t interested in acquiring the license. In addition, the license holders had not considered CIS to be a viable candidate.
· Maybe there would have had expectancy if license holders reached out to him
· Q’s: advice for Broz,  
Advice for director with conflict b/c of other position: resign, cleanse transactions, have provisions waiving corporate opportunity doctrine
Advice for corp with conflict: hire disinterested directors

Indemnification/limiting liabilitty
A corporation has the power to indemnify a current or former director (for expenses, judgments, fines, and amounts paid in settlement) if he acted in good faith, and there is no reasonable cause to believe conduct was unlawful. 

· Termination by settlement does not create a presumption that director did not act in good faith or his conduct was unlawful
· Corp shall also have the power to purchase/maintain insurance on behalf of a director for any liability, whether or not they have the power to indemnify the person

· DGCL 145.
Corporation must indemnify a director who is successful on the merits.

A director will not be indemnified if he shall have been adjudged liable to the corporation, unless a court permits

A provision in a foundational document (like bylaws) can limit the liability of directors. However, cannot limit liability for breach of duties of loyalty to shareholders for (1) actors or omissions not in good faith, or (2) transactions where the director derived an improper personal benefit. DGCL 102(b)(7) This was after Van Gorkom
Duty of Good Faith

A director’s obligation to act in good faith is not an independent fiduciary duty. Rather, it falls under the duty of loyalty. Stone v. Ritter

· Stone v. Ritter, AmSouth and its subsidiaries had to pay $40 million in fines and $10 million in civil penalties to settle investigations and charges. Bank customers were using banks for illegal activity, and they operated an inadequate anti-money laundering program. Shareholders therefore brought a classic Caremark claim, where the breached duty is predicated on ignorance of illegal activities and systematic failure to exercise oversight. The court explained that good faith is a subset of the duty of loyalty. The court said the lower court had properly dismissed the complaint because there were measures to ensure compliance nad report violations.
Therefore, as part of the duty of loyalty, directors must act in good faith. A director acting in good faith assures that a corporate information and report system exists (a law compliance program). In re Caremark. In other words, they must gather information to avoid violations of law 
An adequate program would include: a policy manual, training employees, compliance audits, imposing sanctions for violations, and implementing provisions for self-reporting violations to regulators
· Previously, under the old “one free bite” rule, directors were entitled to rely on the honesty of their subordinates until something put them on notice. Graham v. Allis-Chalmers.
Shareholder Roles and Duties

Shareholders acting as shareholders owe one another NO fiduciary duties.

A shareholder only has a fiduciary obligation to other shareholders if they are a controlling shareholder. Sinclair Oil Corp. v. Levien.
Sinclair Oil Corp. v. Levien Minority shareholders of Sinclair Venezuela (Sinven) brought suit to undo three of Sinven’s transactions. Sinven’s parent company, Sinclair Oil, owned 97% of the shares and nominated Sinven’s board.

· In the first transaction, Sinven paid out $108 million in dividends to its parent company. The court held this was not a conflict of interest transaction because minority shareholders received a proportionate share of the dividends. No COI ( BJ standard

· In the second transaction, shareholders argued Sinclair took opportunities exploring for oil that Sinven should have taken. The court dismissed this argument, reasoning that no business opportunity came to Sinven [if Court was thorough, they would have gone through the Guth test]

· In the third transaction, Sinven contracted with International, and independent entity of Sinclair, to sell crude oil and refined products, but Sinclair breached those contracts. The court held that it was a conflict of interest transaction and should be void or voidable by the minority shareholders. And obviously this transaction is not cleansed because court is saying it is intrinsically unfair (so not adjudged to be fair)

· Q’s: Solution for this corp is hiring disinterested directors

CORPORATIONS – Shareholder Right to Sue

Two kind of suits: direct suits (alleging direct loss to shareholders) and derivative suits (suit alleging loss to the shareholder caused by a loss to the corporation)

· Bases for derivative suits: breach of duty of care and loyalty

· Includes two suits: suit by corp. against directors, suit by plaintiff arguing she should substitute for director’s in managing particular apect

· Remedy from principal suit goes to corp., corp. has to pay shareholder’s attorney’s fees if successful

Corporation pays out if shareholders win. Where does 102(b)(7) come in?
There are three procedural hurdles in derivative actions

· Some states require shareholders to post a bond. Specifically, they must post security for the corporation’s legal expenses. This is to prevent frivolous law suits.

· Shareholders must approach the board of directors and demand that they pursue legal action. Grimes v. Donald [It must be sufficiently specific as to apprise the board the nature to the alleged cause of action and to evaluate its merits]. The complaint has to allege efforts made to obtain the action desired, and reasons for plaintiff’s failure to obtain it, or not making the effort
· Special litigation committees – untainted board members decide to continue litigation
Demand Requirement

A demand is excused if the shareholder can show that it would be futile. This requires showing there is reasonable doubt that (1) directors are disinterested & independent, or (2) the challenged transaction was a product of valid exercise of business judgment

Once a demand has been made, a shareholder cannot also plead that the requirement is excused. Once a demand has been made, the board’s refusal to bring suite will be subject to the business judgment rule, even if there is a potential conflict of interest. Spiegel.
Once demand made and refuse, shareholder can no longer challenge independence (both under duty of care’s BJR and duty of loyalty). The shareholder can only challenge that the directors were not informed or were not acting in best interest of shareholders.
Grimes v. Donald arose from an employment agreement between the CEO and the corporation. The agreement stated that the CEO would be considered terminated without cause if the board unreasonably interfere with his good faith judgment. The agreement also provided for income for the CEO after termination. Shareholder Grimes wrote the board and demanded they abrogate the agreements. The board refused, and explained they hired an outside benefits consultant. Grimes therefore brought (1) a direct abdication claim, claiming that the employment agreement amounted to the board abdicated its power, and (2) a derivative claim.

· With respect to the abdication claim, the court explained that the board has the right to elect firm managers, this did not amount to abdicating power.The compensation decisions judged by BJR [and could only be challenged if not in best interest of corp, or grossly negligent in informed decision]
· With respect to the excessive compensation claim, the court explained that Grimes could no longer plead excuse because he already made the requirement. As such, the board’s refusal would be subject to the BJR, even if there is a potential conflict of interest.
Special Litigation Committees

There is no absolute rule prohibiting the board from seizing the derivative litigation. The board can appoint a non-tainted committee which then makes recommendations on litigation.
Zapata v. Moldanado Stockholder instituted a derivative action against 10 officers/directors for breaching fiduciary duty. He alleged that a demand would be futile. New directors on the board formed an investigation committee and recommended the actions be dismissed, so the corporation filed a motion to dismiss. The court said that creating an independent group of directors may entitle the board to take control/seize the derivative litigation.  The shareholders don’t have an absolute right to continue the action. They also announced standard for reviewing decisions by the independent board.
Courts review decision of the special litigation committee using the two-step test from Zapata.
Step 1 requires an inquiry into (1) the independence and good faith of the committee, and (2) the bases supporting the committee’s recommendations (decision process). In step 2, the court reviews the decision using the court’s own business judgment.

· Rationales for more intrusive review (the court’s own BJ): already a questionable/tainted situation. Board was already deemed unable to act because of a conflict of interest

CORPORATIONS – Shareholder Voting

When

· Shareholder meetings

· Annual meeting (or time set in bylaws) – MBCA 7.01

· Special meetings called for certain matters (by request of board or written request of at least 10% of shareholders) – MBCA 7.02

OR
· Unanimous shareholder written consent (without meeting) MBCA 7.04

WHO

· Shareholders of record (whatever bylaws says)

HOW

· Most matters require majority of shareholders that are present in a matter where there is a quorum. MBCA 7.25(c)

· In person or by proxy (MBCA 7.22)

WHAT

· Electing directors

· Can do write-in

· Directors on ballot (official proxy solicitation)

· Competing slate (separate proxy materials) – cost reimbursed to insurgents only if successful (Froessel rule). Rosenfield v. Fairchild Engine & Airplane Co. Company reimbursed no matter what
· Exception to reimbursing insurgents: no reimbursement by company if it’s a personal dispute rather than a policy dispute [wanting to stay on as director isn’t policy]
· Amending articles of incorporation and by-laws (MBCA 10,03, 10,20)

· Amending articles: must be adopted by the board, and approved by majority of shareholders present at quorum.

· Modifying certificate of corporation: directors adopt a resolution and majority of shareholders (not just those present) must vote in favor. DGCL 242(b)(1)
· Fundamental transactions

· Precatory measures (proposals sent along with proxy materials)
· “Say on pay” vote at least every three years (Dodd-Frank Act)

· Public companies ask shareholders whether executives are being paid too much
Proxy fights / reimbursement
Rosenfield v. Fairchild Engine & Airplane Corp there was a proxy fight to take control of the Fairchild board. Insurgents thought one of the directors was getting paid too much. The court held that the insurgents would be reimbursed only if they were successful. The exception would be if there is a personal dispute over a policy dispute.

Precatory measures
· Shareholder eligibility
· Must have owned at least $2k of stock, or at least 1% of securities, for at least three years prior to date proposal submitted [or $15k for 2 yrs, $25k for 1 yr]

· Calculating the $2k minimum: use the highest selling price during the 60 calendar days before shareholder submitted proposal

· Requirements

· Submitted at least 120 days before date on which proxy materials were mailed for previous years’ annual shareholder’s meeting

· Proposal+supporting statement can’t exceed 500 words

· Board can exclude if (Rule 14a-8)
· (i)(1): if the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization
·  (i)(2) implementing would violate law
· (i)(3) implementing would violate proxy rules 
· (i)(4) proposal involves personal grievance or interest 
· (i)(5) proposal isn’t relevant to firm’s operations  
· (i)(6) company lacks power to implement 
· (i)(7) deals with company’s ordinary business operations [so has to be relevant but not deal with business operations. Can’t have too little or too much lol]

SEC acts as a referee in the shareholder proposal process. If the company thinks a proposal does not comply with the rules, they will ask the SEC if they will object if it is excluded. 

· The SEC will issue a no-action letter if it determines can be excluded. They will notify company of possible enforcement action if excluded
· If there is disagreement with what the SEC says, can go to court

Not relevant to firm’s operations if:

· acct for less than 5 percent of the issuer’s total assets at the end of its most recent fiscal year and 

· accounts for less than 5 percent of its net earnings and gross sales for its most recent fiscal year and 

· is not otherwise significantly related to the issuers business. 

· Means social or ethical issues of the corp, so non-economic tests of significance can be used. (Lovenheim)

· So can concern less than 5% of the corps business and still be relevant.

· Lovenheim v. Iroquois Brands A shareholder sought to include a proposal in proxy materials relating to the procedure used to force feed geese for the product of pate de foi gras. Specifically, the shareholder wanted a committee to study the methods their French suppliers produce the delicacy. The corporation argued that the proposal was not relevant to the firm’s operations, because the operations were less than 5% of the corporation’s assets, as well as net earnings, and it was not otherwise significantly related in an economic sense. However, the court found that social or ethical issues of the corporation may be otherwise significantly related to operations. And in light of the ethical and significance of the proposal, the shareholder had shown a likelihood of prevailing on the merits with regard to the issue of whether the proposal was otherwise significantly related to the business.
CORPORATIONS – Shareholder Selling and Insider Trading

Securities Exchange Act of 1934

· It is unlawful to use/employ any manipulative or deceptive device [to violate the rules of the commission] in connection with the purchase or sale of any security. 10(b)
· It is unlawful to employ any device, scheme, or artifice to defraud, make untrue statement, or engage in any act/practice/course of business which operates or would operate as fraud or deceit in connection with the purchase or sale of any security. 10b-5 
· DOJ can bring criminal action, SEC can bring civil action (and recommend criminal)

In a private securities fraud suit under 10b-5, the plaintiff must show (1)a material misrepresentation or omission, (2) with the intent to deceive, (3) investor reliance, and (4) causation (injured because of the receipt). 
· Materiality: A misrepresentation or omission are material if there is a substantial likelihood that a reasonable shareholder would consider the fact important. TSC Indus., Inc. v. Northway Inc.
· Intent: Must plead with particularity facts that give rise to a strong inference that the defendant acted with intent to deceive
· Reliance: Fraud on the market theory, there is a rebuttable presumption that an investor relied on the integrity of the public trading market price when making an investment decision. He need not have actually seen the misrepresentation 
Together, 10(b) and 10b-5 prohibit committing fraud in the purchase or sale of securities. Courts have interpreted these rules to prohibit insider trading. There is a materiality requirement.
Where a fiduciary trades in shares of his own firm based on information gained as a fiduciary, the transaction involves illegal trading. SEC v. TeGS Co. This is classical insider trading. When a fiduciary receives insider information, he must refrain from trading or publicly disclose the information.


· SEC v. TGS Co. TGS sought to acquire land that they discovered was rich with minerals. They made a misleading and pessimistic press release, saying that previous reports disclosing the discovery exaggerated the scale of operations and existence of minerals. TGS insiders had nevertheless bought shares before and right after publicly disclosing the acquisition of land. The court held they were in violation of Rule 10b-5.
If a fiduciary trades using confidential information that was misappropriated, the transaction is considered illegal insider trading

· US v. O’Hagan, A partner at the law firm Dorsey & Witney began purchasing call options for Pillsbury stock. The law firm was representing Grand Met in a tender offer for stock of Pillsbury. The court found that the misappropriation theory was consistent with 10(b) and 10b-5. The deception here was the non-disclosure to the source of information.
· Hagan also upholds Rule 14-3: prohibits insider trading during a tender offer. Specifically, it prohibits anyone who possess material, nonpublic information about the offer from trading in the target’s securities,. It also prohibits anyone connected with the tender offer from tipping material, nonpublic information about it.
Tipping

One who obtains insider information (“tipee”) from a fiduciary (“tipper”) may inherit the obligation to abstain from trading or publicly disclose the information if (1) the tipper discloses the information for personal benefit, and (2) the tipee knows or has reason to know that the tipper is disclosing the information for personal benefit. Dirks v. SEC
· Dirks v. SEC Dirks, who worked on wall street and provided investment analysis on insurance company securities, received information from a former officer of Equity Funding of America, Ronald Secrist, that the company was involved in fraudulent bookkeeping. The court found that there was no actionable violation by Dirks. He had no personal benefit from disclosing the information, and as such did not inherit a duty not to pass on the information

· Dirks created idea of constructive insiders: lawyer or accountant working for company is also an insider. Person who (obtains material nonpublic information from the issuer with (2) an expectation ont eh aprt of the corporation that the outsider will keep the isclosed information confidential and (3) the relationship at least implies such a duty. Ex: lawyers, accountants. For them it’s classical insider trading

· The following may constitute a personal benefit

· Monetary gain

· Reputational gain

· Quid pro pro

· Giving to close friend or benefit

· Desire to provide a public good and expose fraud is not a personal benefit

· Previously, if an independent individual received insider information and traded on that information, they would not be held liable
Statutory restriction on insider trading
If one owns over 10% of stock, or is a director or officer (“statutory insider”) then must report ownership stake and changes to SEC. If a statutory insider profits from a purchase or sale of stock in six months, any profits are recoverable by the firm.
· Test: sale and purchase must occur within 6 months, and both must occur when insider. 

· Any recovery goes to the company.

· Hypo: buy 5 shares at $5 ($25). Then 5 shares at $10 (cost $50). Then sell 1 share at $30. Court will interpret statute to maximize the gains. So here, would interpret it as a gain of $20, as opposed to $5

· Reliance Elec. V. Emerson Elec. – On June 16, Emerson bought 13.2% of Dodge for $63/shaer, putting them over 10%. Then on August 28 they sold shares for $68/share, reducing their holdings to 9.96% with a statutory profit. Finally on September 11, they sold the remainder. The court had to determine what the profit was to be recovered by the firm. The court found that on September 11, Emerson was no longer a statutory insider. Therefore, the profit recoverable from the firm were from the same made on August 28.

Equations/Formulas/Definitions

· Profit margin or return on sales: percentage of every dollar of sales that makes it to the bottom lie. (Net income / Sales)
· Gross return = return on investment before deducting expenses
· Example = sales commission 

· Sharing profits = bottom line (after expenses are deducted from revenue)

