BUSINESS ASSOCIATIONS
INTRO: Business Entities & Forms

I. Rights of actors within Business

a. Control rights: who controls decision-making 

b. Cash flow rights: who bears risk (profit/losses) 

c. Duties owed among actors 

II. Rights of third parties against actors

a. Liability in contract 

b. Liability in tort 

III. Business Associations provide a governance structure that allocates the role and responsibilities of an entrepreneur among the various owners and actors in a firm
AGENCY

I. Formation 

a. Rest 3rd (the majority view of well-settled law; but not the law itself) § 1: Agency is the fiduciary relationship that arises when: 1) one person (a “principal”) manifests assent to another person (an “agent”) that 2) the agent shall act on the principal’s behalf and be subject to the principal’s control, and 3) the agent manifests assent or otherwise consents so to act. Substance of the relationship is determinative and fact specific.
b. Can be created by accident: no writing or contract required; sole proprietorships, even ones with employees, are examples of agency relationships.
c. Manifestation is defined from the perspective of a reasonable person 

d. It is sufficient for the control to just be over the nature of the relationship 

e. An agent is not a principal of sub-agents.  

f. Legal consequences: agent’s actions may create liability for the principal (can bind principal to a 3rd party in contract; principal may be liable for agent’s torts; and agent owes fiduciary duty to the principal, e.g. cannot take advantage of position to profit herself) 
g. Gorton v. Doty
i. Injured kid’s father sues owner of a car (in this case a high school teacher who has car insurance) in which kid was injured when the coach was driving 

ii. Usually, a good idea to sue a principal because principals tend to have bigger pockets 

iii. Issue: whether the teacher is a principal on whose behalf the coach was acting as an agent when he drove the kid 

iv. Here, evidence was in the form of a conversation between teacher and coach: teacher asked the coach to drive and instructed the driver to drive the car and come back and that only he could drive it.

v. Court found that an agency relationship was formed (because it is easily formed and can be formed by accident); contract consideration is not required to create a principal/agency relationship; intent to form a principal/agency relationship is not required to create the relationship; potential for principal/agency relationships in many circumstances
vi. Principals can give up some control to avoid liability

h. Agency & Commercial Transactions: Rest 1.01, cmt. g: “In any relationship created by contract, the parties contemplate a benefit to be realized through the other party’s performance.” We draw the line so that we know when ordinary business transactions do not create an agency relationship, such as buyer-supplier and creditor-borrower situations. 
i. Jenson Farms v. Cargill
i. Farmers who normally get their grain from the Warren Seed Co. sue Cargill, alleging an agency relationship formed when Cargill started buying grain from Warren (party who asserts the relationship has the burden of proving it) 

ii. Cargill began investing in Warren and gave it business advice, eventually purchasing 90% of Warren’s grain; Warren gets into more debt with Cargill and Cargill gets more control over Warren.

iii. Cargill looks merely like a buyer/creditor: revolving line of credit and right of first refusal on grain 

iv. Court found agency relationship; Under Rest. 2d § 140, a creditor becomes a principal when it assumes de facto control over the conduct (management) of the debtor

1. Control factors: W’s inability to enter into mortgages, purchase stock or pay dividends without C’s approval; C’s right of entry onto W’s premises to check/audit; C’s power to discontinue financing W’s operations; C’s recommendations to W by telephone;  C’s correspondence and criticism regarding W’s finances, officer salaries and inventory; C’s determination that W needed strong paternal guidance; C’s right of first refusal on grain; Financing all W’s purchase of grain & operational expenses. The key determination is: would W survive without C? Here, no and thus W was no longer an independent business
2. Cargill acted differently than a bank because it kept extending more and more credit and became more actively involved. Court found it easy to hold an out of state company liable.
II. Liability 

a. Contracts: agents acting with authority may bind principals, making the agency relationship valuable for P. Authority is the starting point for analysis of contract actions.

i. Types of authority (legal consequences are the same for each type)

1. Actual Authority (Rest. 3rd § 2.01: an agent acts with actual authority when the agent reasonably believes, in accordance with the principal’s manifestations to the agent, that the principal wishes the agent so to act. Important considerations: past practice and customs but third party’s beliefs are irrelevant.
a. Express: P tells A to do x, and A does x.
b. Implied: Under Rest. 3rd § 2.02(1), an agent has actual authority to take action designated or implied in the principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives, as the agent reasonably understands the principal’s manifestations and objectives when the agent determines how to act. Controlling consideration is custom: if it is customary for a certain type of agent to have certain powers, then the agent has actual implied authority to exercise such powers unless the principal expressly directs otherwise.
2. Apparent Authority: Under Rest. 3rd § 2.03, apparent authority is the power held by an agent to affect a principal’s legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations. Custom matters here: what can a person in this position usually do?
3. § 6.01(1): when an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal … the principal and the third party are parties to the contract.

ii. Udall v. TD Escrow
1. Third party sues principal for refusing to issue title of property

2. Here, the agent is an auctioneer who sold property to Udall for less than was authorized

3. Issue: whether the agent had authority?  
4. There is actual authority to sell the house for the higher price but not for the price that the third party paid
5. Holding: there is apparent authority since Udall had the reasonable belief that the auctioneer could sell the house for the lower price

iii. Essco v. Harvard
1. Agent, a purchasing manager of a company, contracts with a third party (who has provided raw materials for the company in the past) 

2. Principal wanted to renege on contract because of unfavorable terms and a contract with someone else 

3. Issue: whether A had authority.
4. In the past, people in A’s position had authority to make purchase agreements 

5. However, P changed the policy so that every contract now requires the principal’s signature 

6. Holding: there is apparent authority because the third party did not know of this organizational change 

7. Policy: encouraging principals to be transparent and clear with third parties 
iv. Types of principals under Rest. 3rd § 1.04(2)
1.  Disclosed: at time of transaction, third party knows i) she is dealing with an agent acting for a principal and ii) the principal’s identity
2. Undisclosed: at time of transaction, third party has no notice she is dealing with an agent acting for a principal (thus there cannot be apparent authority)  
3. Unidentified/Partially Disclosed: at the time of the transaction, the third party knows i) she is dealing with an agent but ii) has no notice of the principal’s identity. 

v. Agent liability and degree of disclosure: when an agent acting with actual or apparent authority makes a contract on behalf of:
1. A disclosed principal, agent is not party to the contract unless otherwise agreed under § 6.01(2) 

2. An undisclosed principal, an agent is a party under § 6.03(2) (policy: prevent rogue behavior)

3. An unidentified/partially disclosed principal: agent is party unless otherwise agreed under § 6.02(2)
vi. Rogue Agents

1. Contracts entered into by agent lacking actual authority can bind principal if agent has authority (third party is not aware of the limitation imposed by the principal) 

2. Rest. 3rd § 2.06(1): an undisclosed principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent acting on the principal’s behalf and without actual authority if the principal, having notice of the agent’s conduct did not take reasonable steps to notify them of the facts 

3. Rest 3rd § 2.06(2): An undisclosed principal may not rely on instructions that reduce the agent’s authority to less than what the authority a third party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed (expansion of apparent authority)

vii. Hoddeson v. Koos Brothers
1.  Third party goes to furniture store to buy bedroom furniture and is helped by a tall man in a gray suit who tells her that the furniture is not in stock and accepts her order in cash. Transaction takes about a half hour. Third party sues store after not receiving furniture (because salesman was an imposter)

2. Under Rest. 3rd § 2.05, a person who has not made a manifestation that an actor has authority has an agent is subject to liability to a third person who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the person’s account if the person intentionally or carelessly caused such belief, or, having notice of such belief and that it might induce others to change their positions, the person did not take reasonable steps to notify them of the facts (estoppel from denying agency relationship) 

3. Here, liability is imposed because the fake salesman lingered in the store for a long time, which created the notice necessary to trigger a duty to protect third party customers 

viii. Ratification under Rest. 3d § 4.01(1): affirmance of a prior act done by another whereby the act is given effect as if done by an agent acting with actual authority
1. § 4.02: applies retroactively 
2. § 4.07: all or nothing (only effective if it encompasses the entirety of the act) 

3. Principal can expressly manifest assent under § 4.01(2)(a) or implied by conduct that justifies a reasonable assumption of consent under § 4.01(2)(b). Factors for this reasonable assumption:  accepting/retaining benefits (when it is possible to decline them), silence/failure to act (can’t wait forever), bring lawsuit to enforce

4. But ratification is not valid if made without the knowledge of material facts involved in the original act when the person is unaware of such lack of knowledge under § 4.06 
5. Ratification will not be effective where it would be unfair to bind the third party to the contract: under § 4.05(1) prior to the ratification, third party manifested an intent to withdraw from the transaction, or under § 4.05(2), there is a material change in circumstances between the transaction and the ratification that would make it inequitable to bind the third party. 
ix. Agent liability

1. If A lacks actual authority but P is bound by contract, P may recover damages from A 

2. If A lacks authority, but represents otherwise, A is liable to the third party if Principal refuses to ratify the contract and there is no other authority to bind P. 

3. Implied warranty of authority under § 6.10 

4. Third party must not be aware of lack of authority

x. Third party liability 

1. Third party is bound unless the third party would not have entered the contract with the undisclosed principal and the principal and agent were aware of this fact and made a misrepresentation 

2. Ratification 
3. Estoppel
b. Torts

i. Under § 7.01, an agent is subject to liability to a third party harmed by the agent’s tortious conduct. An actor remains subject to liability although the actor acts as an agent or an employee, with actual or apparent authority, or within the scope of employment. But a principal might be a better person to sue financially
ii. Principal’s Direct liability under § 7.03(1): relies on tort law principals & applies to torts committed by all agents

1. Direct liability can be imposed when: 1) A’s tortious conduct is within the scope of A’s actual authority ratified by P (§ 7.04); 2) harm caused by P’s negligence in selecting, training, supervising, or controlling A (§ 7.05); or 3) P delegates performance of a duty to use care to protect other persons or their property to an agent who fails to perform this. Generally- directing the action, bad hiring, or delegation.

iii. Vicarious/Derivative Liability under § 7.03(2) and 7.01(1): generally applies only to torts committed by “employee” agents acting within the scope of employment (analysis should begin with vicarious liability then direct liability)
1. Under Rest. 3rd § 7.03(3)(a), an employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of work. 
2. If this detailed level of control is not present, the agent is an independent contractor (who simply just gets told what to do by P, not how to do it) 

3. Policy: Posner stated that “the principal does not supervise the details of the independent contractor’s work and therefore is not in a good position to prevent negligent performance.”

4. Employees (preparing a memo for your boss) vs. service providers/non-agents (a legal digest service) vs. independent contractors (retaining a law firm) 
5. Under Rest. 3rd § 3.07, note f, indicators of employee status are: P’s & A’s beliefs about relationship, whether A is paid by job or unit wage, term of the relationship, whether A’s work is part of P’s regular business, location of the work, who provides supplies, extent of P’s control over details, whether A has a distinct business, and the skill required of A

6. Under Rest. 3rd § 7.07(2), an employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control. An employee’s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the principal.

7. Act must be of the general kind that the employee was hired to perform; and conduct must be substantially within the time and space limits authorized by the employment; and employee must be motivated at least partially by a purpose of serving the employer.

8. Frolic & Detour under Rest. 3rd § 7.07, note e: an employee’s travel during the workday that is not within the scope of employment has long been termed a “frolic” of the employee’s own. A frolic may also consist of an activity on an employer’s premise and within working hours. However, de minimis departures from assigned routs are detours

iv. Intentional torts & scope of employment

1. Early common law held that intentional torts are not within the scope of employment because its difficult to see how an intentional tortfeasor could be motivated to serve the employer 

2. Modern approach: liability is expanded where the tort was foreseeable or a direct outgrowth of the employee’s instructions. Courts have also expanded the definition of “serving”
v. Millsap v. Federal Express
1. A driver got into an accident and negligently injured someone. The injured person sued NCE, who pays people to deliver packages.
2. Issue: whether the driver is an employee of the logistics company

3. Court’s factors: 1) financial risk (here the drive owned the car and the supplies, gas and, repairs; driver has his own business) 2) appearances; and 3) performance. Court held driver was an independent contractor (the driver owned the tool that caused the risk)
vi. Jackson v. AEG
1. Famous Jackson family sues AEG company as the principal, alleging that the doctor who negligently administered medicine to Michael (resulting in his death) 

2. Court analyzes the appearance, performance, and financial risk factors (must look at both the paper contract and the practice): here, there was a contract between the parties, but MJ chose the doctor and paid him while the doctor personally treated MJ and the doctor used his own instruments. Court held that Dr. was not an employee.
vii. Perez v. Van Groningen & Sons
1. Uncle takes nephew on a ride while riding a tractor owned by the farming company who hired the uncle to drive the tractor.
2. Issue: whether tort occurred within the scope of employment 

3. Analysis: conduct occurred within the timeframe of the assigned task, and while the company policy was not to bring riders, the uncle was doing the work he was hired to do. Holding: company is vicariously liable.

viii. Lourim v. Swensen
1.  Survivor of abuse by a troop-leader sues the boy scouts organization and alleges vicarious liability

2. Here, the agent was an employee even though he was a volunteer because the organization controlled the day-to-day activities of the troop leader 

3. Here, the boy scout activity culminated in the tort: the position allowed the agent to commit the tort and the agent was at least partially motivated by his employment to spend time and bond with the survivor. Clearly, these factors are malleable (but each still need to be satisfied). Court held that there was vicarious liability likely for policy reasons: the organization is in the best position to make changes.

ix. Jackson v. Righter
1. Agent is an employee who had an affair with plaintiff’s wife in the office 
2. Issue: does this fall within the scope of employment?

3. The court held that there was no vicarious liability because the affair was personally motivated and obviously not the kind of activity the agent was hired to do. Unlike in Swensen, these were two consenting adults and business cannot be expected to monitor unfaithful spouses.
x. Magestic Realty v. Toti
1.  City hires construction company to demolish a building to build a parking lot but an employee of Toti goofed and damaged the plaintiff’s neighboring structure.
2. Toti is clearly an independent contractor because the city did not control how the demolition got done and payment was fixed

3. Chain of liability: 1) the worker; 2) the company; and 3) the city 
4. Issue: is the city liable? 

5. Since worker is not an employee of the city there is no vicarious liability. The principal (in this case the city) could only be directly liable (P controls the activity, negligently hired/supervised A, or there a nuisance per-se, which a public policy to encourage minimizing damage) 

6. A nuisance per se is an inherently dangerous activity that creates a peculiar risk of harm to others unless precautions are taken. Here this applies so the city is directly liable.

III. Franchises (Special Application of Principal’s tort liability akin to liability under agency law)

a. Business model that allows an entrepreneur to pay a brand a fixed amount in exchange for using the brand name. Entrepreneur follows a manual to ensure uniformity (and rule following) between the different franchisees.
b. Franchisors and franchisees are not principals and agents = not an agency relationship

c. Vicarious liability is used to compensate customers

d. Key considerations: the purpose of the franchise agreement, what the provisions of the agreement are, and whether there is sufficient control under the operating systems to trigger the franchisor’s tort liability 
e. Murphy v. Holliday Inn (traditional approach)
i. Slip and fall case where the injured customer sues the franchisor 
ii. Court examines the franchise agreement, which expressly denies an agency relationship. Contract also gives the franchisor the power to approve location and plans, receive quarterly reports, record keeping, and periodic inspection to ensure quality/compliance
iii. Threshold determination: whether franchisor has control over day-to-day operations

iv. Court finds no liability because the agreement was arm’s length: franchisor could not control daily maintenance of the premises, control Betsy-Len’s current business expenditures, fix rates, demand share of profits, hire or fire employees, determine wages or working conditions, or set standards for employee skills or productivity
f. Miller v. McDonalds (different approach)
i.  Customer bit into a foreign object while eating a big mac and sued the franchisor for damages
ii.  Court held that factual issues preclude summary judgment for the defendant because the franchise agreement controlled food standards such as safety and preparation
iii. Agreement covered the rules that govern the conduct which caused the injury
iv. Here, court is emphasizing the policy of liability for the things a company can control; court moves way from the original “employee” approach (vicarious liability) and takes the “particular aspect” approach (instrumentality)

g. Vandemark v. McDonalds 

i. Employee injured during a robbery

ii. Court stated that franchiser liability should be construed narrowly, and that liability should not occur absent a showing of control over the security measures employed by the franchisee.

h. Patterson v. Dominoes
i.  Employee sues franchisor after sexual harassment from another employee

ii. Supreme Court founds no liability because the franchise agreement did not have any terms regarding workplace behavior and based on the parties’ actual course of dealing 
iii. A franchisor is potentially liable only if it has retained or assumed a general right of control over factors such as hiring, direction, supervision, discipline, or discharge.

iv. Having an operating system in place (setting standards) is not enough to assert control 

v. Court goes beyond the parties’ characterization of their relationship in franchise contract and examined parties’ actual course of dealing

vi. Here, it’s about workplace behavior of the employees with each other 
i. Main policies: risk prevention (liability should arise from control or right to control the harmful activity); residual interest (liability because the franchisor has a relatively large interest in the successful operation of the franchisee; and deep pocket/risk spreading

IV. Fiduciary Duties (Duties of Performance & Duty of Loyalty)
a. Duty to act as authorized and follow instructions: under Rest. 3d § 8.09, agent has a duty to act only within the scope of agent’s actual authority. Agent has a duty to comply with all lawful instructions received from principal concerning the agent’s actions on behalf of the principal.
b. Duty to provide information: under Rest. 3d § 8.11, agent has a duty to use reasonable effort to provide principal with facts that agent knows or has reason to know that principal would wish to have the facts or the facts are material to the agent’s duties; and the facts can be provided to the principal without violating a superior duty to another person.
c.  Duty of Care, competence, diligence: Under Rest 3d § 8.08, subject to any agreement with the principal, an agent has a duty to act with the care, competence, and diligence normally exercised by agents in similar circumstances. If agent possesses or claims to possess special skills or knowledge, she has a duty to act with the care, competence, and diligence normally exercised by agents with such skills. This includes gratuitous agents (comment e). 
d. Duty of Loyalty: under Rest. 3d § 8.01, agent must act loyally for the principal’s benefit in all matters connected with the agency relationship. Agent subordinates her interests to those of the principal and place principal’s interests first as to matters connected with the agency relationship. Parties can contract around breaches of certain duties.
i.  Material benefits: under § 8.02, an agent has a duty not to acquire a material benefit from a third party in connection with transactions conducted or other actions taken on behalf of the principal or otherwise through the agent’s use of the agent’s position (Excess benefits rule). All the agents should receive is the agreed to compensation.
ii. Business opportunities: under § 8.02, cmt. d, agents have a fiduciary duty to the principal not to take personal advantage of an opportunity and not to give the opportunity to a third person. This is applicable when either the nature of the opportunity or the circumstances under which the agent learned of it require that the agent offer the opportunity to the principal. A may take the opportunity if they fully disclose it and the nature of the conflict, and P rejects the opportunity.
iii. Adverse party: under § 8.03, an agent has a duty not to deal with the principal as or on behalf of an adverse party in a transaction connected with the agency relationship. A must disclose adverse interests to P so that P may evaluate how best to protect its interests. 

iv. Competition: under § 8.04, throughout the duration of an agency relationship, an agent has a duty to refrain from competing with the principal and from acting on behalf of or otherwise assisting the principal’s competitors. During that time, an agent may act, not otherwise wrongful, to prepare for competition following termination of the agency relationship.
1. Do’s and Don’ts: Agent is free to make arrangements for setting up a new business (arranging for space) but not during working hours or using P’s property (including confidential information); Agent is not free, while still employed, to commence doing business as a competitor or to solicit customers away from the principal; Agent cannot lie to principal or try to leave him in a disadvantageous position.

v. Use of Property/Confidential Information: under § 8.05, agent has a duty not to (i) use P’s property or (ii) use or communicate P’s confidential information for A’s own purposes or those of a third party (insider trading or speculating in land). A has to account for any profits made by the use of such info even if P is not harmed. 
vi. After termination of agency: Agent is free to compete (subject to a non-compete agreement) but Agent is not free to use or disclose a principal’s trade secrets or other confidential information

e. British American v. Wirth
i. Agent sues principal for contract recovery, but principal claimed that the agent took bribes and thus no money is owed. P deducted from A’s commission.

ii. Court held that, because of the excess benefit rule, P does not have to show injury and A is barred from recovery in contract.
f. Graphic Directions v. Bush
i.  Defendants, officers of GDI, quit their jobs, take another employee with them, and solicited some of GDI’s clients before leaving. This reduced GDI’s client base and total sales.
ii.  Here, the defendant’s alleged pre-departure solicitation breached their duty not to compete. To recover for this kind of breach, the plaintiff must show damages.
g. Town & Country v. Newberry
i. Housecleaning company has a unique method for cleaning house, but its specialty is customer relationships (labor went into putting together customer list- “impregnated with personal and confidential aspect”)

ii. Former employees leave after preparing to compete and make use of the customer list, which is plaintiff’s trade secret 

iii. Court held that the employees had a right to prepare to compete but had a continuing duty not to use the customer list (employees could use the cleaning method because that was not a trade secret) 

h. Consent/Waiver

i. The duties listed above are default rules and parties can contract around them 

ii. Under § 8.06, conduct by an agent that would otherwise constitute a breach of duty of loyalty does not constitute a breach if principal consents to the conduct; and in obtaining consent, agent acts in good faith and discloses all material facts that would reasonably affect the principal’s judgment; and consent concerns either a specific act or a transaction of a specific type. Consent must be narrow to waive the duty of loyalty.
V. Termination

a.  Under § 3.06, an agent’s actual authority may be terminated by: (1) A’s death/cessation of existence; automatic, except as provided by law if A is not an individual (§ 3.07(1), (3)); (2) P’s death/cessation of existence, once A has notice if P is an individual (§ 3.07(2)), automatic if P is not individual, except as provided by law and organizational statutes (§ 3.07(4)); (3) agreement between P and A or the occurrence of circumstances from which A should reasonably conclude that P would no longer assent (§ 3.09); (4) manifestation of revocation by the principal to the agent, or of renunciation by the agent to the principal, which is effective when other party has notice (§ 3.10(1))
b. Termination of actual authority does not by itself end any apparent authority held by an agent. Apparent authority ends when it is no longer reasonable for the third party with whom the agent deals to believe that the agent continues to act with actual authority (lingering apparent authority- when apparent authority outlives actual authority)
PARTNERSHIPS
I. Introduction & Formation
a. The classic entrepreneur/single owner directs the business herself and bears the full responsibility as residual claimant. Cash flow rights (profits, losses, risk) and control rights are in one person. Alternatively, sometimes cash is needed from other potential part owners. Also, all partners will have a say.
b. Characteristics of partnerships: easy to form because no filings, written requirement, or intent required; flexibility because mostly consists of default rules; potential for conflict in decision making; personal liability for owners; pass-through taxation (no tax at entity level).
c. Sources of Law: Uniform Partnership Act (and Revised UPA) & Cal. Corp. Code §§ 16100-16962

d. Under CCC § 16101(9), a partnership is an association of two or more persons to carry on as co-owners a business for profit. No formal requirements: What matters is “whether or not the persons intended to form a partnership” (CCC § 16202(a))

e. CCC § 16202(c): in determining whether a partnership is formed, the sharing of gross returns (revenues, receipts from sale) does not by itself establish a partnership; and a person who receives a share of the profits (net income/revenue minus costs) of a business is presumed to be a partner unless the profits were received in payment of debt or wage. There can also be peculiar reasons for non-partners to share in profits (payment of a debt, services as an IC or wages of an employee, payment of rent, payment of an annuity or retirement benefit, interest or other charge on a loan, payment for the sale of the goodwill of a business or other property). These exceptions are people sharing profits but not control.
f. Legal consequences: each can bind partnership in contracts; partnership also liable for a partner’s torts; obligations are personal obligations of partners; fiduciary duties owed; most duties are default and can be contracted around unless a third party is involved. 
g. Under CCC § 16101, relations among the partners and between the parties and the partnership are governed by the partnership agreement.  To the extent the partnership agreement does not otherwise provide, this chapter governs relations among the partners and between the partners and the partnership.

h. Default provisions: All profits are shared equally (CCC § 16401(b)); a person may become a partner only with the consent of all the partners (§ 16401(i)); each partner gets a vote (§ 16401(f)); differences of opinion in governing partnership subject to majority vote (§ 16401(j)); no partner can draw a salary for carrying on partnership business (§ 16401(h)). Rules are not rigid structures. If an agreement is silent, look at the default rules.
i. Fenwick v. UCC
i.  UCC sued a beauty shop owner; if the employee (a receptionist) was not a partner, business is subject to different obligations (less than 8 employees affects the status of tax liability) 

ii. Here, shop owner and employee made a partnership agreement that gave employee a salary and 20% of the profits. Since beauty shop owner is asserting the partnership, she had burden to prove it.

iii.  Shop owners that since there is profit sharing, there is a presumption of the existence of a partnership. UCC avers that wages are different and Fenwick is not sharing any control of the business (wage exception under § 16202(c)(3)). Must look at characteristics of the relationship. Calling it a partnership is not enough. 
iv. Here, under the agreement, employee was never personally liable for debts and did not have to make a capital investment = no skin in the game

v. Court held there was no partnership based on the substance of the relationship especially considering the sharing of economic risk

j. Factors to establish a partnership: intention of the parties; conduct of the parties toward third parties, economic risk (profit/loss sharing, capital contribution, ownership of property, rights/obligations on dissolution, control & management rights. Intention of parties carries less probative value when dispute involves third party.
k. In Re Marriage of Hassiepen
i.  After divorce, ex-wife sues ex-husband for child support, alleging that husband is the sole owner of electric company. Kevin argues it is a partnership so that he has to pay less in child support. Here, wife maid capital contributions & she and Kevin have a joint account. New wife also had a substantial business role (operational role = more control and discretion) 
ii. Court held that a partnership exists

iii. However, in Lampe v. Williamson, the court pointed out that the usual indicia of a partnership are blurred by the marital relationship because its common to co-own property and share profits. Thus, maybe the holding in Hassiepen is too simplistic.

iv. CA addresses this: under § 16202(c), in determining whether a partnership is formed, joint tenancy, tenancy in common, tenancy by the entireties, joint property, common property, or part ownership does not by itself establish a partnership, even if the co-owners share profits made by the use of the property. 
l. Martin v. Peyton
i. KNK is a brokerage business that needs money, so PPF loans the company $2.5 million; In return, KNK gives 40% of profits and junk securities plus an option. Here PPF is engaging in a risky transaction with a company that clearly has management problems, so PPF executes a restrictive covenant to protect itself  

ii. Creditors of KNK are suing PPF, alleging that PPF is a partner of KNK and thus is liable for KNK’s debts. Here, there PPF is sharing in profits so there is a presumed partnership. However, since the profits were received in payment (in the form of interest on the loan), the presumption is rebutted. 

iii. Under the covenant, PPF demanded a specific manager, consultation, inspection rights, veto power on speculative business, limits on loans to partners, and option to become partner. But Court held there was no partnership because there was no “sharing of control” in the substance of the relationship (more of a common creditor)

iv. Creditors often ask for inspection rights, but it was more intrusive to have veto power, partner options, and resignation. But it was determinative that PPF did not have the ability to initiate actions (the power to say yes)

v. Concern policy: control is warranted because risky companies have incentive to make risky decisions 
m. Partnership analysis: Are you in an association to carry on as co-owners a business for profit? Is there a sharing of profits? Does an exception apply? Are the parties sharing control or economic risk?
II. Liabilities 
a. Contracts

i. CCC § 16301(1): each partner is an agent of the partnership for the purpose of its business. An act of a partner, including the execution of an instrument in the partnership name, for apparently carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership, unless the partner had no authority to act for the partnership in the particular matter and the person with whom the partner was dealing knew or had received a notification that the partner lacked authority. (Presumption- each partner has actual & apparent authority to bind the partnership)

ii. CCC § 16301(2): An act that is not apparently for carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership only if the act was authorized by the other partners. (No presumption) 

iii. Partnership can remove authority (but a third party must be aware to eliminate apparent authority) (When this happens a partner is “expressly prohibited”)

iv. Personal liability for partnership obligations: under § 16306(a): all partners are liable jointly and severally for all obligations of the partnership. But under § 16306(b): a new partner is not personally liable for obligations incurred before admission. Different rules for limited liability partnerships under § 16306(c). 

v. Nabisco v. Stroud
1. Stroud and Freeman create food store partnership and regularly purchase bread from Nabisco 

2. Stroud expressly told Nabisco that they would no longer buy bread from them but then Freemen bought more bread from them. Nabisco sues Stroud for breach of contract, but Stroud argues lack of authorization. Nabisco had notice that bread was no longer needed but likely assumed that Freeman had authority and maybe the policy changed.

3. Here, since buying bread was in the ordinary course of the partnership business and Stroud never expressly prohibited Freeman from buying bread, the court held that the partnership was bound. (Determining factor: act was consistent with pre-established company policy)
4. Problem with 2 person partnerships: the only majority is unanimity  
vi. Summers v. Dooley
1. Trash company partnership; had an agreement that said partners can hire new employees but only for one day 

2. Partner hired a new employee even though the other partner refused to pay for costs. Partner sues for the costs 

3. Defendant partner argues that the act required a majority vote and thus there was no authority to hire the employee. Here, since there was never authorization per the agreement for long-term hiring, the plaintiff partner was expressly prohibited from the hiring. Court held that the partnership was not bound. Determining factor: act went against company policy. Also, here a partner is suing another partner unlike in Nabisco, a third party is suing. 
b. Torts 

i. Under CCC § 16305(a), 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 with authority of the partnership 

ii. Gearhart v. Angeloff
1. 3 partners own a bar together; 1 partner used a gun in the bar to shoot at a troublemaker customer; are the other partners liable for the shooting partner’s tort? 

2. The court held that the partnership was liable because the activity was maintaining order over the bar, which is in the ordinary course of business.

3. Even if one partner vehemently objected to the use of guns in the bar, the customer could still sue but then the shooter would have acted without authority so the other partners could sue the shooter.
III. Economic & Management Rights 

a. Management Rights: Under § 16401, each partner has equal rights in the management and conduct of the partnership business; a person may become a partner only with the consent of all the partners; a difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners; An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners. Usually matters consistent with the agreement are considered in the ordinary course and things inconsistent are outside ordinary course.

i. Partners are free to make an agreement that suits them, modifying the rules under CCC/CRUPA (e.g., executive committee making decisions, majority approval for matters requiring unanimity under statute)

b. Economic Rights

i. Capital contributions = money partners give to the partnership 

ii. Sharing of business’ profits and losses under CCC § 16401(b). If the agreement is silent about losses, losses are treated the same as profits. “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.” The partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner’s account. Partnership will distrbitue any excess of the credits.

iii. Distribution of firm assets (periodic draws under § 16401(h) & settlement at dissolution under § 16807(b)). Decisions about draws are in the ordinary course of business. Default rule is that partners are not entitled to salaries or periodic withdrawals, but this can be modified by agreement, then these draws would be deducted from capital account.

iv. Under 16807(a), once business is sold, P is owed her capital account entry (excess/deficit shared in accordance with P’s share of gains/losses). Additionally, in winding up a partnership’s business, the assets of the partnership shall be applied to discharge its obligations to creditors, including partners who are creditors…. Any surplus shall be applied to pay in cash the net amount distributable to partners in accordance with distribution rights 
c. Services only partners

i.  Problems arise when one partner does not contribute any capital but must bear losses of the partnership evenly

ii. Richert v. Handley (follows statutory rule)

1.  Tree logging partnership where Richert contributed $26,000 and Handley only contributed services 

2. Business loses $12,000, leaving $14,000 left (this is a capital loss since it’s not enough to match Richert’s contribution). Court holds that H must share loss (must pay Richert $6,000)
iii. Kovacik (completely ignore statutory rule) (CA partnership approach – should use)
1.  K and R enter into a general partnership to operate a kitchen remodeling business; K contributes $10,000 but no services and R only contributes services. Agreement to share profits equally but silent on losses. K dissolves the partnership when it doesn’t do well. 
2. Court holds that R does not have to share in capital loss: “where one party contributes money and the other contributes services the parties have, by their agreement to share equally in profits, agreed that the value of their contributions (money & labor) were likewise equal; it would follow that upon the loss of both money and labor, the parties (have already) shared equally in the losses.” The Kovacik court is essentially telling us to take into account the value of labor when allocating a capital loss, thus rewriting the statute completely.
iv. Kessler v. Antinora (creatively ignores statutory rule)

1. Partnership to build and sell a residential home. K contributes money and A contributes services; K wants A to share in capital loss when business doesn’t do well.
2. Court analyzes the agreement and distinguishes Richert: here, the agreement says (if you squint) that K would bear the capital loss. The court is able to hold for A because the parties (maybe) contracted around the default (the agreement made no provision for losses)
3. Official comments to RUPA reject Kovacik: not a popular rule so this case is a different approach. Courts do not apply the Kovacik rule where: 1) service partner was compensated for her work; or 2) service partner made any (nominal) capital contribution.
4. Money and service partners are free to adopt any rule they want for sharing losses (examples: all capital losses were to be borne by capital partner alone, like in Kovacik, or sharing of capital losses in accordance with sharing of profits
d. Partnership Property

i.  Under CCC § 16501, a partner is not a co-owner of partnership property and has no interest in partnership property that can be transferred either voluntarily or involuntarily. Thus, an interest in the partnership does not equal co-ownership of partnership property, so a partner cannot just transfer an interest or sell the property.
ii. Under § 16204, partnership property is: any asset acquired in the name of the partnership; if the partnership is not named, property acquired by a partner if the document transferring title indicates buyer was acting in capacity as partner. Property purchased with partnership funds is presumed to be partnership property. 
iii. Under § 16101(12), 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. Under § 16502, 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. Only financial, not management, rights are transferable.

iv. Effect of assigning partnership interest under CCC § 16503: a transfer of a partner’s transferable interest in the partnership does not by itself cause the partner’s dissociation or a dissolution of the partnership business. Nor does it entitle the transferee to participate in the management or conduct of the partnership business or to require access to information.
IV. Fiduciary Duties 

a.  In general, under § 16404(a): the fiduciary duties a partner owes to the other partners are the duty of loyalty & care (agency law: partners are agents of other partners). Under § 16403(c), partners must furnish any information on partnership’s business and affairs (within reason). § 16404(d) backstop provision: a partner shall discharge the duties to the partnership and the other partners under this chapter or under the partnership agreement and exercise any rights consistently with the obligation of good faith & fair dealing.
b.  Default Duty of Care under § 16404(c): a partner’s duty of care is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law. To violate a duty, partner’s action must constitute gross negligent or willful misconduct. This avoids litigation and encourages private enforcement.
c. Duty of Loyalty under § 16404(b): a partner’s duty of loyalty to the partnership and the other partners includes all of the following: Account for any profit/benefit derived in the conduct of the partnership or the use of its information or property (including partnership opportunity); not dealing as or on behalf of a party with an interest adverse to the partnership; not competing with the partnership before dissolution. 
d. Information Duties under § 16403(b): a partnership shall provide partners access to its books and records. The right of access provides the opportunity to inspect and copy books and records during ordinary business hours.
i. § 16403(c): each partner and the partnership shall furnish to a partner both of the following: 1) without demand, any information concerning the partnership’s business/affairs reasonably required for proper exercise of the partner’s rights and duties; or 2) with demand, any other information concerning the partnership’s business (within reason).  
e. Meinhard v. Salmon
i. Joint venture between the parties involved S executing a lease and M being the money behind the operation (parties agreed to share profits & losses) 

ii. Since S is front-facing and actually dealing with the 20 year lease, another business person approaches him with a real estate opportunity at the end of the current lease. 

iii. After S takes the opportunity without telling M, and M sues S for the profits, arguing that S breached his duty of loyalty & information 

iv. Issue: was there a duty to share the opportunity? (background issue: were they still partners when S took the opportunity)

v. Cardozo’s romantic view of partner duties: copartners owe to each other the duty of finest loyalty, “the punctilio of an honor most sensitive” and “something stricter than the morals of the marketplace” (these are not arm’s length transactions). Berdejo: “cocoon of love.” Court held that Salmon had a duty to disclose.
vi. Dissent: this opportunity falls outside the scope of the partnership (“scope of the venture”) but agrees with Cardozo that this is a partnership and duties are owed. (Hypo: an opportunity in the Bahamas is far removed from Midtown Manhattan) 

f. Factors to consider for “scope of the venture”: scope of the venture; type of business; partner status (e.g. manager); how partner learned of opportunity; timing (during or near end of partnership); general partners vs. joint venture (what is the partnership about)
g. Modifying Duties of Car and information: under CCC § 16103(b): the partnership may not unreasonably reduce the duty of care or restrict right of information (can absolve actions taken in good faith but cannot absolve intentional misconduct). Easy to contract around duties of care & information.

h. Modifying Duty of Loyalty: under § 16103(b): Partnership may not eliminate duty of loyalty but may (if not manifestly unreasonable) identify specific types or categories of activities that do not violate the duty of loyalty; or all or the partners or a number or percentage may authorize or ratify after full disclosure of all material facts, a specific act or transaction that would otherwise violate the duty of loyalty. Can include express standards, categories, or types of behavior that anticipate instances of split loyalty or limit the scope of the partnership business.
V. Dissociation/Dissolution 
a.  UPA 
i. Dissolution: change in relationship of partners as they cease to be associated in the carrying on of firm’s business. Business is still alive but beginning of the end. Winding up: liquidating partnership’s assets or business (as a going concern) in an orderly manner (settling debts/obligations)

ii.  Causes of dissolution under UPA § 29, 31: 1) by will of partner(s); 2) by the occurrence of certain events; and 3) by decree of court on application by a partner. A partner always has the power but not necessarily the right to dissolve the partnership. The wrongful partner will be liable for the damages of the wrongful dissolution.
iii. Termination is not wrongful (without violation of agreement) when: termination of the definite term or particular undertaking specified in agreement; by the express will of any partner when no definite term or particular undertaking is specified; by the express will of all the partners either before or after the termination of a specified term. UPA § 31(1). Every Partner has a right to dissolve an at will partnership (no definite term) 

iv. If nothing in § 31(1) applies, the dissolving partner may be engaging in wrongful dissolution under § 31(2) unless one of the events in § 31(3)-(5) has occurred and partnership is dissolved by operation of law: partnership business is unlawful, death of a partner, bankruptcy of a partner or partnership. 

v. Dissolution by Decree of Court (on application by a partner under § 32(1): Court shall decree a dissolution whenever a partner is a lunatic, incapable or has been guilty of conduct prejudicially affecting the business; or a partner willfully commits a breach of the partnership agreement, or so conducts herself in partnership matters that it is not reasonably practicable to carry on the business in partnership with her; or if the business can only be carried on at a loss; or whenever equitable.
vi.  If you want to dissolve: argue the partnership is at will; if that fails, argue that any express or implied term has been met; if that fails, argue that the court should dissolve it; if that fails, you can still dissolve wrongfully. 
vii. Wrongful dissolution under UPA § 38: ex-partners have rights to damages for your breach and can choose to liquidate partnership assets and distribute proceeds to partners; continue business until the term is met and pay the bad partner her value of interest (value – damages). The problem here is that value of interest only consists of assets and not the business as a going concern, so the bad partner is getting a lower value. 
viii. Owen v. Cohen
1. Partnership operating a bowling alley in Burbank. O loans the money to fund the partnership. C starts to act difficult and refuses to work (possible that C tried to get O to leave and sell his interest on the cheap) 

2. O brings dissolution action (and thus needs to convince court that C is impossible to deal with to qualify for dissolution by decree) 
3. Here, a decree was necessary because the partnership was for a term (parties intended the relation should continue until the obligations were liquidated, e.g., when the loan was paid back). Court allowed dissolution by decree because C made it impossible to do business. 

ix. Page v. Page 

1.  Brothers started a partnership in the form of a linen-supply business; after business was bad; one partner lent money; after, partnership gets profitable

2. Lender partner sues to dissolve partnership so he can get paid as a creditor, then buy the business for himself (effectively cutting out the brother) 

3. Defendant argues that dissolution would be wrongful because there is an implied term under Owen (loan must be paid back). 

4. Court held that the partnership was not for a term because the debt was incurred in the ordinary course of business (and was thus less predictable than the loan in Coen). Here the nature of the debt is different: no expectation that the business would end when debt is paid. The partners merely “expected to meet current expenses from current income and to recoup their investment if the business were successful.” Stronger evidence is required to establish a term because every business wants to be successful. 

5. Defendant could have a claim for breach of fiduciary duty against plaintiff for dissolving to keep future growth for himself. Thus, future value should be included in dissolution valuation.

b. RUPA

i. RUPA creates dissociation as alternative to dissolution.
ii. Dissociation: terminates a partner’s rights and 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, replacing UPA’s rule of a partner’s power to dissolve. In practice, this makes it possible to expel a partner, by judicial decree or under partnership agreement, or for a partner to withdraw, without the partnership becoming involved in the process of dissolution. The partnership entity continues, unaffected by the partner’s dissociation. There is also a buyout mechanism. 

iii. Under CCC § 16601(1), the partner can dissociate by right if the partnership is at will; wrongful dissociation under § 16602(b); by operation of law under § 16601 (e.g., death, bankruptcy, incapacity, unlawfulness). A dissociation is by right if within 90 days of a previous dissociation by law or wrongfulness under § 16602(b)(2)(A). Dissociation can occur by terms of partnership agreement § 16601 (creation of expulsion rules). In limited circumstances, dissociation can occur by unanimous vote. 
iv. Decree under § 16601(5): on application by the partnership or another partner, the partner’s expulsion by judicial determination because of: the partner engaged in wrongful conduct that adversely and materially affected the partnership business; the partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners 

v. Effect of dissociation under § 16603: partner’s right to participate in management and conduct of the partnership business terminates; and partners duty of loyalty under § 16604(b)(3) terminates (can now compete; but duties of loyalty under § 16604(b)(1), (2), and duty of care under § 16404(c) continue only with regard to matters arising and events occurring before the partner’s dissociation. 

vi. Binding the partnership under § 16702 

1.  For two years after dissociation, the partnership is bound by an act of a dissociated partner that would have bound the partnership before the dissociation if: 1) third party did not have notice of the partner’s dissociation; and 2) the third party reasonably believed that the dissociated partner was then a partner.
2. But partnership can sue partner for damages
vii. Continuing liability to third parties under § 16703(a) 

1.  Partner’s dissociation does not of itself partner’s liability for a partnership obligation incurred before dissociation
2. Dissociated partner is not liable for a partnership obligation incurred after dissociation, except in limited circumstances 
3. Creditors can expressly release partner from liability if the partnership agrees

viii. Buy Out 

1.  Upon dissociation, partnership has to purchase the dissociated partner’s interest in the partnership
2. Buyout price is what partner would receive on dissolution if assets were sold at a price equal to the greater of (i) the liquidation value or (ii) the value based on a sale of the business as a going concern 
3. Any damages resulting from partner’s wrongful dissociation are deducted & Partner must wait until the term ends unless partner can establish that earlier payment would not cause undue hardship to the partnership.

ix. Dissolution

1. By majority vote of partners, if the partnership is at will under § 16801(1)
2. By dissociation of a partner through operation of law or by wrongful dissociation, unless a majority of remaining partners agree to continue under § 16801(2)(A)
3. By unanimous vote of all partners under § 16801(2)(B) or terms of partnership agreement under § 16801(2)(C), (3) 

x. Settlement of Accounts (see above & § 16807)

xi. Corrales v. Corrales: Brothers form a computer repair partnership; things went sour after brother found out that other brother and wife were forming a competing business; brother dissociates, thus creating automatic dissolution (because there cannot be a one partner partnership) 

CORPORATIONS

I.  Introduction/Formation

a. Core attributes: legal personality; separation of ownership & control; limited liability; liquidity; flexible capital structure; tax treatment

i. Corporation is an entity with separate legal existence from its owners: makes own decisions, enters into contracts, can sue and be sued, owns assets, and is a separate taxpayer 

ii. Separation of ownership and control: control rights are divided among stockholders and board of directors/officers 

iii. Centralized management: all corporate powers are exercised by the board of directors, which manages business and affairs. Authority to act for and bind corporation originates in the board as a collective body. Directors have fiduciary duties to the corporation and the body of shareholders. Day to day business is run by officers. 

iv. Shareholders (residual owners): ownership interests reflected in their shares of common stock which entitle them to cash flow rights (including dividends when/if declared by board & pro rata share of assets on liquidation after fixed claims are satisfied) and limited voting rights. 

v. Limited liability: shareholder of a corporation is not personally liable for the acts or debts of the corporation. Corporation is a separate person. Most that a shareholder can lose is amount of initial investment. But creditors may ask for personal guarantees. 

vi. Liquidity: freely transferable shares & infinite corporate life make equity investments liquid. Investors can transfer interest more easily than in partnerships. (but closely held corporations may restrict transfer and/or have an illiquid market). Cannot withdraw contribution at will. 

vii. Flexible capital structure: claims on corporation’s assets and future earnings issued under contractual instruments (securities). There are many ways to package these (stocks, bonds, hybrid securities). Facilitates outside financing. 

viii. Tax treatment: double taxation (on the distributions to owners and on the corporations themselves) 

b. Life cycle

i. Closely held corporations: small; very few shareholders who run the show; shares contain restrictions on transfer; no secondary market.

ii. Private corporations: bit larger; limited number of shareholders; biggest shareholders very involved; federal law restricts share transferability.

iii. Public corporations: many shareholders, not involved in management; shares are freely tradable; must comply with federal disclosure rules.  

iv. Agency problem: board and management have effective control but own minimal stock (directors/officers often own less than 1%). Thus, they may have their own objectives, which they pursue at the expense of shareholder interests. 

c. Internal Affairs Doctrine: The law of the state of incorporation governs the internal affairs of the corporation. Regardless of where corporation’s offices are or where it does most of its business. Examples: election and qualification of directors; rights and relations among stockholders, duties and obligations of directors. This doctrine has led to the dominance of Delaware Corporate law.

i. Most people incorporate in either the state where their principal place of business is or in Delaware. Almost 60% of publicly traded U.S. corporations are incorporated in Delaware. 

ii. Delaware law: largest body of precedent interpreting its corporation code; relatively stable and modern (state constitution requires 2/3 vote in legislature to change the DGCL); has a special court for business matters (Chancery Court) with a reputation for excellence and experience in corporate law; procedures that facilitate timely decisions that affect corporations. 

iii. Departures from the internal affairs doctrine: long-arm statutes; qualifying foreign corporations to do business; shareholder information rights. 

iv. Cal. Corp. Code § 2115: requires foreign non-publicly traded corporations with more than ½ of their taxable income, payroll, and outstanding voting shares in CA subject to certain provisions of the CCC as “quasi-California corporations”; S.B. 826: minimum amount of femme directors if there is a principal executive officer in CA and company is listed on a major U.S. stock exchange. 

v. A business incorporated in one state may conduct business in another if “qualified” to do business in that state: the corporation has to file a form and attach a certified copy of its COI or certificate of good standing from its state of incorporation, pay a filing fee, and appoint an gent for service.
d. Formalities: Certificate of Incorporation filed with the state; bylaws; issue shares to shareholders; shareholder meetings to elect directors; elect board, appoint managers, resolutions, etc. Shareholders have cash flow rights & directors have control rights. More rigid and expensive than partnerships
e. Constituting Documents: Articles of Incorporation must include corporate name, class and number of authorized shares, name and street address of the corporation’s initial registered office and agent; and name/address of incorporators (if in Delaware, specify if power ends at incorporation) (Del. § 102). They may include provisions not inconsistent with the law on how to manage corporation, imposition of personal liability on shareholders for corporate debts, eliminating or limiting the liability of a director to the corporation or its shareholders. Under § 109, bylaws often contain the following provisions: number and qualification of directors, committees of the board, responsibility, quorum, notice requirements for meetings, titles and duties of officers, COI indicate whether there is power to amend the bylaws.

f. Timeline: draft articles of incorporation, file articles with Secretary of State (§ 106), organizational meeting (§ 108) for directors to appoint officers, adopt pre-incorporation contracts, authorize the issuance of shares, and adopt by laws.
g. Reasons/policy: limited liability (damages limited to the value of the business) allows corporations to expand (encourages investment from equity investors/shareholders & easier to perform risky activities)

II.  Promoter Liability

a. A promoter is a person who takes the preliminary steps in organizing a corporation and acts on behalf of a business before it is incorporated (pre-incorporation organizer). Promoters are partners and are thus jointly and severally liable for their obligations.

b. They act as agents of the future business (make contracts like lease agreements; procure stock subscriptions; and issue a prospectus for potential investors) The problem is that the business does not exist yet so the promoter is not actually an agent. So who is on the hook for pre-incorporation contracts?  

c. McArthur v. Times Printing (liability of corporation for promoter contracts) 

i. Promoters of Times hire McArthur to work as an advertising guy before business is incorporated. McArthur continues until he is fired later the year after. Times argued that it was not a party to the contract, so it is not bound. McArthur argues that the officers adopted the contract by allowing him to keep working.

ii. Rule: corporation is not liable for the contract entered into by the promoter unless it adopts it. Adoption can be formal; by action (letting someone work); but is not automatic (will not just happen upon incorporation). Court held that Times was bound by the contract.

d. Moneywatch v. Wilbers (liability of promoter for promoter contract) 

i.  Promoter enters into a lease for future corporation and signs on its behalf “dba”. Business changes name. It then starts to operate, and pays rent until it defaults on the lease.

ii. The business adopted the lease by paying rent. Business has no money to pay the judgment. 

iii. Court holds that the promoter is personally liable even after the corporation comes into existence. Promoters are not personally liable if: 1) there is adoption; and 2) third party agrees to hold corporation exclusively liable (this must be reflected in the lease agreement via novation, e.g., a new contract) 

e. Defective Incorporation: when the articles are filed but the corporation is never formed, and the promoter believes otherwise. Promoter is still liable. Can be trickier when there are cases of improper incorporation (investors sharing profits/control with promoter might be personally liable)

f. Robertson v. Levy (Defective Incorporation & De Facto Corporation) 

i.  Levy files articles defectively (no COI issued) and undertakes a lease of record store business because he believed that the articles were properly filed. Robertson sues Levy. 

ii. De facto corporation: treat firm as a corporation & grant shareholders limited liability if organizers: 1) can point to a state statute under which corporation can be validly incorporated; 2) in good faith tried to incorporate and comply with the statute; 3) have acted and done business as a corporation; 4) was not aware of defective incorporation. 

iii. Court held that Levy is personally liable because the de facto corporation doctrine is not available in this jurisdiction.

g. Timberline v. Davenport (Defective Incorporation & Corporation by estoppel)

i.  Equipment lease signed but articles of incorporation did not comply with state statute

ii. Corporation by estoppel doctrine: grant shareholders limited liability against contract creditors if person dealing with the firm: 1) thought it was dealing with a corporation; 2) would earn a windfall if now allowed to argue that the firm was not a corporation (had no expectation to recourse to individual assets)

iii. Court held that estoppel did not apply because it was unclear whether the third-party creditor believed they were dealing with a corporation. Thus, promoter was individually liable. But the court also said that passive investors should not be liable.

III. Piercing the Corporate Veil

a. The general rule is that shareholders are not liable for a corporation’s obligations unless: 1) the shareholder commits the tort while acting on behalf of the business (tort law not business law); or 2) piercing the corporate veil (disregard the corporate form because of justice) 

b. Baatz v. Arrow Bar
i. Driver injures someone after drinking too much at a bar. Bar is owned by a corporation which is owned by shareholders. The employee who gave the driver the liquor is liable under tort law. The corporation is liable as a principal via vicarious liability. Manager is not liable (unless he ordered the employee to serve the drinks, e.g. also committed a tort)

ii. The court held that the shareholders are not liable since they did not serve the drinks, nor did they use the corporation as a “mere instrumentality to commit wrongdoing” resulting in injustice.  The veil should only be pierced if the corporation was the defendant’s alter ego and the defendant failed to treat it as a separate, distinct person or used it to commit fraud. Other courts call this a unity of interest. Put differently, did the shareholders create a “sham entity”?

c. Factors for veil piercing (form over substance)

i. Failure to follow corporate formalities

1. E.g., maintaining separate corporate books & records, its own bank account, board and shareholder meetings, board passing resolutions to take actions 

ii. Commingling of funds 

iii. Using corporate assets as own 

iv. Undercapitalization (not enough money to pay corporation’s debts)

v. Fraudulent representation by corporation directors to third parties  
vi. Fairness of suing a shareholder

d. Classification

i. Identity of plaintiff. Courts will focus on the formalities factor when dealing with contract creditors (voluntary). In contrast, courts will focus on capitalization when dealing with tort victims (involuntary creditor). Courts are most hesitant to pierce the veil for voluntary creditors who could have contracted for a personal guarantee. 

ii. Identity of shareholder: closely held vs. public; corporate shareholder; corporate groups

1. i.e., GE has several subsidiaries such as GE capital & GE aviation. If a subsidiary is liable, you must pierce the veil to get to the subsidiary’s shareholder. If that shareholder is a company, you must pierce the veil again to get to that company’s shareholders. The same logic applies for horizontal piercing. Piercing the veil is more likely to happen if the number of shareholders is smaller or when the shareholder is an entity.
a. A corporate group consists of a holding/operating company that owns shares in subsidiaries (companies that actually conduct business). Holding company is protected from subsidiaries obligations and subsidiaries are protected from the debts of other subsidiaries.

e. Factors for parent/subsidiary piercing

i. Common directors, officers, business departments; file consolidated financial statements and tax returns; parent finances the subsidiary; all subsidiary business is given to it by the parent; daily operations are not kept.

f. Enterprise Liability/Horizontal piercing (has group of corporations/subsidiaries been operated as a single business enterprise?)

i. Factors: common business name, address, phone number; same shareholders, same officers, common employees; services rendered by employees of one corporation on behalf of another, payment of wages by one corporation to another corporation’s employees; common record keeping & accounting; unclear allocation of resources/capital. 
g. Walkovsky v. Carlton
i. Carlton is the controlling shareholder in several companies that have cabdrivers. One of these companies incurs liability when a driver injures Walkovsky. Plaintiff argues that Carlton should be personally liable via a veil piercing theory, or the other subsidiaries should be liable via enterprise liability. The cab company responsible for the tort did not have enough money to satisfy the judgment.

ii. Here, the stronger theory is enterprise liability: all operated by Carlton, all park cabs in the same place, same drivers, same phone number. But enterprise liability does not lead to liability to Carlton.

iii. The dissent points out that there was specific intent to avoid responsibility by only issuing the minimum amount of insurance coverage for each company. But the court stated that this did not rise to the level of “fraudulent” activities such as doing business in their individual capacities and shuttling personal funds in and out of the corporations. Clearly, the majority ignored the fact that Carlton was receiving dividends while the companies did not have enough to cover liabilities (undercapitalization) 

h. The Phillip Morris problem: if the AG sues a subsidiary that can’t cover its liability; it can veil pierce; but what if the only asset the holding company has is another subsidiary? AG could become a shareholder of that subsidiary, but it is better to attempt to reverse triangular veil pierce (the veil between a holding company and a subsidiary) or enterprise liability to become a creditor (and thus, eat first)
IV. Purpose of the Corporation/ Roles & Duties
a. Board functions under DGCL § 141(a): the business and affairs of every corporation organized under this chapter shall be managed by or under the direction of a board of directors. Officers do most of the day-to-day work. As agents of the corporation, officers have actual and apparent authority. Board of Directors grants them authority and then supervises and reviews. (Management rights)
b.  Board Composition under DGCL § 141(b): the board of directors shall consist of 1 or more members, each of whom shall be a natural person. The number of directors shall be fixed by, or in the number provided in, the bylaws, unless the certificate of incorporation fixes the number of directors, in which case a change in the number of directors shall be made only by amendment of the certificate. Directors need not be stockholders.

c.  Directors can be insiders (members of the management team or people with significant relationship with management) or outsiders (independent directors). For example, the NYSE requires that any board must have more than 50% independent directors. Outsiders are a good idea since directors monitor officers.

d. Authorizing a transaction under DGCL § 141(b): a majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation or the bylaws require a greater number (bylaws can stipulate less than majority but cannot be below 1/3); and the vote of the majority of the directors present at a meeting at which quorum is present shall be the act of the board of directors unless the COI or the bylaws shall require a vote of a greater number. Thus, an act/resolution is valid if: 1) duly held (notice + quorum); and 2) majority of directors present approve. Under § 141(i): remote appearances count (as long as voter can hear and be heard). 
e. Management guidance: many conflicting interests. Stakeholder theory holds that a director’s goal is to focus on all of them. Shareholder primacy theory contrarily states that shareholder benefit is the most important goal. 

f. Dodge v. Ford
i. Dodge brothers are minority stockholders who sue to enforce a dividend so they can have enough money to start their own company (in a partnership, this would be a violation of duty of loyalty). Board did not issue the dividend because they wanted the money to buy a production factory. Note that Ford could not compete because he is a majority shareholder, board member, and officer. Brothers were unable to sell their shares in Ford, so they sued instead, seeking an court order to issue special dividends and enjoin the company from raising the price of a product.

ii. The general rule is that the Board of Directors has discretion to make business decisions without court intervention (Business Judgment rule – deference). Court granted the order to issue a special dividend but does not grant the injunction (too much interference with business judgment), reasoning that Ford’s statements about spreading business benefits (social welfare) indicated that Ford’s Board of Directors failed to achieve the most important end of maximizing value for shareholders. Shareholder benefit cannot be merely incidental. Directors have discretion for the means of that end, but the end must be shareholder value. Court may be motivated by creating competition and loosening Ford’s control.  
g. The problem of corporate philanthropy

i. The goal for corporations is to maximize shareholders’ wealth (see Dodge). So, charitable donations traditionally posed a problem. (see doctrine of ultra vires, meaning acts without authority)

ii. Some states pass statutes giving corporations the power to make donations related to the public welfare

V. Business Judgment Rule

a. Board of Directors has ample discretion in choosing how to attain the end of maximizing shareholder profits. No judicial meddling.  
b. The Rule itself: rebuttable presumption that directors in performing their functions are honest and well-meaning, and that decisions are informed, rationally undertaken. Judges will not second-guess board decisions. 

c. Challenger can overcome the business judgment rule by invoking (put differently, Judges will defer to board decision-making and not second-guess their decisions, unless there is): fraud, bad faith, illegality; lack of a rational business purpose (waste, e.g. one-side contracts that may indicate a conflict of interest); failure to become informed in decision-making/duty of care; conflict of interest; failure to oversee corporation’s activities.

d. Directors’ discretion is limited by fiduciary duties (care & loyalty) as well as limited/periodic voting by shareholders. 

e. Kamin v. American Express
i.  Shareholders sue Amex after Amex invests in another company’s securities, causing market value to rapidly decline ($26 million loss). Amex decided to distribute the shares as dividends instead of selling the shares and taking a capital loss (tax purposes)

ii. The court held that the question of whether a dividend is to be declares or a distribution of some kind should be made is exclusively a matter of business judgment for the board of directors. Given the policy of deference, showing that one option was better than another is not enough to overcome the presumption (director’s room not the courtroom is appropriate forum). It would have been different if the board never considered the tax consequences.  

f. Smith v. Van Gorkom
i. VG, the ceo, owns $75,000 shares of Transunion and is close to mandatory retirement. Romans, the CFO, did some research on a leveraged buy out and concluded that anywhere between $50-$60 for VG’s controlling shares would be a fair price (stock price + control premium). VG negotiates the LBO with Pritzker, a takeover specialist without talking to the board. Pritzker negotiates the condition that VG cannot look at any other buyers. VG meets with senior management, which does not like the deal, but the board approves the deal as do the shareholders. 

ii. Issue: whether the Board’s decision was an informed process? (if not, no BJR protection). If shareholders succeed in the suit, board is personally liable for the losses.

iii. Relevant facts: On the day of the meeting, Board had no idea what meeting was for; met for 2 hours during a 20 min oral presentation by VG; Board did not read agreement (which included a no auction & lock-up); Board also did not think hard about price, did not question how price waws set, or get outside advice re: valuation. 

iv. The court held that this was not an informed decision even though the price was above market.  Outside valuation studies or fairness opinions are not determinative. Even though § 141(e) provides that directors are protected when relying on the good faith on reports made by officers if report is within professional competence, the Board did not rely on any reports in good faith because it did not ask any questions and VG was not professionally competent to give a valuation.  
v. The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves prior to making a business decision, of all material information reasonably necessary to make that decision.

g. Protecting the board of directors from liability

i. Exculpation: Under Del. § 102(b)(7), the certificate of incorporation can contain a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director provided that such provision shall not eliminate or limit the liability of a director for any breach of the director’s duty of loyalty, acts not in good faith, or intentional misconduct/knowing violation of the law, or transactions where director personally benefited. Such exculpation can limit or eliminate duty of care.  

ii. Indemnification: Under § 145, a director if successful shall be indemnified. If not successful, there is no indemnification if the person is liable to the corporation unless the court permits. If the suit is by a third party, then director can be indemnified if they acted in good faith and in a manner reasonably believed to be in the best interests of the corporation.

iii. Directors & Officers Insurance: Under § 145(g), a corporation shall have power to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the corporation, …against any liability asserted against such person and incurred by such person in any such capacity… whether or not the corporation would have the power to indemnify such person.
VI. Duty of Loyalty 

a. Courts will not apply the business judgment rule if there is either a conflict of interest (self-dealing); corporate opportunity; or a transaction detrimental to minority (plaintiff has burden)
b. Conflict of Interest (when presumption of BJR does not apply, and court will more heavily scrutinize the transaction)

i. Direct interested transaction: officer/director transacts with the corporation 

ii. Indirect interested transaction: a company that director/officer is affiliated with (e.g., owns, or is a director/officer) transacts with the corporation or a family member of the director/officer contracts with the corporation. A financial stake is not required for any type of interested transaction.

iii. Under DGCL § 144(a)(3): no contract or transaction between a corporation and 1 or more of its directors/officers, or between an organization in which 1 or more of its directors/officers are directors/officers, or have a financial interest, shall be void or voidable solely for this reason if the contract or transaction is fair as to the corporation as of the time of authorization. Does not matter how good the deal was. Thus, if the plaintiff shows there is a conflict of interest, the defendant must then show the transaction was fair to the corporation. If not, contract is voidable. 

iv. Hallmarks of a fair transaction: transaction must be value to the corporation, as judged by its needs and scope of business; examine transparency and role of interested director in initiation, negotiation, and approval; must replicate an arm’s length transaction by falling into range of reasonableness. Court scrutinizes terms but do not like to because of the BJR. 

v. Bayer v. Beran
1.  Celanese Company that produces rayon-like materials enters into a radio contract where the CEO’s wife works as an actress. Self-dealing transaction. Issue: was the transaction fair?

2. Court examines whether the program served a legitimate business purpose (yes, radio marketing helped the business); and the negotiation of the contract (involved outside consultants). The contract benefitted the company and was a long-term plan. 

vi. Ratification/Cleansing under §144 (safe-harbor provision)

1. No contract or transaction between a corporation and 1 or more of its directors of officers, or between a corporation and any other corporation, partnership, association, or other organization in which 1 or more of its directors/officers are directors/officers, or have a financial interest shall be voidable or voidable solely for this reason, or solely because the director/officer is present/participates at the meeting which authorizes the transaction if:

a. (disinterested directors): The material facts as to the director’s/officer’s relationship or interest and as to the contract/transaction are disclosed/known to the board and the board in good faith authorizes the transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterred directors be less than a quorum. Does not extinguish duty of care. 

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 transaction. 

c. Approval requires majority of those present to vote. Cleansing requires majority of total disinterested directors (whether they are present or not) to vote. 

d. Cleansing sends a plaintiff back to the BJR; defendant does not have to show that transaction was fair to the corporation. 

e. (disinterested shareholders) Cleansing also applies if material facts are disclosed/known to shareholders entitled to vote thereon and shareholders approve in good faith the transaction. Shareholder cleansing extinguishes duty of care claims, duty of loyalty claims against directors, and fully informed vote shifts burden of proof to plaintiff to show waste or gross negligence. 

f. Under § 144 and Marciano, BoD/interested directors still has opportunity to show fairness if there is a conflict that was not effectively cleansed 

c. Corporate opportunity

i. Directors cannot appropriate business prospects that a firm is capable of and might be interested in pursuing. Here, incentives of firm and fiduciary are likely to be in profound opposition. Similar issues in Agency and partnership. 

ii. Analysis: is there a corporate opportunity? Was the opportunity rejected by corporation after disclosure?  If no, disgorgement or constructive trust if fiduciary takes opportunity. 

iii.  Defining a corporate opportunity

1. Nature of the opportunity (line of business test, e.g., does the company do this, but this varies from court to court); source of the opportunity (how did fiduciary learn of opportunity, e.g., source rule, or was the third party actually trying to avoid working with the corporation); ability of the corporation to exploit the opportunity.

iv. Broz v. Cellular
1.   Broz is an owner of RFBC and a director of CIS, a competitor. CIS sues Broz for breach of fiduciary duty of loyalty when Makinak gives a telephone license opportunity to RFBC, through Broz. Issue is whether this was a corporate opportunity.
2. Court held that this was not a corporate opportunity because CIS was actively getting rid of their licenses and directors said they were not interested when Broz approached them. Broz did not have to disclose this opportunity because it was not a corporate opportunity; otherwise, he would have to formally present, and board would be able to formally reject.

3. CIS got a new owner and clearly wanted the contract after the fact. But Broz learned of this opportunity while wearing his RFBC hat. Also, CIS could not afford the license.

v. Northeast Harbor Golf Club v. Harris
1. Harris is the president of the golfclub, which owns land for its business. Harris buys land from an adjoining landowner and discloses it to the club. Then, she buys more land to develop, which angers the club. Issue: is this second transaction a corporate opportunity?

2. The trial court found that the club was not in the line of business of buying land.

3. The court found that this was a corporate opportunity, reasoning that the development hurt the corporation’s interest in keeping the land undeveloped. Also, the court de-emphasized the financial ability factor.

vi. Transacting out of the corporate opportunity doctrine: under DGCL § 122(17), every corporation shall have power to renounce, in its COI or by action of its board of directors, any interest or expectancy in the corporation in, or in being offered an opportunity to participate in, specified business opportunities or specified classes or categories of business opportunities. The policy of this provision is to attract directors who have connections.  
VII. Good Faith & Oversight (obligation to monitor corporate affairs in good faith)
a. Francis v. United Jersey Bank
i. Pritchard & Baird is an insurance company that helps insurance companies share risk by matching them with re-insurance companies (lots of money being exchanged, lots of potential for abuse because the business operates on trust). Founder of the company dies and leaves shares (48%) to his wife, who is a board member completely unaware of how the business works. After the sons of the founder, fellow management figures, systematically embezzle money from the company, the shareholders bring suit.  

ii. Even though she was a hands-off director, she had a duty to be informed (this includes a rudimentary understanding of the firm’s business, e.g., exercising ordinary prudent care; and a duty to monitor and keep informed of corporation’s affairs). She also must read/understand financial statements and not rely on subordinates when there is notice that the subordinates are up to no good. This oversight obligation is considered a part of the duty of care. (Lingering question: does this include adopting a law compliance program, e.g., is the board liable when an agent breaks the law?)

b. Graham v. Allis 

i.  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. However, there is no duty to install a law compliance program from the outset, absent red flags.
c. In Re Caremark (change in approach)
i.  Director’s obligation does include a duty to attempt in good faith to assure that a corporate information and reporting system exists. And failure to do so may, in theory at least, render a director liable for losses caused by lack of compliance (e.g., cannot be an ostrich with their head in sand)
ii. Problem: this was decided as a duty of care case. Thus Del. § 107(b)(2) made Caremark optional. Also, monitoring systems may prevent misbehavior but consume valuable resources.
d. Stone v. Ritter (Delaware’s attempt to pre-empt upcoming SEC regulations)
i.  AmSouth paid $50 million in penalties to settle charges that it failed to file suspicious activity reports. Plaintiffs sue the directors, alleging that they “utterly failed to implement any sort of statutorily required monitoring, reporting or information controls” that would have informed them of the problems.
ii.  Court confirmed the Caremark duty by holding that the necessary conditions for director oversight liability are: 1) directors utterly failed to implement any reporting or information system or controls; or 2) by having implemented such a system, consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention. 
iii. Here, the directors are absolved because they approved procedures and delegated to employees the responsibility for filing reports for monitoring compliance and relied on these reports. If there are no red flags, board must ensure that a system exists. 

iv. This case shifted the focus in a Caremark inquiry from board information to board intent. Not installing monitoring shows bad faith. This case redefines Caremark claims from care to loyalty. Not acting in good faith breaches the duty of loyalty, e.g., an intentional dereliction of duty. The Caremark duty is a proactive duty to get information.

e. Marchand v. Barnhill
i.  Bluebell is an ice cream company that faces a major compliance issue: food safety. Since the Board did not have a system in place to receive management reports about a concerning listeria breakout, there is liability

ii. If the plaintiff can plead that no reasonable compliance system and 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 not receiving official notices for these compliance issues; and, as a failure to take remedial action; the company exposed consumers to the problem that the compliance was meant to protect, liability is warranted.

VIII. Fiduciary Duties of Controlling Shareholders (part of the trouble-some transactions trio)
a. Controlling shareholders creates the main corporate governance issue in most countries: large shareholders with complete control rights (control the board), but just partial cash flow rights. When a parent is the controlling shareholder of the subsidiary, the subsidiary is “wholly owned.” If it owns majority of the stock, the subsidiary is “majority controlled.” Other subsidiaries can be “minority controlled.” Companies can create different classes of stock with identical dividend rights but different voting rights to ensure that there is a controlling shareholder (e.g., Facebook). 
b. Generally, shareholders acting as shareholders have no fiduciary duties to each other except in cases of closely held corporations (like partners) and controlling shareholders (who owe duty to minority)

c.  Issues arise when the parent enters a transaction with a subsidiary: this creates a duty of loyalty issue for some of the board members of the subsidiary company in approving the transaction. 
d. Wheelabrator (transaction between a parent & a subsidiary)
i.  WTI shareholders also own shares in WM and Wheelabrator technologies. In fact, WM nominated 4/11 of the board members of Wheelabrator. After plans for a partial merger (leading to WTI shareholders getting to sell shares and Wheelabrator becoming a wholly owned subsidiary of WM), the Wheelabrator board approved the measure but took precautions: 7 directors voted without the conflicted directors in the room then voted again with them in the room. The shareholders also voted to approve the measures, extinguishing the duty of care.
ii. Rule: when there is a controlling shareholder, the shareholder/board cleansing procedure (under § 144(a)) shifts the burden to the plaintiff to show that the transaction was unfair. Policy: courts wants to protect minority shareholders and so will not automatically trust the board to cleanse the conflict.
iii. Threshold issue: was WM a controlling shareholder? Here, the court held that WM is not a controlling shareholder, so in this case the cleansing procedure would satisfy the fairness test and send the plaintiffs back to the business judgment rule. 

e. Another duty of loyalty issue: majority shareholder causes subsidiary to take certain actions that benefit the majority shareholder; looks like self-dealing (does the action benefit the minority shareholder? Do actions harm the minority shareholder?) 

f. Analysis: does the shareholder dominate or control the corporation? If so, this triggers a duty. Did the majority receive a benefit to the exclusion and at the expense of the subsidiary/minority? If so, a duty of loyalty issue is raised, and defendant must show that the transaction was fair to the subsidiary/minority.

g. Sinclair (causing the subsidiary to take certain actions)
i.  Sinclair is an oil company that owns subsidiaries in several countries. Shareholders sue Sinclair after Sinclair gives an oil exploration opportunity to Sinclair International instead of Sinclair Venezuela. Sinclair also forced SinVen to pay dividends and the complaint alleges a breach of contract between Sinclair Venezuela and Sinclair International, another subsidiary. After SI stopped paying, Sinclair prevented Sinclair Venezuela from suing for breach.
ii. The court held that the excessive dividends did not violate the duty of loyalty because the majority did not receive a benefit from the subsidiary to the exclusion of the minority. Minority shareholders received money because of the dividend. Similarly, the opportunity was not in Venezuela and Sinclair’s corporate structure indicates that each country had a company for country-specific opportunities. Thus, no corporate opportunity. However, the court held that the defendant must prove the intrinsic fairness of the decision to prevent Sinclair Venezuela from suing because this decision was detrimental to the minority. 
iii. If informed majority of minority shareholders voted to cleanse this conflict, the plaintiffs would then have to show that the transaction was unfair. 

h. Sales of Control

i. Issues arise when the controlling shareholder decides to sell its controlling stake to a third party, often at a price that incorporates a control premium. Does the controlling shareholder have to share the control premium with the minority? What duties are owed by the controlling shareholder to the minority? 

ii. The majority rule is that the controlling shareholder does not have to share the premium. In cases where the buyer runs the company into the ground, the controlling shareholder has no duty to the minority to investigate but the seller cannot sell to someone she knows or should have known is a looter (see Perlman and Zetlin).

IX. Shareholder Derivative Suits & the Demand Requirement

a. Shareholders file a derivative suit when a corporation suffers harm, and the shareholders are indirectly harmed by the decrease in the value of their shares. The direct harm is to the corporation. Since a corporation is a distinct legal person, it can sue and be sued, and so it must sue it there is direct harm to it. A derivative suit is against the corporation to compel it to sue a third party. Since there is a direct loss to the corporation but only an indirect loss to the shareholder, the monetary recovery from the lawsuit is paid to the corporation. This suit is brought by a shareholder on a corporation’s behalf since the cause of action belongs to the corporation. (I.e., breach of a contract between the corporation and a third party, someone embezzling corporate funds) 
b. Derivative or Direct: who suffers the alleged harm (the most direct injury, and to whom did the defendant’s duty run)? Who would receive the benefit of any recovery or other remedy? 

c. Shareholders bring a direct suit when they allege a direct loss to a shareholder (arising from an injury directly to the shareholder). These suits are brought by the shareholder in their own name as the cause of action belongs to them in their individual capacity (e.g., forced payment of a declared dividend, compelling inspection of books and records, voting rights, securities fraud)

d. Policy

i. Sometimes corporation does not sue because of business reasons or because directors/managers would be the defendants. Shareholder may pursue the action because of the claim or because of contingency fees (greedy lawyers) or selfish interests of an unrepresentative shareholder.

e. Procedural hurdles to the derivative action: Plaintiff qualification; Demand requirement; and special litigation committees 

f. Plaintiff qualification: Plaintiff must have been a shareholder at the time of the alleged wrong and maintained that status throughout the litigation. Plaintiff must also fairly and adequately represent the interests of the shareholders. 

g. The demand requirement: shareholders must first approach the board and demand that it pursue legal action. Must be in the form of a letter from the shareholder to the board and sufficiently specific to apprise the board of the nature of the cause of action and its merits. Letter must identify the alleged wrongdoer and the factual basis (nature) of the claim so that the BoD can then make a decision. Plaintiff does not have to do this if demand is excused. If demand is made, the BoD decision thereafter is analyzed under the BJR.

h. United Food Workers v. Zuckerberg
i. When determining whether demand is excused, courts must assess on a director by director basis (whether the director received a material personal benefit from the alleged misconduct; whether the director faces a substantial likelihood of liability on any of the claims; and whether director lacks independence from someone who received a benefit or would face liability). If these factors/conflicts disable at least ½ the board, demand is excused. But keep in mind that if the claim involves the duty of care and the COI has a 102(b)(7) provision, the board does not face liability.

i. Grimes v. Donald
1.  Employment agreement between the CEO and the company gave the CEO a very generous termination package that the CEO could trigger anytime. Shareholders sue based on two claims: 1) abdication of board power; and 2) breach of duty (corporate waste/excessive compensation)
2. The abdication claim is direct (no demand requirement) and shareholder lost on the merits because the Board never gave their power away 
3. The second claim is derivative: the corporation allegedly paid too much. Plaintiff made a demand before filing the suit, which waives the argument that demand is excused/futile (may no longer litigate demand excusal issue). The legal effect of making a demand is that you are conceding that demand is required (or that the board is impartial). If the board refuses to sue, the plaintiff must show that the refusal was wrongful (standard is whether there is a reasonable doubt as to whether the BJR applied to the decision to refuse demand). 

4. Here, the court held that the plaintiff’s derivative claim fails because the complaint does not have particularized allegations that raise a doubt about the board’s decision to reject the demand (and whether it was a valid business judgment) 

j. Special Litigation Committees: the last procedural hurdle

i. Cases where the board is disabled by some conflict (making demand futile) but board tries to regain control anyway. When the plaintiff brings a suit, the Board brings a motion to dismiss based on the committee’s recommendation.

ii. Zapata v. Maldonado
1. Breach of duty claim. Demand not made; excused as futile. Board initiates a special litigation committee to look into whether the board should bring litigation. After the SLC recommends no suit, the board files a motion to dismiss.

2. Certified issues: can the board “seize” the derivative litigation even if demand is excused by appointing a committee of “non-tainted” members? What determination must the SLC make? How should a court review the decisions of SLC to dismiss a lawsuit? 

3. The Delaware approach: first, inquiry into the independence and good faith of the committee and the bases supporting the committee’s recommendations. Corporation has the burden of proving independence, good faith, and a reasonable investigation. Second, if SLC survives the first step, court applies its own business judgment to the decision to decide not to proceed with the litigation. This warrants judicial intrusion because there is likely a conflict present and the SLC may have a structural bias.

4. Other jurisdictions, like NY and CA, simply apply the BJR to the committee’s decision after evaluating whether the SLC looks independent.

X. Close Corporations: Governance & Duties among Shareholders  
a. Close corporations are basically incorporated partnerships

b. Public Corporations consist of: a large numbers of investors with no relationship; usually own small % of shares as part of a diversified portfolio; interested mostly in share price; dividends may not matter as much; if dissatisfied, sell in a disposable market. In contrast, close corporations consist of: small, tightly knit group of participants (family, friends); often undiversified and livelihood depends on the salary/dividend; interested in the company’s performance and dividends, not share price; hard to dispose of shares (deadlock concern)
c. A shareholder in a close corporation can be locked in (close corporations often restrict share transfers; no secondary market; can’t get out if there is a deadlock in decision-making) or frozen out (minority may have no control over the corporation’s activities/decisions; may be denied compensation if denied employment; oppression). Oppression can occur when a shareholder loses salary and cannot sell shares (unlike in a partnership where they would be able to dissociate freely and have equal management rights)

d. Courts protect the minority with liberal dissolution statutes and imposing expansive fiduciary duties 

e. Voluntary Dissolution under DGCL § 275: Board vote (majority of whole board) and shareholder vote (majority of outstanding shares) plus a filing of a certificate of dissolution. Alternatively, with unanimous shareholder consent and filing. 

f. Judicial Dissolution: can occur after a deadlock. Directors are deadlocked if they are unable to make corporate decisions; the shareholders are unable to resolve the deadlock; and the deadlock injures the corporation, preventing the business from being conducted. Shareholders are deadlocked if they are evenly divided and unable to elect directors for two years running. There can also be dissolution if there is misconduct. Delaware does not follow judicial dissolution. 

g. Fiduciary Duties in close corporations: at early common law, shareholders had no fiduciary obligations to firm or fellow shareholders. However, there has been some erosion for controlling shareholders of public companies (e.g., Sinclair). There has also been more erosion in close corporations because minority shareholders have sought protection from majority.

h. Partnership Analogy (from the Massachusetts case Donahue, not followed in Delaware):  close corporation shareholders, like partners, have duties of utmost good faith and loyalty.  Majority must extend minority with equal opportunity to participate. 

i. Wilkes v. Springside Nursing Homes (Massachusetts case)

i. Business partners have a closely held nursing home business because lawyer recommends incorporation. Corporation paid out nice salaries but ill will develops when Wilkes wants out and Quinn took it personally. There was also a dispute over a transaction. At the next meeting, the board removes Wilkes and fires him so that he receives no salary. Wilkes could sell his interest to the other shareholders, but they likely had a strategy to make it difficult for him so that they would get a good price. Wilkes sues for breach of fiduciary duty under Donahue (equal opportunity)

ii. Court establishes a test: shareholders in close corporations owe each other a duty of strict good faith; controlling shareholder must show a legitimate business objective for the challenged action; if that objective is demonstrated, minority must show that the controlling group can accomplish it in a manner less harmful to the minority’s interests. The problem is that it’s easy to find a legitimate business objective (Wilkes was doing a bad job, someone could do his job for less, etc.) 
iii. Wilkes would have had better luck in a partnership 

j. Nixon v. Blackwell (Delaware)

i. There are no special close corporation fiduciary duties, but shareholders can rely on the Sinclair rule for controlling shareholders; protect herself contractually with an employment agreement or a shareholder agreement. 
k. Shareholder agreements under DGCL § 218(c)

i. Agreements can constrain discretion that isn’t subject to fiduciary duties (electing directors & other voting agreements and restrictions on transfers) (the shareholder hat)

ii. However, agreements are more problematic when they constrain discretion subject to fiduciary duties (actions typically in the domain of directors and officers (e.g., appointing officers) (the director hat)

l. McQuade v. Stoneham
i.  Stoneham owned a majority of stock (controlling shareholder) in the Giants football team. McGraw and McQuade buy small equity interests. Other minority shareholders own about 19% of the stock. Stoneham, McGraw, and McQuade enter into an agreement to elect each other to the board, vote to appoint each other as officers, and payment of salaries. The 19% owners were not part of this agreement. After a disagreement, Stoneham and McGraw and others that Stoneham put on the board vote against McQuade (in violation of the agreement) McQuade sues to enforce the agreement.
ii.  The court held that the provision regarding electing each other to the board was valid. But the court found that the provision regarding salaries and officer positions were invalid because these are actions of directors subject to fiduciary duties. Thus, these actions cannot be contractually constrained. The general rule is that directors must exercise independent judgment on behalf of all shareholders. If directors agree in advance to limit that judgment, then shareholders do not receive the benefit of their independence.
m. Clark v. Dodge (funky application of McQuade)
i. Two companies manufacture medicine. One shareholder, Clark, has the formula for the product, and is a 25% minority shareholder. The other, Dodge, is the money guy and owns the rest (75%).
ii.  The agreement: C must disclose the formula to D’s son; D votes for C as a director; D votes for C as general manager if his performance is good; and C receives 25% of profits as salary/dividend. After Dodge boots Clark, Clark sues to enforce.
iii. Distinguishing McQuade: that case was designed to protect minority shareholders who were not parties to the agreement. Here, the parties are all directors who are the sole shareholders. If corporation has no other minority shareholders that are not party to the agreement, the rule is unnecessary. Following that reasoning, the court upheld all the terms of the agreement. 

n. Galler (further complication)
i.  Brothers are partners in a drug store. Each brother agrees to sell 6 shares to an employer. Then, the brothers enter a shareholder agreement. The court held that the agreement was enforceable (not void or against public policy) even though the employee shareholder was not part of the agreement because: the minority shareholder did not object to the agreement; and the terms were fair to that minority shareholder. This is an expansion of Clark.
o.  Governance
i.  Common law: some states have case law that applies different standards of fiduciary duties when the corporation is closely held.
ii. Statutory: a corporation may elect to be a close corporation if it satisfies certain conditions (such as, the issuance of under 30 shares). If so, usually special rules apply such as more decentralized management.

XI. Shareholder Voting

a.  Who is entitled to vote: owner of a share on recorded date is entitled to notice & a vote (DGCL § 213(a)). Record date can’t be earlier than 60 days before the meeting and no later than 10 days. Generally, each share is entitled to one vote; unless certificate of incorporation specifies otherwise (DGCL § 212(a)).

b. When shareholders vote: at the annual shareholder meetings to elect directors, and for routine matters and proposals (§ 211(b)). They also vote during special shareholder meetings by request of the board, or someone entitled under the articles or bylaws (§ 211(d)). Mergers and other major transactions are the subject of special meetings. 

c. How shareholders vote (quorum requirements): For shareholders to take action, there must be a quorum at the meeting. Quorum is a majority of the shares entitled to vote (§216(1)). Problem for large companies. Shareholders may appear and vote either in person or by proxy (§ 212 (b)). Shareholder appoints a proxy (agent) to vote her shares at the meeting by means of a proxy (card). Shareholder can specify how the shares are voted or give the proxy discretion. This is revocable (last one governs). Public corporations have institutionalized this process with the use of proxy cards. Most matters require a majority of the shares present (or represented by proxy) at which there is a quorum to vote (§ 216(2)). Virtual meetings are allowed (§ 211(a)). Some actions have different voting requirements (plurality for electing directors (§ 216(3)) but majority of outstanding shares for others)).
d. What shareholders vote on: the election of directors; fundamental corporate changes; amending articles or bylaws; or shareholder proposals.

e. Electing Directors: Directors are typically elected at the annual meeting (§ 211(b)); requires a plurality of votes case (§ 216(3)). Shareholder agreements can contract for majority shareholder to vote for minority shareholder picks.

f. Types of Voting

i. Straight voting (the default)  

1.  Shareholders get an equal number of votes among the candidates (shareholder with 1 vote per share who has 6 shares, can use 6 votes on each candidate).

2.  In this situation, the majority shareholder will always dominate the board.
ii. Cumulative voting (protects the minority)

1.  Under cumulative voting, the minority shareholder can combine all their votes to ensure that they pick at least one director.

2.  Can be adopted in the COI or the bylaws. Cumulative voting is the default in CA. 

3. Formula: (x-1) times (d + 1) all divided by S. X is the number of shares owned by the shareholder. S is the total number of shares voted at the meeting. D is amount of director positions.

g. Classified or staggered boards

i.  Under § 141(d), the directors of any corporation may by the COI, or the bylaws, be divided into 1, 2, or 3 classes. 3rd class would have a 3-year term. Effect: only some of the directors are elected each year; makes it more difficult for an outsider to take control.

h. Removal of directors: Under § 141(k), any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors except if the board is classified (then the shareholder needs cause unless the COI states otherwise); or if the voting is cumulative, the director cannot be removed without cause if the votes against the removal would be enough to elect (this protects the policy of cumulative voting). 

i. Cause for director removal: frequently missing meetings; disclosing confidential or sensitive information about corporation to unauthorized persons; violating policies by serving on another board or becoming involved with a competitor; engaging in insider trading with the corporation’s securities; violating corporation’s code of ethics. 
i. Directors to vote for: 

i. Nominating committee of the board nominates a slate of directors (usually the incumbents). Bylaws may contain proxy access provision, allowing shareholders to nominate candidates for the board on board’s proxy card (§ 112). Board also identifies other issues to be voted on. Management prepares proxy statement and card at company expense. These statements provide shareholders with company updates and nominees to be elected.

ii. A shareholder (insurgent) solicits votes in opposition to the incumbent board of directors. Electoral contests consist of running a competing slate of directors against incumbent board’s nominees. Issue contests consist of soliciting votes against a board proposal (e.g., voting no on a merger). While incumbents can use corporate funds, insurgents must pay for their materials. 

j. Rosenfeld v. Fairchild Engine & Airplane Corp.

i. There is a proxy fight to take control of the Fairchild Board because of a mismanagement concern. The insurgents win and take over. Plaintiff sues because the new board voted to reimburse former management and themselves for the costs of the proxy battle. 

ii. The Froessel rule is that the incumbent board always gets reimbursed. Management can use corporate funds to pay for expenses incurred in conducting proxy solicitation (defending) if: 1) the contest is about policy; and 2) the expenses are reasonable. Insurgents can get reimbursed if: the shareholders approve, and they win.  

k. Fundamental Corporate Changes

i. The fundamental decisions are mergers, sale of all or substantially all assets, and dissolution. These actions must be initiated by the board and then presented to the shareholders for approval, usually at a special meeting. Approval requires majority of shares entitled to vote (outstanding, regardless of presence).

l. Amending the articles or the bylaws 

i. Under § 242(b)(1), for modifying the certificate of incorporation, the directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment. For the bylaws, the power to adopt, amend, or repeal is vested in the shareholders unilaterally (§ 109(a)). This power cannot be extinguished. 

XII.  Shareholder Proposals

a. Governed by Federal Securities Regulation. Regulates the fundamental problem of the difficulty of communicating, getting votes, bringing shareholders’ opinions to meetings, and complying with proxy rules.
b. Ways to become a public company: registered public under the 33 act; listing on a national exchange; over the counter stocks; or total assets exceeding $10 million. If any of these apply, rules of the ’34 act are triggered. (periodic reporting requirements under section 13; proxy and tender offer rules under section 14; short swing profit rules under section 16).

c. Proxy Regulation: under SEA 14, the SEC has authority to promulgate regulations regarding proxies in respect to any registered security. Regulation 14A contains the rules and regulation governing the proxy solicitation process (e.g., the information to be included in a proxy statement). 

d. Under Rule 14a-8, qualifying shareholders can put a proposal before their fellow shareholders and have proxies solicited in favor of these in the company’s proxy statement. Expenses are borne by the company. Examples of proposals and issues range from social (human rights & the environment to governance (takeovers, diversity, compensation). 
e. Company responses: adopt proposal as submitted; negotiate with proponent; include with opposing statement; try to exclude proposal on procedural or substantive grounds (ground must be valid under 14a-8) 

f. Management must file notice of intent to exclude with SEC. Copy is also sent to proponent, who may reply. Possible SEC responses: can exclude & issue a no-action letter; should include & notify issuer of possible enforcement action if proposal is excluded; intermediate position, proposal is not includible in present form, but may be cured.  

g. (procedural) Basic Eligibility requirements: ownership requirements; proposal plus supporting statement cannot exceed 500 words; only one proposal per corporation per year per shareholder; proposal has been submitted in the past and hasn’t met certain thresholds. 

h. (substantive) The proposal must be an action which it is proper for shareholders to initiate under the laws of the jurisdiction of the company’s organization (look to state law to decide that question) (requesting vs. demanding). 

i. Lovenheim v. Iroquis Brands
i. Concerned shareholder had a proposal regarding the ethics of producing foi gras given the possibility of animal cruelty. Lovenheim, as a shareholder, cannot offer a proposal prohibiting the company from selling it, so he merely asked the board to form a study committee. This makes the proposal a proper subject of action. The board argues that the proposal can be rejected because of the “relevant to firm’s operations exception”: “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.”  

ii. Here, annual sales/profits from foi gras was minimal but the court held that the proposal was still not excludable because it was significantly related to the company’s business (proposal need not be economically significant; social significance is enough).
XIII. Inspection Rights

i. Under § 220(b), any stockholder, in person or by an agent, shall, upon written demand under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose, and to make copies and extracts from: 1) the corporation’s stock ledger, a list of its stockholders, and its other books and records. Shareholder can also see the articles/bylaws, minutes, corporate filings, actions by written consent. But shareholder must be specific (narrowly tailored) about contracts and correspondence. A proper purpose is any purpose reasonably related to such person’s interests as a stockholder.  
ii. Examples of proper purposes: investigate alleged corporate mismanagement; collect information relevant to valuing shares; communicate with fellow shareholders in connection with a planned proxy contest. 

iii. Under § 220(c), if the corporation refuses to permit an inspection sought by the stockholder or does not reply to the demand within 5 business days, the stockholder may apply to the Court of Chancery for an order to compel such inspection. For shareholder lists, corporation has the burden to defeat the presumption of a proper purpose. For any other documents, the shareholder has the burden.  

iv. Under § 220(c), any director shall have the right to examine the corporation’s stock ledger, a list of its stockholders and its other books and records for a purpose reasonably related to the director’s position as a director. The burden of proof shall be on the corporation to establish that the inspection such director seeks is for an improper purpose (these inspection rights are broader). Thus, cumulative voting is important to retain informational rights. 
SECURITIES

I.  Is Fraud bad?
a. These rules arise when a transaction is tainted by a lie or misrepresentation and the lie affects the price when someone buys or sells a security. Fraud often arises from a lie about performance. Fraud makes economic sense and often arises when management tries to protect itself. However, the fraud affects money that should have gone somewhere else (misallocation); and it makes capital more expensive (making investors more hesitant). Antifraud goals are: 1) deterrence; and 2) compensation. 

II. Rule 10b-5 Securities Fraud 

a. ’34 Act § 10(b) (passed after the depression): it shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange to use or employ, in connection with the purchase or sale of any security any manipulative or deceptive device or contrivance in contravention of such SEC rules. This law is nonoperational but allows the SEC to pass laws to combat fraud under this provision. State laws are not as useful and federal law is easier on plaintiffs. 
b. Rule 10b-5 requirements:

i. Jurisdictional Nexus: must involve an “instrumentality of interstate commerce” that makes this a federal case. This is presumed to be met; very broad.
ii. Three prohibitions: to employ any device, scheme, or artifice to defraud; to make any untrue statement of a material fact or to omit to state a material fact necessary to make the statement not misleading; to engage in any act, practice, or course of business that is fraudulent. 

iii. Transactional Nexus: in connection with the purchase or sale of any security. Security is broadly defined and usually involves common stock but can apply to any security even if not listed on an exchange. Includes transactions involving the issuer (buying from the company) as well as transactions on the secondary market (shareholder selling to another investor). In order to have standing, the plaintiff must be a purchaser or seller or be the SEC. The rule was originally meant for the SEC but a private right was created later. The defendant can be any person (including corporation) whose fraudulent activity is in connection with the purchase or sale of a security by the plaintiff (does not have to be seller/buyer) because “in connection with” is read broadly.  

iv. Elements: 1) misrepresentation or omission; 2) material fact; 3) scienter; 4) reliance; 5) causation (loss); and 6) damages. 

v. Misrepresentation or omission: corporations are subject to disclosure rules. Generally, there is no duty to disclose and there can only be omission liability if there is a duty.

vi. Material: a fact is material if there is a substantial likelihood that a reasonable investor would consider the fact important in deciding whether to buy or sell the security or would have viewed the total mix of information made available to be significantly altered by disclosure of the fact. Materiality is measured by looking at the magnitude of the event in light of the totality of the company activity: change in stock (less than 5% usually not material), context of misstatement (how it would affect investors), and how price is affected. If the event is in the future, must balance the anticipated magnitude as well as the indicated probability that the event will occur (see SEC v. Texas Gulph Sulphur).  

vii. Scienter is a state of mind requirement. Deceit or manipulation is required, negligence is not enough. Intent to deceive can include knowledge (knowing that the facts are other than stated) and recklessness. Obviously, no strict liability. 

viii. Reliance: Plaintiff has to show that the alleged misrepresentation caused her to enter into a transaction. In face-to-face transactions this is easy (would not have sold or would have bought for less). More complicated when investors buy shares of large public companies in the secondary market. Investors rarely read company’s reports or calls; they rely on analysis and the market to digest information. This also creates problems for class actions if each plaintiff has to prove individual reliance (common issues won’t prevail). Fraud on the market theory creates a presumption of reliance for securities traded in efficient markets. Stock price of a publicly traded company reflects all publicly available information. Disclosed false information will affect stock price and investors will rely on this information when they transact in the market.

1. Invoking the fraud on the market/efficient market hypothesis presumption: defendant made a public misrepresentation; the misrepresentations were material; shares were traded on an efficient market; and plaintiff traded shares between the misrepresentation and the time the truth was revealed. Defendant can rebut by establishing that the market was not efficient. 

2. Establishing reliance: With an affirmative misrepresentation, the investor must show individual reliance for a face-to-face transaction but presumed under EMH on an open market. For an omission with a duty to disclose, reliance is presumed both for a face-to-face transaction and on the open market. 

ix. Loss causation: plaintiff has burden of proving that defendant’s alleged act or omission (fraud) caused the loss for which the plaintiff seeks to recover damages. Example: subject of the fraudulent statement/omission was cause of the actual loss suffered. 

x. Damages: Courts have leeway in measuring damages subject to the rule that plaintiff cannot recover a total amount in excess of her actual damages (e.g., no punitive damages). Most common measures is tort-based out of pocket damages (difference between contract price and true value had the truth been known)

c. Basic v. Levinson
i. After merger talks begin, stock behaves oddly but the company says nothing is going on. As talks heat up, the price of the stock goes up and the company denies that there are any merger talks. Months later, the merger is announced, and Combustion (buyer) will pay $45 per stock (before it was $28) for Basic stock (which includes a premium). Shareholders sue Basic, alleging that they sold stock in between the denial periods in reliance on the company’s statements denying the merger. The price would have been higher had the company been truthful. 

ii. Here, this was clearly a misrepresentation. It was also material because each denial was made after more progress was made in the merger talks. Basic could have said “no comment” or a “no talk policy.”

III. Rule 10b-5 Insider Trading 

a.  Insider trading is buying or selling shares using inside information. Inside information is information about the firm which is not publicly available. However, buying and selling using non-public information is not always insider trading (materiality, was there a duty to disclose, how was the information obtained?)
b. Common Law approach: using special knowledge is not a crime. But, the majority rule is that officers and Board of Directors can trade with shareholders without disclosing material information. The minority rule was that insiders have a duty to disclose material information whenever they purchase shares from shareholders (face to face).  
c. The big hole left by the common law: Common law approach left major informational advantages in the market largely unregulated; 1) insider open market transactions; 2) insider face-to-face transactions with non-shareholders (e.g., sales of shares); and 3) transactions by non-insiders who have received material non-public information. 
d. The key element in a 10(b) insider trading case (against person who used the information after an omission) is establishing an omission & a duty to disclose. After that, scienter and reliance are presumed.

e. Texas Gulf Sulphur
i. Stock issuer discovered the possibilities of minerals at a drilling site. The company wants to keep it a secret so that it can buy the land cheaply (there is no duty to disclose to landowners). Before the information about the k-55(1) (minerals) went public, officers bought shares in the company (intending to sell after the public disclosure, when price would go up. The decision to disclose falls under the business judgment rule within SEC disclosure requirements. The officers of TSG either could disclose or abstain from trading. Holding: defendants are liable for insider trading. 

ii. Unanswered questions: Unclear if this applies to outsiders; unclear what the source of the duty to disclose is. 

iii. Under this case, possession of the information seems to be the basis of the duty towards your counterparty. “Anyone who has access” may not take advantage of such information.

f. Chiarella (classical insider trading model)

i. Company A is planning a take-over bid of Company B (tender offer- purchase of all company b shares from the shareholders, usually involves a premium). An employee of a printing company used by company A stumbles on this information and buys company b shares and sells after the announcement, making money on the premium. Now the printer employee is a defendant in the action. Under TSG, the defendant had a duty to disclose or abstain from trading since he had access.

ii. The court held that the defendant did not have a duty to company b or its shareholders and thus he was not an insider. Access is not enough; nor is being in a relationship of trust/confidence with company A. 

iii. Insider trading liability is premised on a duty to disclose arising from a relationship of trust and confidence between the parties to the transaction. There can be no duty to disclose where the person who has traded on inside information was not the corporation’s agent, was not a fiduciary, or was not a person in whom the sellers trusted. Duty comes from a pre-existing relationship. Unclear what the scope of “fiduciary” is: officers and directors are but what about agents (lawyers/accounts/ other persons temporarily placed in a position of trust) and employees and family/friends 

iv. Classical insider trading is when a fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary.

v. SEC response: Under Rule 14e-3, it is illegal to trade in securities that will be the target of a tender offer using information obtained (directly or indirectly) from the bidder, the target, or anyone connected to the bidder or target (director, officer, employee, attorney, etc.). No breach of fiduciary duty is required. Mere possession is enough. 

g. Dirks (Tipper/Tippee Liability)

i. Former officer of Equity Funding America learns that EFA is engaging in fraud (cooking the books). Officer tells Dirks, a journalist, about the fraud. Dirks investigates, sees the fraud, and warns his broker clients who then sell their EFA stock. The clients clearly sold on the non-public information. The officer had a duty to EFA and its shareholders. 

ii. The court held that Dirks did not inherit the officer’s duty to disclose/abstain.

iii. A tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and the tippee knows or should know that there has been a breach. A tipper breaches a fiduciary duty only if the purpose of the disclosure is to obtain, directly or indirectly, a personal benefit. 

iv.  Here, unlike in Salman (where brother tipped as a favor), the officer tipped to achieve a social good not to gain a personal benefit. 
h. Salman: brother-in-law traded on information received from brother of an insider at CitiBank. Brothers had close relationship where insider would pass along information to brother has a favor. Then brother also passed this information along to Salman. Salman was aware of the close relationship of the brothers, making him a constructive insider (and a tippee).
i. Constructive Insiders (who carry/inherit duties) (besides agents and fiduciaries): 1) they obtain material nonpublic information from the issuer with 2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential; and 3) the relationship at least implies such a duty. Chiarella and Dirks shifted the case law from a possession approach to a fiduciary duty approach.
j. O’Hagan (Misappropriation theory)

i. Lawyer who works for a firm representing Grand met. Grand Met is preparing to make a tender offer on Pillsbury. Lawyer hears of this through his work at the firm and traders Pillsbury’s securities. It’s clear that the lawyer breaches his fiduciary duty to the source as an agent. However, under Chiarella and Dirks, he has no duty to the Pillsbury shareholders, who he harmed by trading because he is not a constructive Pillsbury insider. Here, there would be 14e-3 liability.

ii.  Court applies the misappropriation theory: trader breaches a fiduciary duty, not to the shareholders of the company which securities she is trading, but to the source of the information. Duty arises when agent uses confidential information acquired during agency. Misappropriation is consummated, not when the fiduciary gains the information, but when, without disclosure, he uses the information. 

iii. Duty of trust/confidence arises (under misappropriation theory) in addition to other circumstances when: 1) person agrees to maintain information in confidence; 2) persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating the information expects her to maintain confidentiality; or 3) confidence implied by relationship. 

k. Affirmative Defenses

i. Purchase or sale is not on the basis of material nonpublic information if the person making the purchase or sale demonstrates that before becoming aware of the information, the person had: entered into a binding contract to purchase or sell the security, instructed another person to purchase or sell the security for the instructing person’s account, or adopted written plan for trading. The plan specified the amount, price and the date on which the securities were to be purchased or sold; included a written formula or algorithm for determining the amount, price and date; or did not permit the person to exercise any subsequent influence over how, when, or whether to effect purchases or sales. The affirmative defense centers on a pre-established plan and person must have no control after she sets the plan.
IV. Section 16(b) Short Swing Liability/Statutory Insider Trading  
a. Section 16(a): every person who is directly or indirectly the beneficial owner of more than 10% of any class of any equity security or who is a director or an officer of the issuer of such security shall file with the commission a statement indicating his ownership at the close of the calendar month and such changes in his ownership as have occurred during such period. (Disclosure requirement)
b. 16(b): any profit realized by a qualifying person from any purchase and sale, or any sale and purchase, of any equity security of such issuer within any period of less than six months shall inure to and be recoverable by the issuer. This provision only applies to companies subject to the ’34 act (public companies, unlike under 10(b)5) and only applies to equity securities and convertible bonds, options. This provision was the first way congress tried to tackle insider trading. Disgorgement of any offsetting transactions within 6 months. 

c. Recovery: any recovery (disgorgement) goes to company; Corporation can bring an action, or an individual shareholder can sue derivatively; Shareholder’s lawyer can get a contingent fee out of any recovery or settlement. For the calculation, use the sale that maximizes the recovery. Liability for gain = difference in price (price bought – price sold) X amount of shares bought.
d. Narrow scope: more than 10% shareholders, directors, and officers (persons with significant policymaking functions such as CEO, president, VP). Can still be liable if you lose money overall.  (i.e., buying shares at $10, buying more shares at $90, and selling all the shares at $30, the holder still got a profit on the amount of shares they bought for $10 because they sold those at $30.
e. For the stockholders: 16(b) excludes any transaction where such beneficial owner was not such both at the time of the purchase and sale, or the sale and purchase, of the security involved. Lingering questions: is the purchase that made you a 10% owner subject to section 16 (matchable)? Is the sale that brings you below 10% threshold matchable? You must be a 10% holder BEFORE each transaction (so a 10% owner who sells all their stocks, buys 9% then buys more to become over 10% would not be liable). 
f. Electric & Foremost v. Provident
i. Three transactions made by a 10% owner. First, purchase makes owner a 13.2% owner. Second sells 3.25%. Third, sells the rest (9.96%). Issue: is there section 16 liability? 

ii. The first transaction is not matchable (the transaction that makes you a 10% owner is not matchable) 

iii. The second transaction is matchable because you are a 10% owner right before the sale 

iv. The third transaction is not matchable because owner was not a 10% owner prior to the sale.

v. Since there is no other matchable transaction (must be at least 2), there is no section 16 liability. Thus, transactions can be split to avoid section 16 liability. 

g. For the directors and officers: section 16 applies to transactions occurring while being an officer or director even if matching transaction occurs after person is no longer a D/O. However, Rule 16(a) exempts transactions occurring before becoming an officer or director. Thus, a director for both transactions and a director for the first transaction will be subject to section 16. But a director only during the second transaction is not subject to section 16. A director can also be liable for a third transaction if she resigned after the second (as long as they were a director for the first).
CREDITOR PROTECTION
I. Capital Structure

a. Assets are composed of equity and debt. Shareholders are equity holders & creditors are debt holders. Debt can include bonds (public debt) and bank debt. While creditor’s claims are fixed, shareholders’ quity interests are not.

b. Tension between shareholders and creditors: While shareholders care about firm profitability, creditors care about firm solvency (equity holders face risk if assets diminish but debt holders have fixed claim and therefore no incentive). But shareholders generally control the firm. Creditors are concerned about things like excessive distributions (dividends and repurchases). A debt holder would prefer money in the bank than money to invest (less risky). But shareholders have incentive to take excessive risks (see Tri State Paving (made economic sense for shareholders to go to Vegas). 
c. Excessive dividends: company can declare a dividend that will cut into a creditor’s fixed claim.

II. Solutions to the Creditor/Shareholder Conflict

a. Bankruptcy Code

i. Transfers with the actual intent to hinder, delay, or defraud are prohibited under the fraudulent transfer act. This includes transfers without receiving reasonably equivalent value, during or resulting in insolvency. Bankruptcy trustee can void these (as in Tri State Paving).  
b. Corporate Law

i. Piercing the corporate veil (but this is more difficult for voluntary creditors) 

ii. Fiduciary Duties (But the Board of Directors only owes a duty to creditors when the company is insolvent). Balance sheet insolvency is when assets are less than liabilities. Equity/cash flow insolvency is when there is not enough cash to pay obligations. If insolvent, the board has a duty to both shareholders and creditors (community of interests theory). 

iii. Legal restrictions on distributions (also not very helpful)

1. Dividends 

a. Under DGCL § 170(a), 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 computer in accordance with § 154. 

b. Surplus equals net assets minus stated capital 

c. Net assets equal total assets minus total liabilities 

d. Stated value is par value of all issued shares. Par value is the floor specified in the COI, below which a company cannot issue stocks. A buyer is liable if she buys a stock below par value (“watered stock”). However, par value is often fractions of a cent (arbitrary tiny number) so it is easy to have a surplus (and thus issue dividends under §170).

e. This information comes from a balance sheet, a snapshot of the company.  

f. Balance Sheet Equation: Assets = liabilities + shareholder equity (liability and equity are claims against the assets by a third party)

g. Assets can be short term (liquid, convertible into cash within a year) or long term (land, equipment, intangibles). One problem is that the long-term asset value on a balance sheet is historical value (what the company paid) not what the current fair market value is.  

h. Corporations are not bound by balance sheet numbers; can recalculate to determine surplus by taking into account fair market value (usually higher)

2. Repurchases

a. Benefits: exercise first refusal rights; recapitalization; preferential tax treatment for investors (capital gain); redeeming preferred stock; need shares for convertible securities; supports stock price by sending signal of good prospects; gets ride of free cash flow. 

b. Certificate of incorporation states number of authorized shares and their par value. 

c. Outstanding shares are issued shares that are owned by stockholders.

d. Treasury Shares are issued shares that have been reacquired by the corporation.  

e. Under § 160(a), every corporation may purchase its own shares provided however that no corporation shall 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 impairment. (e.g., no surplus under § 154).

f. Thus, the analysis is seeing whether there is enough surplus to make the repurchase. 

g. Repurchases only reduce assets and equity, not liabilities. 

h. Board must amend the certificate of incorporation (which requires shareholder approval) to issue more shares than are available (authorized shares minus issued shares). 
i. Unlike with dividends, stockholders can choose whether to accept the repurchase offer.

3. Liability for illegal distributions

a. Under § 174(a), directors are jointly and severally liable for § 160/173 violations at any time within 6 years after paying such an unlawful dividend to the corporation and to its creditors in the event of its dissolution or insolvency. Board member can avoid liability if they object on the record to the proposal. 

b. 102(b)(7) exculpation provisions do not protect against unlawful dividends/distributions. 

c. Contractual Provisions (covenants)

i. Courts do not protect creditors because they often expect them to protect themselves contractually: “the debt holder 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 in the indenture”

ii. Types of protective covenants: negative (do not pay dividends beyond specified amount) or positive (promise to do smart thing).
OTHER BUSINESS ASSOCIATIONS/UNINCORPORATED LIMITED LIABILITY ENTITIES 
I. Introduction

a. These entities all require filing paperwork and are a mixture of limited liability (like with corporations) and single level taxation (like with partnerships) 
II. Limited partnerships
a.  Partnership with one or more general partners (who run the show) and one or more limited partners (more passive)

b.  Formed by filing a certificate of limited partnership with the secretary of state 

c. General partner has full personal liability. Corporations can serve as a general partner.

d. Only limited partners who participate in control are personally liable.

e. Only general partners have duties to the partnership.

III.  Limited Liability Partnerships  
a.  General partnership that elects limited liability partnership status by filing statement of qualification (registration) 

b.  All partners in the LLP, though they remain general partners, are afforded limited liability protection. Many states restrict liability limitation to tort, while contract liability remains unlimited (e.g., only the supervising partner is liable; good for professional partnerships like doctors or lawyers who experience malpractice claims)

IV. Limited Liability Companies 

a. Formed by filing articles of organization and drafting of operating agreement (governing affairs of LLC and members’ rights and duties) 

b. Members may lose the money invested but personal assets are not subject to attachment (like with corporations) 

c. LLC is liable for actions of members or manager acting in ordinary course or with authority. Corporate veil piercing theories apply. 

d. Member managed (default): absent agreement, each member has rights in the management of the LLC based on interest (units). Members can have equal management rights. Most matters are decided by majority vote and significant matters require unanimity.  

i. All members have a duty of care and loyalty (to the corporation)

e. Manager Managed (can elect): structured with a board of directors and CEO (more centralized).

i. Managers have a duty of care and loyalty 

ii. Usually, members have no duties to the LLC or its members 

f. Delaware and most states provide broad latitude to contract. For economic rights, creation of separate classes or groups of members and separate series of LLC interests is permitted. Voting rights can be assigned in any manner. Courts will defer to the operating agreement (policy: freedom of contract).  

g. Fiduciary duties can be expanded or restricted by provisions in the operating agreement as long as they are express and unambiguous (lots of latitude) 

h. LLC is liable for loss or injury caused as a result of a wrongful act of a member of manager acting in the ordinary course of business of the company or with authority of the company. 

i. No member or manager of a LLC is obligated personally for any debt, obligation, or liability of the LLC solely by reason of being a member or acting as a manager of the LLC.

j. At first, LLC statutes mirrored partnership law and permitted members to dissociate and receive the value of their interest. But the modern trend moves away from this. Members might “dissociate” and no longer be contractually bound, but don’t have to be bought out (i.e., only retain economic rights to receive distributions). But the operating agreement can set the rules.

k. Generally, LLC interests are freely transferable (unless otherwise provided in agreement, but transferee only receives economic rights (distributions). But the operating agreement may provide otherwise (can restrict all transferability or allow all rights to be transferred)
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