2Part One: Agency


21)
Agency Formation and Consequences


42)
Authority


73)
Ratification


84)
Principles Tort Liability


125)
Fiduciary Duties Owed by Agents


146)
Termnation of Agency Relationship


14Part Two: Partnership


147)
Partnership Formation and Consequences


168)
Partnership K Liability, Management Rights, and Tort Liability


179)
Partners’ Economic Rights


2010)
Partnership Property


2011)
Rights of the Partner in the Partnership


2112)
Partnership Dissolution


2413)
Dissociation


25Part Three: Corporations


2514)
Intro To Corporations


2615)
Corporate Formation


2716)
Promoters


2917)
When is a SH personally Liable?


3218)
Roles and Duties in Corporations


3319)
Business Judgement Rule and Duty of Care and Duty of Loyalty


4020)
Controlling Shareholders and Fiduciary Duties


4321)
Shareholder Derivative Suits


4522)
Closed Corporations


4723)
Role of SHs in Managing the Business


4824)
Shareholder Voting, Proxies, and Proposals


5225)
SH Inspection Rights


53Part Four: Securities Fraud and Insider Trading


5326)
Securities Fraud


5627)
Insider Trading


5928)
Creditor Protection


6229)
Other Entities



Part One: Agency
1) Agency Formation and Consequences
Overview 

Agency Basics

P-A relationship is a special legal relationship where one person can make legally binding commitments on behalf of another

Don’t need a K to create P-A relationship

Legal entities can be both a P and an A

Analytic Framework

Step 1: Establish there is a Principal Agent Relationship

Mutual Assent
Act on P’s behalf
Subject to P’s control

Step 2: Did A have apparent or actual authority?

Step 3: If No Apparent or actual authority, did P ratify?
Step 4: Consequences of forming Agency Relationship

Consequences for P

Agent can bind a Principal in a K with a 3rd party

Principal may be liable for Agent’s torts (see Vicarious Liability)

Consequences for A

Duty of Care

Duty of Loyalty

Formation

Rule: 

Fiduciary relationship that arises when one person (a “principal”) manifests assent to another person (an “agent”) that the A shall act on the Pl’s behalf and be subject to the P’s control, and the A manifests assent or otherwise consents so to act.
Element 1: Mutual Manifestation of Assent
Objective manifestation 

Would a reasonable person in Agent’s shoes understand he is to act on the principal’s behalf and vice-versa
Mutual relationship ( must be some evidence both principal and agent want it

Can be expressed verbally or by conduct

Do NOT need consideration OR compensation
Element 2: Agent acts on Principal’s behalf
Not necessary that the principal benefits 

Exam tip: the strongest way to show A manifesting assent is by showing the A acted on the P’s behalf 
A acts primarily for P’s benefit rather than for the benefit of the A or some other party

The only benefit the agent may seek is the agreed-upon or implied compensation, and will not seek to benefit at the principal’s expense 
Element 3: Subject to the principal’s control

A only has as much latitude as the parties agree to when the relationship is first created

P must have ultimate responsibility to control the end result of his or her agent’s actions

Not necessarily the details of how the task should be performed

Gorton v. Doty: Football team had away game. Teacher Doty asked the coach if he had enough cars to transport the kids, and the coach said no. Teacher says you can use my car to take the kids to the game as long as you (Coach) drives the car. On the way to the game, Coach gets into an accident and injures student (Gorton) and Coach dies. Father sues Teacher Doty and argues that Doty was the P and that she should be liable for A’s tort (the coach’s tort)
P Manifests assent: Doty saying “I want you to take the kids to the game using my car” ( manifesting assent that the coach work on her behalf
Subject to P’s control: Saying who can drive the car. Told Coach he could use the car, but he has to be the one driving. This condition was enough for majority opinion
A manifests Assent/Acts on P’s behalf: Coach assented by driving ( by acting on P’s behalf A showed mutual assent
Creditor becoming a Principal

Creditor v. Creditor as Lender
Rule: The creditor becomes a P when it assumes de facto control over the conduct (management) of the debtor
Gay Jenson Farms v. Cargill: W is a middleman for grain. W owned a grain elevator that could automatically fill the train with grain and whoever had the elevator essentially had a monopoly on grain. Cargill wanted to buy grain from the farmers in W’s market and to buy grain from this market. C starts financing Warren’s operations. C starts asking for more control of W's business. So C is giving more money and getting more reign of control b/c scared about losing the $. This relationship starts as a normal relationship - buying grain from a seller but it evolves and they end up in weird relationship where C is basically an exclusive buyer and W owes a lot of money to C and C is bossing W around

Agent acts on principal’s behalf: C told W to buy grain on C's behalf and W was in effect buying grain from farmers to give it to C - to sell it to C. That will be enough to argue that W was acting on C's behalf 

Subject to principal’s control: C was telling W how to run the business. C had reserved rights to direct and tell W what it could and couldn't do.   

Agent manifests assent: W took the money from C and sold them the grain 

De Facto Control

Court’s factors for de facto control to establish C had control over W: C kept extending more credit; became more actively involved.

W’s inability to enter into mortgages, purchase stocks or pay dividends w/out C’s approval (common for lender-borrower relationship). 

C’s right of entry onto W’s premises to check/audit (common for LB relationship).

C’s power to discontinue financing of W’s operations (common for LB relationship).

C’s recommendations to W by telephone (not as common in LB, but not unheard of)

C’s correspondence and criticism re: W’s finances, salaries and inventory (not as common in LB relationships)

C’s determination that W needed strong paternal guidance (Court’s observation)

C’s right of first refusal on grain (evidence of control)

Most important factor in this situation: Financing all W’s purchase of grain & op. expenses (C had a lot of power over W; makes other operations look sketchy b/c of C’s control)

This factor puts everything else into perspective in totality of circumstances b/c Cargill was financing W's purchase of grain and operational expenses and this means that W/o Cargill, Warren wouldn't exist and that makes 1,2,3,4,5 seen in a different light b/c Warren can't reject recommendations b/c if they did then they would lose the $ they need to operate. Also diff meaning to 6 - if C doesn't trust W at all and since C financing all operations, then C will take control
What C could have done differently

Buy them out: If going to want a lot of control, might as well just buy them out since exerting too much control and will liable anyway. 
Could act more like a lender - instead of having C control how the borrower behaves - we will just take our loan that's secured in the property and then as soon as everything w/ W falls apart we will just take our money - but this is hard b/c C wanted the grain - also if wanted to deal w/ farmers it's better to have local people dealing w/ farmers

Don’t get involved: Maybe buy less - don't get too involved

2) Authority
Overview

Authority: Legal power of an Agent to act on P’s behalf 

Agent’s acting with Authority can bind the Principal in Contract with 3rd Parties.

Two Types of Authority: Actual and Apparent Authority

Does not matter what type of authority is present – as long as one type is there the principal will be bound by the agent’s act. 

Burden of proof – is on whoever is trying to enforce the K is going to have to establish authority. This will often be the third party

Actual Authority (P(A): 
A has actual authority, when at the time of committing the act, A reasonably believed based on P’s manifestations to him that the P wanted the agent to do this act. 
Focuses on the A’s reasonable understanding at the time of the action of what he believed he had the power to do based on what the P manifested to him

P’s manifestation is typically an intentional act, but could be an unintended conduct that A reasonably believes to constitute an expression of P’s intentions
3P belief irrelevant: Reasonable person in Agent’s shoes – knows what the A knows and has the experience A has in dealing w/ the P and in dealing in that particular industry
Exam tip: past practices and customs will matter

Actual Express Authority: P tells A to do X and A does X ( thus P is bound

Ex: Muppet Lab authorizes F (the exec VP of marketing) to sign a K w/ Ricky Martin for new ad. Now Muppet lab is bound by the K b/c F had authority

Actual Implied Authority: The agent has authority to take acts necessary or incidental to achieving the principal’s objectives, based on A’s reasonable understanding of P’s manifestation 
Sometimes the P tells A to do X but in order to do X the A has to do Y. Even though no actual express authority to do Y, we can assume that b/c P told A to do X and you need to do Y to do X we can assume that P gave implied consent to do Y
Prof: Those necessary or incidental action to do P's objective = actual implied authority

Custom: If muppet labs appoints Fozzie as VP of marketing - what can Fozzie do - F can do whatever Muppet labs expressly tells him to do (express authority) but F will also have the authority to do whatever kind of stuff VP of companies usually do. From F's perspective if Muppet Labs says I want you to be VP of marketing - then it's reasonable for F to think he can do whatever is customary of VP of marketing
Scope of Actual Authority: 
Encompasses acts necessary to accomplish the end (AKA implied Authority) 
During exigent circumstances, if A reasonably believes P would’ve changed the instructions, then A has actual authority to go beyond the original actual authority’s scope given by P
Changes in P’s manifestation: P’s initial manifestation to the A may be modified or supplemented by subsequent manifestations from the P and by other developments that the A should reasonably consider in determining what the P wished to be done. A P’s manifestations may reach the A directly or indirectly

Apparent Authority (P(3P)

P’s Conduct/word that make it reasonable for a 3P to think this is an A working on behalf of P.
Focus on 3P belief.

Exam tip: Thus, it’s possible for an A to have Apparent Authority to do something even if the P explicitly instructed an A not to do it (aka didn’t have actual authority)

Looks at the information the P gave to the 3P but it doesn’t have to be information directly from P ( it can be through other agents
The more indirect the manifestation (the path from P to 3P), the more you have to start really analyzing the “reasonableness” of 3P’s belief. 
Ex: Gonzo was reasonable to believe Fozzie had Apparent Authority after a secretary of Kermit told Gonzo that Fozzie had the ability to create a K
Udall v. T.D. Escrow: Borrower defaulted on mortgage and T.D. commenced foreclosure proceeding. TD recorded a notice of trustee’s sale announcing it would sell the property at a public auction to the highest bidder. T.D. employed ABC Legal Services to conduct the foreclosure sale and called them to say the opening bid should be at $159k. However, ABC opened the bid at $59k and Udall tendered full payment. TD refunded the payment b/c said ABC wasn’t authorized to open bidding at $59k and refused to issue deed of trust to Udall. Udall brought action to quiet title
Holding: Quieting title in Udall. The CoA’s focus on ABC needing apparent authority to sell the property at the mistakenly low price or any price was wrong. 
Proper analysis: whether Udall believed, based on T.D’s manifestations that ABC had authority to act for TD to sell the property on TD’s behalf and whether that belief was objectively reasonable.
Issuing a notice of trustee’s sale was a manifestation by TD. Udall was reasonable to believe that when ABC conducted the sale it did so as TD’s authorized agent
When ABC opened the bid at the wrong amount it did not create a duty in Udall to question whether the bid amount was authorized by TD
Grossly inadequate purchase price would indicate unfairness ( but a 35% decrease is not grossly inadequate
at some point if price gets too low it's no longer reasonable for 3P to believe that Agent has authority - at some point there would be a duty to inquire
Essco Geometric v. Harvard: Diversified is the 3P and Harvard is the P and used diversified for their foam for several years for chairs. A then enters into a K w/ 3P on behalf of P. There were changes in the organization and P now wants to renege on the K - changes in organization. P believes the K is too favorable for diversified and the P would rather give the K to someone else so P wants to get out of that K. Used to be the case that people in A's position had authority to enter into that kind of K w/ 3P but at some point - Harvard's president changed things and made changes to how the organization worked and took authority away from those agents. Told As that you need my signature first
Actual Authority: A didn't get P's signature first there was no actual authority b/c he didn't get P's signature. A knew that under the new company policy he needed permission from president before signing the deal then A didn't have actual authority if he didn't get permission first
Apparent Authority: 3P weren't notified of changes and so they thought it was business as usual - they weren't aware of organizational changes - purchasing managers in the past always had the authority to enter into that K
Harvard’s President maybe could have avoided this if he told the 3P about the new organizational changes or maybe added a new signature line in the K to make it clear that H’s president needed to approve the K
Undisclosed Principal’s and Authority
General Rule: Actual Authority will bind P and 3P, but can’t have apparent authority
3P Ks with an A and thinks the A is acting on his own behalf (but there is a P involved)

A acts on actual authority but P’s existence is not made known to third party

If A acts w/ actual authority ( then P is bound
If A does not act w/ actual authority (goes rogue) but the P knows about it and does nothing to stop A ( P is bound

A may act without actual authority but there is NO apparent authority b/c the undisclosed P can’t make any manifestation to the 3P if 3P doesn’t know there is a P

Exception: that if the agent falsely denies the principal’s existence, and either P or A had “notice” (meaning that they were aware of facts that would have led a reasonable person to infer) that the 3P would not have dealt w/ the P, then the K is voidable at the 3P’s instance.
HOWEVER, this section doesn’t say the K is voidable just b/c had the P been disclosed the 3P might have demanded different terms.

2.06: 2.06 expands apparent authority in case of undisclosed P:

2.06(1): If 3P is justifiably induced to make detrimental change in position the undisclosed P puts the A in a position where it would be reasonable for the 3P to believe that the A can enter into a K that will then bind the P regardless of actual authority or not if the P has notice of the A’s conduct but did not take reasonable steps to notify them of the facts or intentionally/carelessly caused such belief.
2.06(2): Undisclosed P can’t rely on instructions to reduce an A’s authority to less than the authority that a 3P would reasonably believe that A to have if the P was disclosed. 

Wachtell case: guy used to own a bar and then this big company buys the bar from the guy. They tell the guy people like small pubs so lets pretend you still own the pub but you can only buy these items from us and not anyone else - but the guy buys stuff from someone else and those 3P wanted their money - then they realize it wasn't this guy's bar but it was a head P 

In that case 2.06(1) wouldn't help those suppliers if the big corporate people were not aware the guy was purchasing

But under 2.06(2) might help the suppliers b/c they will say I didn't know he wasn't the owner b/c based on his position I assumed he was the person who could buy these items

§2.05(1) Estoppel to Deny Existence of Agency Relationship: 
Different from 2.06 where A is already meets P-A formation requirements

Cause reliance: A person may be estopped from denying an Agency Relationship where another changes position detrimentally because he believed he was entering into a transaction for the purported principal’s behalf, AND 
purported principal caused that belief “intentionally or carelessly” OR 
failed to take reasonable steps to correct it once he became aware of it.
Hoddeson v. Koos Bros: H goes to furniture store to buy bedroom furniture. She is helped by a tall man in gray suit - all salesman in that store dress like that. Turns out he wasn't a salesman - but she didn't know that. She believed she is dealing w/ a salesman from that store. He takes notes and then says all the furniture you want is not in stock but she needed to pay now. She pays $168 in cash w/ no receipt. Whole transaction was 30-40 min. 2 weeks later the furniture doesn't arrive and she goes back to the store and they tell her they have no record of this transaction - they say the man in grey suit was an imposter and so they don't owe her anything
2.06(1) doesn’t apply b/c the principal was disclosed (b/c furniture store so clear there is an owner) and that section applies for undisclosed principal and customers know a sales agent isn’t a principal
Furniture store argued there wasn’t even a P-A relationship - we don't even need to get to authority b/c there was no agency relationship
Here Mrs Hoddeson was a 3P - induced to make detrimental change in position (gave $) and she believed the transaction was made by man in grey suit on behalf of furniture store and she had that belief b/c the furniture store let some random person dress like a salesman and interact w/ 40 minutes w/ a customer (thus they were careless)
3) Ratification
Overview and Elements

Rule

Ratification: situations where there is no authority to bind the P b/c no apparent or b/c no actual authority - the agent has overstepped its authority. 
If the P ratifies the K in that way, then the K is binding on the P as if the A had had authority when he entered into the K (P CAN ALSO RATIFY A TORT AND BE LIABLE)
A is not authorized to make public statements on behalf of P. A is interviewed on a local TV show and, without P’s consent, falsely accuses a competitor of P’s of engaging in illegal sales practices. A knows these statements to be false. P watches the TV show and, the next day, congratulates A on A’s TV appearance. P has ratified A’s tortious conduct

Elements: 
Element 1: The would-be principal, who must have sufficient legal capacity to have been a party to the underlying K in the first place, must in some way manifest assent to be bound by the K
Spoken or written words or conduct ( judged objectively 

Manifestation can be express: “I love this K and I’m ratifying it”
If no meaningful choice – can only ratify through express assent

Manifestation can be implied 

Accepting Benefits: Exam tip: P must have the choice for the action to have meaning. If P doesn’t have a choice but to accept the benefits then there is no implied assent (Ex: A pretending to work for P cuts your grass, you have no choice but to accept the benefits) 
Aware of K: If you are aware the K was entered into but don't act/say anything - that can be a implied manifestation ratification as well

Bringing a lawsuit: Bring a lawsuit to enforce the K is also an implied ratification b/c by suing to enforce you are saying you want to be bound by this K 
P’s manifestation DOES NOT need to be made to the A or 3P ( manifestation of assent to anyone in any context can affect a ratification
Element 2: K must have been made on the purported P’s behalf, and he must ratify before the 3P manifests intent to withdraw from transaction
P must also ratify before there are other changes in circumstances that would cause inequity to the 3P 
HYPO: P owns Whiteacre. A, having no authority to do so, enters into a sale K w/ 3P for him to purchase Whiteacre. The next day the house burns now. P then expressly affirms the K. 

3P is not bound by the K. P would need to ratify before other changes in circumstances that would cause it to be inequitable to 3P to bind 3P
Element 3: Would-be P must agree to be subject to the whole action and not just parts of it
Would-be P can’t ratify only the beneficial K and avoid the other liabilities

Element 4: The person ratifying must have existed at the time of the K
Non-existent principals (mainly talking about corporations) cannot ratify contracts retroactively to a time prior to their own existence

Effects of Ratification

Retroactively creates Actual Authority and bind P: P is bound by K and must comply w/ the terms of the K and may enforce it against any other party to it
P can no longer sue A for breach of fiduciary duty: Normally, if an agent executes an unauthorized contract on behalf of his or her principal, the act constitutes a breach of fiduciary duty and P can sue A for the injuries caused.
However, if P ratifies a K or action by A, then it’s as if when the A acted he had authority and so now the P can no longer sue the agent for a breach of fiduciary duty

3P can no longer sue A for breach of K: A 3P sometimes has a breach of K claim against an A b/c the 3P typically insists that as part of the K the A is authorized to make the K (even where that promise by the A is not explicitly bargained for, it is implied as the A’s warranty under §6.10)

If the K is ratified, however, then 3P no longer has a breach of K claim against A
Can create mutual manifestation of assent to form Agency Relationship: Even if there were no agency relationship prior to the ratification ( ratification can create one with the ongoing consequence of the A’s authority to bind the P to further legal obligations
3 Limits/Exceptions of Ratification

No manifestation of assent if tricked P or P lacked knowledge of material facts 

Trick might be some lie about facts material to the value or consequences of the transaction

If P ratifies not out of belief that the underlying K was a good deal, but b/c failure to do so will result in some loss.
where the purported A had control over the purported P’s money or other property and used it in a way that has made it hard to get back. In that case, the P might take some action, like filing suit for breach of K or taking part in an insolvency or bankruptcy proceeding against the 3P, that could constitute ratification. 
Such actions will be effective as ratification against the 3P, but not as to the A. The P will retain a claim against the agent for breach of fiduciary duty
Ratification cannot be used to destroy rights of other persons acquired prior to ratification

Typically where the would-be A has sold the ratifier’s property to an innocent 3P who goes on to sell it to someone else
4) Principles Tort Liability

Vicarious Liability Analytic Framework:

Vicarious/Derivative Liability Framework

Step 1: is that person an A

Step 2: is that Agent an Employee?

If this answer is no b/c IC- go down to direct theories of liability to try and hold P liable

Step 3: Did that A act w/in scope of employment to further ER’s purpose while performing work typical of employment ( then P is liable
Step 1: Is that Person an A?

A service provider is not an Agent and thus P is not liable 
P-A Relationship Formation Analysis: Mutual Assent, Act on P’s behalf, subject to P’s control
HYPO: There is a new law on workplace safety. I work at GM's legal department and the GC asks me to prepare a memo about how new law effects GM

Step 2: Employee Test

An EE is an A whose P control or has the right to control the manner and means of the A's performance of work

P has detailed control - not just what they have to do but how and when 

If P doesn’t have detailed control over how the task is performed ( Indep Contractor (IC)
Indicators of EE Status: 
Appearance: Whether A has a distinct business or is A’s work part of P’s regular business, payment based on salary rather than by job, EE benefits
Performance: Skill required of A, Extent of P’s control over work details, who provides supplies, location of work, whether P sets work hours
Exam tip: Professionals are more likely to be ICs rather than employees b/c if work takes skills, it’s less likely the principal can supervise the agent’s work.
Financial risk: P reimburses A. If A can easily survive financially outside of P-A relationship, then more IC
P & A’s beliefs about the relationship

Millsapp v. Fed Ex: Package delivery driver gets in car accident. Issue: is Pence an EE for NCE (P)? Court held Pence was an IC
Appearances: Pence paid based on distance traveled/# of packages, no EE benefits 
Performance: NCE didn’t instruct on manner/means of work – only told him to “be careful” and deliver in certain order
Financial Risk: Pence used his own car to make deliveries, paid his own gas, his own insurance, paid for car repairs
If was EE then ER would own truck/reimburse for gas

P & A Belief: NCE and Pence understood he was IC

Jackson v. AEG: MJ dies from overdose via Dr. Murray. Family argued Dr was EE of AEG. Court held Dr was an IC
Appearances: MJ requested Murray; AEG never hired Murray, but rather facilitated the deal. Nobody saw the doctor as even being an agent of AEG. 

Performance: AEG did not tell doctor what to do. Doctor used his equipment, own offices, his own assistants. Nothing was really provided to him by AEG. 

Financial Risk: Payment came from MJ, even though AEG is writing the checks, the money is being deducted from MJ’s payment. 

Termination: Only MJ had the right to terminate Doctor at any time. (but prof doesn’t think termination is helpful factor)
Step 3: Scope of Employment

SOE: An EE acts within the SOE when performing work assigned by the ER or engaging in a course of conduct subject to the ER’s control (3 Prong approach from Lourim v. Swensen)
Policy: Makes sense to hold P liable if EE committed a tort during SOE, b/c P could have taken measures to reduce that risk in his business
Thus, P still has the incentive to try to be careful in setting rules and monitoring agents bc by being careful it minimizes chances that A commits a tort and it minimizes their liability
Prong 1 What: Act must be of the general kind that the EE was hired to perform 
Ex: fry cook deciding to engage in customer service and hits someone. He was not hired to perform customer services

Prong 2 When: Conduct must be substantially w/in the time and space limits authorized by employment (Frolic v. Detour)
Detour: Can make certain minor deviations, but EE still w/in SOE

There are certain kinds of activities that make you stop working to do but courts will still say you are within the SOE b/c it’s a minor deviation. Ex: going to bathroom 

Employee does not abandon his employment as a matter of law while temporarily acting for his personal comfort when such activities involve only slight deviations from work that are reasonable under the circumstances, such as eating, drinking, smoking

Frolic: at some point, when EE makes such deviations that it’s more personal to EE then it is outside SOE

Time and distance are important factors. 

Independent course of conduct not intended by the EE to serve any purpose of the ER

Prof: note that a frolic can still happen on ER’s premises and within working hours
Prong 3 Why: EE must be motivated at least partially by a purpose of serving the ER
Exam tip: Is the potential for harm so big such that the benefits of monitoring outweigh the costs of monitoring? (see Lourim)
Perez v. Van Groningen & Sons: EE drives tractor for ER’s farm and ER told EE not to have people on that tractor. EE ordered to go plow fields and EE let his nephew sit on tractor while he drove. Nephew gets injured. ER argued EE wasn’t motivated by purpose to serve ER b/c driving tractor w/ kid wasn’t to serve ER and EE was actually directly going against ER
Court disagreed – said EE was doing the job he was hired to do at the time ( so “at least partially” motivated to serve ER and the fact that kid was there was incidental.

Prof: These factors are malleable b/c EE’s conduct wasn’t authorized, he was explicitly told not to do it and he wasn’t hired so that he could let other people ride the tractor

Lourim v. Swensen: P = boy scouts, A = Troop leader (Swensen) who sexually abused 3P, the kid. Step 1: Is the A an EE of P: Even though A was a volunteer – you can still be an EE for vicarious liability test. P had the control over his duties as a troop leader and that's enough to qualify him as EE since troop leader do what P wants them to do and they must follow

Step 2: w/in SOE? P argued A wasn’t hired to molest kids and that molesting kids in no way was conduct motivated to serve interest of boy scouts
Court disagreed: A hired to perform duties that culminated in the abuse. He was hired to cultivate trust and that gave him access to the child. (he wouldn’t have been able to do this if he didn’t work for P)
Policy: wants P to be aware b/c the potential for harm is great – these are small children and P is in the best position to prevent this from happening so you want to incentivize P to supervise. We want the boy scouts to have a system in place where they can figure out quickly if there is a bad apple.

Note: Traditionally - intentionally torts weren't under VL theory - b/c how can you be motivated to serve employer if intentional tort - but we have scaled back a bit by expanding the set of activities that qualify for serving the principal/ ER's interest

Jackson v. Righter: Ex-husband is 3p who sued his ex-wife’s employer (P) for alienation of affection b/c wife had an affair w/ her supervisor during and after business hours 
Not w/in scope of EE: She wasn’t hired to have an affair – she was personally motivated

Reconciling Jackson and Lourim case: Couldn’t Boy Scouts have said it was personal motivation by the troop leader?
Lourim involved children and not 2 consenting adults making their own choices. The harm in Jackson was different. Meanwhile we need to protect the children. The benefits of monitoring in Lourim are huge ( avoid scarring a child for life. In Jackson, the benefits of monitoring are low. The wife was going to have an affair whether it was someone from office of elsewhere
Cost of monitoring: cost of monitoring adults is greater. Maybe not monetarily, but do we really want ER’s getting involved in EE’s life? Prob not. In Lourim, screening troop leaders (but that only goes so far) so might be high for cost of monitoring b/c no monitoring system will detect everything, but at least cutting down on those things happening and the benefits of cutting down these events (molesting kids) is very high from social perspective
Principal Direct Liability and Liability for Independent Contractor Torts

P is directly liable to 3P for A’s tort when

Authority/Ratification: A acts w/ actual authority or P ratifies A’s tortious conduct

Ex:  P hires A as a bodyguard and P directs A to assault a 3P

P retains right to control over the aspect of work in which the tort occurs

Ex: P hires IC to build house, but in one part of the house P gives them detailed instructions and has a lot of control over that area. So generally this is an IC, but over this aspect where tort occurs P had control and so P is liable

Negligent Hiring/Supervision: negligent in selecting, supervising, or otherwise controlling the A

NOT a theory of Vicarious Liability (VL)

P must show that in failing to select/supervise/etc, the P breached a duty of care the P

Non-delegable duties: If A is conducting dangerous activities, then P automatically owes a duty to the public to have A conduct those activities in a careful manner to minimize harm

Majestic Realty V. Toti: demolishing a building is an inherently dangerous activity so P is liable for IC’s tort of messing up and demolishing the wrong building.

A is directly liability to 3P

A is liable to 3P for his tort EVEN IF A was acting as Agent w/ apparent or actual authority, or acting as EE w/in scope of employment (SOE)

Franchises and the EE v. IC Test

Overview

Franchise Definition: Buying a known brand - you pay them a fixed price + a percentage of the sales and in exchange you can use the known brand name. 
You have to sign an agreement and agree to follow a number of rules (store has to be certain hours, certain EE uniforms, can sell only coke and not pepsi, etc)
In return, get brand recognition and customer loyalty, but must share some of the profits

Franchisor (FOR)’s will impose rules on franchisees (FEE) as a way to impose quality control because they don’t want a bad reputation b/c of 1 store 

Issue: whether FOR is liable for EE’s tort; FOR will argue the EE belongs to the FEE, not them.
Franchisee looks like an EE of franchisor b/c following rules FOR gave (typically they give a manual that directs how the FEE does business)
FOR will argue that FEE not an A b/c he is serving his own interest and so FOR is not even P
Exam tip: FEE can still be liable for their EE’s tort 

Policy reasons for wanting to hold franchisor’s liable

Risk prevention: liability should arise from control or right to control the harmful activity, so it incentivizes them to train them properly, and give them instruction, monitor them, etc.

Residual interest: franchisor should be liable b/c it has a relatively large interest in the successful operation of the franchisee

Deep pocket/risk spreading: any supplier with a deep pocket and any connection to the accident should be held liable

Appearances: franchiser should be liable b/c it creates the appearance of responsibility
Early approach to trigger tort liability of FOR: (won’t discuss on exam)
Holistic Approach: Does FOR retain sufficient control based on the franchise agreement
Murphy v. Holiday Inn: Murphy, slipped and fell at a Holiday Inn and Murphy is suing Holiday Inn. However, Holiday Inn Inc., does not own the hotel. Betsy-Len, the Franchisee, owns the hotel and hired the employees. Murphy is not suing Betsy-Len because she has no money, so P is going after Holiday Inn. Court looks at FA and says FOR didn’t have enough control
Modern Approach to Franchisor Liability

Instrumentality Approach If the franchisor controls a particular aspects of the business (even if only aspect you control) and something bad happens in that aspect of the business, you will be liable and you look not only FA but also to actual course of dealing
If Franchise Agreement shows FOR has right to control, but doesn’t exercise control in practice ( enough to hold FOR liable b/c even though FOR didn’t exercise the power, they still had the power
If FA says FEE not an A and FOR not P, but in practice FOR exercises control over area ( FOR is liable (AKA not dispositive what FA says)
Miller v. McDonalds: Miller bit into a foreign object (a heart shaped sapphire stone) while eating a Big Mac at an McD owned by a local FEE. Miller sued McD (FOR) b/c they had more $. McD said look at FA you you’ll see we don’t control enough of the day-to-day of the business.

Court disagrees w/ this approach b/c also look to what FOR does in practice. Court says McD was in charge of the food prep and that’s what caused her injuries, so FOR is liable 
Patterson v. Domino’s Pizza: EE was sexually harassed by another EE at Domino’s. EE sued FOR, FEE, and harasser. Court looks at franchise agreement to see how much control FOR had over EE matters w/ each other (HR – training, managing EE, supervising, EE, etc)
Didn’t look like Domino’s was involved in any HR matter. Domino’s might have had sufficient control over the food, but tort occurred in area where Domino’s didn’t have control.  
5) Fiduciary Duties Owed by Agents
Duty of Care, Competence, and Diligence (Duties related to performance)
A will be liable to P if A breaches the following duties related to performance

Duty to Act as Authorized and Follow Instructions: A has a duty to take action only within the scope of A’s actual authority and comply w/ all instructions from P on how A should act 

If P says “Do X and not Y” and if A does Y, then A breaches a duty to P and A might be liable
Duty to Provide Information: A has duty to use reasonable effort to provide P w/ facts A knows/has reason to know the P would wish to have or the facts are material to the A’s duties.
Prof: Reasonable effort to provide info depends on if A is a volunteer or not. If A is volunteer wouldn’t be reasonable to expect them to move mountains to give certain info to P
Duty of Care: Default Rule A must act w/ care, competence, and diligence normally exercised by A in similar circumstances (rule applies even if A is a volunteer)
The K b/w P and A can change this to a lower or higher standard
When A commits a tort, the 3P can sue the P through vicarious liability. Then P can sue A by saying “you breached the DOC, you should’ve driven the truck in a non-negligent manner.”

Contracting Around Default Rules: P can agree and tell A "even if you're negligent I won't sue you and hold you to any such standard" or the P can increase the standard
Duty of Loyalty

Material Benefits Arising out of A’s Position
Rule: A can’t get material benefit/additional compensation from a 3P in connection with transactions conducted or other actions taken on behalf of the P. Whatever A gets from 3P, A must give over to P 

Exception: P can always say after the fact that the A can keep the $/benefit. However, an A should protect himself and have a provision in the K that says A can receive $/benefits from 3P as long as there is a narrow provisions explaining that the extra benefits from 3P are in line w/ what the P wanted the A to do in the first place
Note: P does not need to show harm for this type of breach.

Parties can contract around this rule or it can be overridden by custom 

Custom: for gratuities, is it so customary for waiters to keep tips that if a restaurant wants to do otherwise, they will have to go around the custom
Business Opportunities
A can’t keep business opportunities to himself if they belong to P. A must fully disclose Bus Opp to P first and can keep the bus opp only after P reject it. (Can K around this rule)
Business Opportunity

Nature of Business: Is it similar to P’s business? 

Circumstances require A to offer opp to P? Did people tell A about the business opportunity b/c they thought a was a proxy for P and that A would pass on the info to P? 

HYPO: A is EE for Starbuck (P). During a Starbucks expo in Vegas A learns about a new brewing venture. A can’t take that idea and open a business b/c the business opp belongs to P 
Nature of opp: brewing venture is close to Starbuck’s business (coffee) ( maybe would be different if the opportunity was for beer/win
Circumstances: A went to the expo as a Starbucks EE; and people approached A as an A of Starbucks ( maybe would be different if A approached while golfing w/ friend
Acting on behalf of Adverse Party
A must disclose adverse interest (conflict of Interest) to P so that P may evaluate how to best protect its interests. Agent has to disclose everything to P and provide all material info.

Ex: A is the SBUX VP that is in charge of buying coffee and purchases coffee from a supplies company or farm that A owns. – A can’t to do this. This is an obvious conflict of interest. A cannot argue a deal for SBUX where he benefits on the other side of the deal 

Duty Not to Compete
Duty not to compete: A can’t compete w/ P/ take customers away from P nor otherwise assist P’s competitors. (A can compete when no longer an A)
Exception: During that time, an agent may take action, not otherwise wrongful, to prepare for competition following termination of the agency relationship. 

But A can’t plan their exit at a time that could hurt P

Preparing to Compete Dos and Donts: 

A can make arrangements (outside of working hours) to set up a new business (e.g., space) 

Agent can’t lie to principal or try to leave him in a disadvantageous position.

A does not have to disclose he is leaving to start something, but if asked A can’t lie

Damages: P still has to show the damage and give an estimate of monetary losses b/c of breach. Establishing breach alone w/o showing damages is insufficient.
Graphic Direction v. Bush: Former A couldn’t start soliciting P’s clients before they left the company, but problem was they didn’t show damage. 
Duty not to Use P’s Property/Confidential Info

Duty not to use P’s Property/Confidential Info: Agent has a duty not to use P’s property or use or communicate P’s confidential info (including trade secrets) for A’s own purposes or 3P’s purpose. A must give P any profits made by the use of such info. even if P is not harmed. 
Example of Confidential Info: A business’s customer list (Town & Country v. Newburry)

Exam tip: Duty does NOT end when agency relationship terminates
Only duty that survives termination of agency relationship

3 ways out of it where A can use P’s confidential information

You ask permission from P to use the information - maybe pay a royalty or something

At some point the confidential information is not confidential anymore - like if info hits public domain- you can use that info just like anyone else

 A argues that it's not a trade secret or confidential to this company, but really something that’s of general knowledge in that trade.

Contracting Around Default Rules

Contracting Around Default Rules: courts are more concerned b/c of human nature (b/c $ is typically involved and so it’s harder to trust people) 

Rule: any waiver of duty of loyalty has to be very narrow in the sense that it applies to specific acts/transactions / types of transaction.
Ex: if A works for starbucks, can't have in agreement that starbucks just waives any and all duty of loyalty claims for this relationship - starbucks can't do that and just completely waive away the entire duty of loyalty - that's against public policy
6) Termnation of Agency Relationship

Terminating Agency Relationship and Duties after termination of Agency

Terminating Actual Authority 
A's death/cessation of existence; automatic, except as provided by law if A is not an individual

P’s death/cessation of existence 

Once A has notice, if P is individual; or

Automatic, if P not individual, except as provided by law and organizational statutes

P's loss of legal capacity (to do an act) then A no longer has actual authority to do that act
Once A has notice, if P is individual; or

Automatic, if P is not an individual 

Agreement between P&A or the occurrence of circumstances from which A should reasonably conclude P no longer would assent or renunciation by A to P. 

If P tells A that A is fired or if A resigns (effective when other party has notice)
Parties can also agree if that something happens, the relationship is over

Ex: can agree they will do this for 5 years and then after 5 years the agency relationship is automatically terminated

Termination of Apparent Authority

Prof: Termination of actual authority does not by itself end any apparent authority 
Ex: A was fired, but could still have apparent authority b/c from 3P perspective it might still be reasonable to believe this A still can act and bind P 
This is called lingering apparent authority
Focus: always how reasonable it is for 3P to believe they are still dealing w/ an A that can bind P
Ex: is A sending 3P an email from a non-company email? Then maybe it’s not as reasonable 
Protection: Thus, P has to always make sure that when they fire someone they take away anything that could make that person look like they have authority when dealing w/ 3P
Remove access to company email, take badge away, etc
Part Two: Partnership
7) Partnership Formation and Consequences
Overview and Formation
Overview

No Formal Requirement: you can enter into a p’ship not knowing you are entering into one. You can enter into a p’ship even if you don't want to and have written agreement saying not a p’ship
Exam tip: Only the general partnership can be created without any formalities, and only the general partnership can be created by accident.
Burden of Proof: Whoever is asserting that a partnership exists has the burden of proving that the partnership does in fact exist (Fenwick v. UCC)
Formation Requirements (1) Sharing profits and (2) Sharing Control
Partnership: The association of two or more persons to carry on as co-owners a business for profit forms a partnership, whether or not the persons intend to form a partnership
Share profit: That 2 or more people share the profits and losses of the business - share the economic + financial risk of the business

Presumption: sharing profits is very suggestion of P’ship formation, but not dispositive ( look at substance of relationship (sharing losses? Sharing control? Financially liable for debt?
Profit: sharing of profits (net income = revenues - costs)
Sharing revenue does NOT create a partnership
Shared Control: They also have shared control. All partners will have a say in how the business is run and what the business does 

Veto rights: Only having power to veto decisions (not initiate/approve) is less likely for court to say yes shared control
However, focus on substance over form, b/c if in practice a partner uses his veto power so much that he vetoes until his idea is implemented then court might say yes shared control 

Exam tip: if it’s something creditor often do ( Not suggestive of shared control

Lender asking to be kept on loop & consulted on certain matters

Lender requiring inspection rights

Lender saying you can’t give money/loan to other people before you pay us first 

Formation Cases

Fenwick v. UCC: F and C in p’ship. C was the receptionist and asked for a raise but couldn't afford so he offered to give her 20% of profits and called her a partner. They signed a PA
Fenwick argues that they signed a PA in writing that says partnership agreement on top in bold and that C is getting 20% of profits - and law says that person that shares profits is presumed a partner - it's highly probative
Gov: she retained profits but she didn't retain any control - all she got was profits - she still had the same control and was still just the receptions after she signed PA. Nothing changed in the way the business was run or the power that C had the day after she signed the PA. 
Holding: Presumption that sharing profits = Partner, but must look at substance over form. She only shared in profits, but not in losses, she continued to work as a reception (doesn’t look like partner) Only F was liable for debt. 
In Re Marriage of Hassiepen: After divorce, Kevin marries Brenda. K starts company. Kevin argues it's a partnership w/ Brenda b/c if he is sole ownser he has more money and would have to pay more in child support. There was no PA and K filed taxes as sole partnership (so his conduct toward a 3P made it look like less a p’ship). Court says yes P’ship
Invested $: Brenda invested her own $ into the business- something that C in Fenwick never did - If the business went under - she would lose that money too (Sharing Profits +losses)
Managerial Control: B had a more significant role in the business than C in Fenwick as receptionist b/c B did high-level managerial work 
Martin v. Peyton: PPF agrees to loan $ to KNK for 2 years and in return PPF gets 40% of profits (capped; no < floor of 100K and ceiling of $500K) w/ option to buy equity. Risky deal b/c KNK is financially insolvent. To protect themselves, PPF impose restrictive covenants on KNK Creditors of KNK sue PPF saying KNK is partner b/c of strong presumption of sharing profits = P’ship. 
Holding: PPF not partner. Sharing of profits was really more compensation/terms of loan PPF made as a creditor, they weren’t trying to own firm, but just giving loan. Similar to Fenwick where sharing of profits was just wages. Sharing of profits was just interest for loan b/c borrower was in trouble and it’s just really interest
Sharing of control: PPF seems to have more control than the EE since PPF had authority to veto certain decision of KNK. So PPF had some control/power over how KNK was managed on day-to-day basis. This might seem like yes sharing control, but PPF didn’t have the power to initiate transaction, they could only say no transactions, but they couldn’t say yes. 
Consequences of Forming a Partnership ( Default Rules

Default Rules for Partnership
Each partner can bind the P’ship in Ks and P’ship can also be liable for a partner's tort

Partners owe fiduciary duties to other partners

All profits are shared equally
Losses shared the same way profits are shared (Not always equal if Profit default rule changed)

HYPO: PA states profits shared 60-40, but silent on losses. Thus losses also shared 60-40. 

PA can say share profits 60-40 and loses 50-50 (and that’s ok)

Or PA can say losses shared 60-40 but silent on profits ( default profit rule applies and profits would be shared 50-50 

A person may become a partner only w/ the consent of ALL the partners

Each partner gets 1 vote regardless of capital contribution
Differences of opinion in governing partnership subject to majority vote

No partner can draw a salary for carrying on partnership business

Partners K around all these rules w/in PA EXCEPT for rules involving 3P

All partners are jointly and severally liable for all obligations of the P’ship

Partners are personally liable for any $ owed by p’ship. If p’ship goes under and can't pay, but it owes $, then the partners themselves will have pay their own $

New partners are not personally liable for P’ship’s obligations incurred before joining

8) Partnership K Liability, Management Rights, and Tort Liability
Contract Liability
Ordinary Couse of Partnership v. Not Ordinary Course
Ordinary: Each partner has actual and apparent authority to bind the P’ship for an act carried on in the ordinary course of the P’ship business
Ordinary course: type of stuff P’ship does on day-to-day /regular operation of business
Ex: coffee shop buying coffee = ordinary course but signing new lease [image: image2.png]


 ordinary course
Exception: Unless the P’ship removed the partner’s actual and apparent authority to act w/in Ordinary course of a business through majority rule
Lingering Apparent Authority exists unless P’ship tells 3P they took away P1’s authority
Exam tip: If only 2 partners –would need unanimous vote

Not Ordinary: If not in ordinary course of business, P’ship must unanimously agrees to vest an expressed grant of authority to that indiv partner
Note: there is no Apparent Authority if not in ordinary course of P’ship

Analytic Framework
[image: image3.png]Was P1

Was P1’s A
id 3rd
in ordinar:. ::;'::’Iisliz .‘:Jld 3N l;:ty
course ave Notice

From Act
Part’ship | was p1's Act
Bound Authorized

P’ship
is Bound





Management Rights

Resolving differences

If difference arises inside ordinary course of business of P’ship ( majority vote

If dispute is outside ordinary course of business of P’ship ( consent of ALL partners

Exam tip: Going against the PA is not w/in ordinary course and thus need unanimous vote

Nabisco v. Stroud: S and F in p’ship. They previously purchased bread from Nabisco agent. S told Nabisco p’ship no longer buying from them, but F did anyway. Now Nabsico sues p’ship seeking payment for the bread. S argues F didn’t have express authority to purchase bread even though buying bread was in ordinary course of business, S notified Nabisco that they weren’t buying bread and thus P’ship isn’t bound. Court held P’ship was bound
Summers v. Dooley: 2 partners. P1 wanted to hire a 3rd EE. P2 rejected the proposal. P1 hired the EE but P2 refused to let P’ship funds pay EE. Court held P1 was prohibited from hiring the EE
Nabisco and Summers ( both had pre-existing policy and both were P’ship w/ 2 people
Both cases wanted to walk away from the pre-existing policy and needed majority vote b/c they were both wanting to walk away from policies w/in ordinary course of business
In Nabisco, the pre-existing policy was buying bread from Nabisco

In Summers, the pre-existing policy was we only have 2 EEs and not to hire more
Neither Cases had the majority vote b/c only 2 partners so pre-existing policy remains
Exam tip: If dispute is b/w 2 partners ( resolving differences analysis. If a 3P is suing the P’ship for a contract ( look for apparent authority if w/in ordinary course of business

Partnership Tort Liability

Ordinary Course OR Authority


P’ship as a whole is responsible for tort committed by a partner that acted in ordinary course of firm’s business OR it's doing stuff outside ordinary course but had authority of partnership
The partner is still liable for the tort he commits but so are all the other partner

All partners are liable jointly and severally liable for all obligations of the partnership if p’ship not able to pay
3P Belief: If a third party reasonably believes that the services he has requested from a partnership will be performed in the ordinary course of the partnership’s business, the partnership as a whole is liable for any tortious acts committed in the course of providing those services, regardless of whether others in that profession would consider those services to be an ordinary part of such a business. Whether the third party’s belief is reasonable is a question to be determined on the facts of each particular case. 
Roach v. Mead: When a lawyer borrows money from a client, the lawyer must advise the client to seek independent legal advice, and to secure the loan and check the debtor’s financial status, and must advise the client of the risks of providing a usurious interest rate. Mead’s failure to do these things constitute failures as a lawyer in advising a client, which occurred within the scope of the legal partnership. Berentson is therefore vicariously liable for that negligence, as Mead’s law partner.
Gearhart v. Angeloff: G was shot by A, an owner of the bar, when A was trying to stop a fight that was occurring between another patron and a partner of the bar. 

Holding: Although shooting wasn’t ordinary course of business, maintenance of order in the bar was a normal business activity and thus the P’ship was liable.

9) Partners’ Economic Rights

Economic and Financial Rights of Partners

Overview
Capital Contribution (CC): Partners put $ (or assets) into the partnership to be used in the ordinary course of the P’ship to generate profits. 
Getting Money: Unless the PA specifically says that a partner/ the partners will receive a salary - then Partners not entitled to a salary for their work. 
Customary Ways to get $ include periodic draws or from settlement at dissolution
Periodic Draws: When a partner decides to take $ out of the P’ship for their own personal needs
Some P’ship have a process in PA for draws, others don’t. 
Deciding whether or not to take a draw is matter in ordinary course ( majority vote

If partner draws from P’ship profit ( comes out of their capital account balance (CAB)
Capital Account Balance
Sharing of Profits and Losses w/ Partners contribute Cash
CAB starts w/ each partner’s initial CC ($ or value of asset Partner puts in – which could be $0)

Add shares of profits (Default is Profits shared equally) and Additional CC Made
Subtract shares of losses (Default is shared same way as profits) or draws

Settlement At dissolution: If the business (or all assets) is sold for cash, the proceeds from the sale must be distributed among creditors first and then partners

Creditors get paid first: any money owed to banks, a landlord, or wages to unpaid EE

Partners get whatever is left: After creditors are paid, each partner gets amount in CAB at time + any profits left over from selling the business based on how profits are shared (or Partner will have to personally bear the loss based on how losses are shared) 

Distribution Hypo 1
In Y1, business has $2k of profit. No distributions are made
	
	Kermit
	Fozzie

	Initial Contribution
	$10,000
	$1,000

	Year 1 Profit = $2k/2
	$1,000
	$1,000

	Year 1 Capital Account Balance
	$11,000
	$2,000


In Y2 the business Losses $4,000
	
	Kermit
	Fozzie

	Year 1 Capital Account Balance
	$11,000
	$2,000

	Year 2 Profit = $4k/2
	($2,000)
	($2,000)

	Year 2 Capital Account Balance
	$9,000
	$0


Year 3: Profit is $6k and K and F both draw $1k each. 

	
	Kermit
	Fozzie

	Year 2 Capital Account Balance
	$9,000
	0

	Year 3 Profit = $6k/2
	$3,000
	$3,000

	Year 3 Draw
	($1,000)
	($1,000)

	Year 3 Capital Account Balance
	$11,000
	$2,000


Business sold for $15k. (No creditors in hypo, go to step 2)
Step 2: $15k is left on table. First, pay K $11k, then F gets $2k. Still $2k out of $15k on table
Step 3: Split remaining amount still on table based on how profits are split: Since $2k left on table and profits split 50-50 (default rule), then K gets $1k and F gets $1k. 

K gets $11k (Y3CAB) + $1k (profit) = $12k, and F gets $2k (y3CAB) + $1k (profit) = $3k.

If Business sold for $5k (No creditors in hypo, go to step 2)
Step 2: Book value is $11k+$2k = $13k, but only sold for $5k so there is an $8k loss. This loss is split based on default rule so loss will be split 50-50. 

K is owed $11k, but will get $7k (b/c K has to bear $4k of loss) (Only $5k on table, so will get the remaining $2k from F)

F is owed $2k, but he has to bear a loss of $4k, so he will have to pay the P’ship $2k out of his own pocket. This is how K ends up w/ $7k when only $5k on table.

Distribution HYPO 2
K invest $100, F invests $0 but will be a Partner and get a salary of $40. They agree to share profit 50/50. G agrees to be a creditor and lend $30 to business. In Y1 they end up w/ no profit
	
	Kermit
	Fozzie

	Initial Contribution
	$100
	$0

	Year 1 Profit
	$0
	$0

	Year 1 Capital Account Balance
	$100
	$0


They Decide to sell the dessert store for $120

Step 1: G gets $30 back and F as EE gets paid $40 ( now $50 left on table (120-40-30)
Step 2: Partners get what’s in capital account: K should get $100, but only gets $50 and is missing $50. F now gets $0
Step 3: Allocating capital loss ( since they share profits equally and PA silent as to losses, default rule applies (which state share losses same way share profits) Thus, K and F will share the loss of $50 ( meaning K suffers $25 loss and F suffers a $25 loss
So now F puts that $25 on table and K gets that $25. K ends up w/ $75 (aka a $25 loss on K’s capital account balance) and F should end up with (-$25). However, he got the $40 from the salary so then he will end up w/ $15 overall.
Sell dessert store for $120, but PA now says F no longer gets a salary 

Step 1: G gets $30 back ( now $90 left on table (120-40)

Step 2: Partners get what’s in capital account: K should get $100, but now only gets $90 and is missing $10. F now gets $0

Step 3: Allocating capital loss ( same as before where they share losses equally so they should both lose $5 
K ends up with $95 and F will end up with (-$5).

Sharing of Profits and Losses w/ Partner contributes Services

Majority UPA Default Rule: Service only partners (those who contribute $0 in initial contribution) should bear losses = with other partners
Richert v. Handly: P’ship harvests and sells timber. Only Richert gives initial capital contribution of $26k. Hadley only contributed labor, but he didn’t contribute $ and he didn’t get a salary. Sells company for $14k, and thus Richert is still owed $12k ($26-$14). 
Court followed default rules: profits shared equally; losses shared same way profits shared and thus Hadley had to absorb 50% of loss. So when distributing assets, capital partner should get all money left on table ($14k) and then for both partners share a loss of $6k each Hadley will be out $6k and give that to Richert. Now Richert will have $20k, but overall he too is still out $6k. thus both share loss equally 
Minority Kovacik Rule (CA): Human capital should be valued as capital contribution similar to capital contribution made by $ partner. The partner who contributed $ in initial CC is not entitled to recover from the partner who only contributed services like in Richert
RUPA officially rejected Kovacik (but still default rule in CA)

Policy: capital-only partner is concerned that a services only partner might not have the same motivation regarding job performance/decision if they’re not personally on the hook if the company goes south. 
HYPO: K gives $100, F gives nothing. G creditor gave $30. Sell P’ship for $120. Default rules
Step 1: G gets $30 back ( now $90 left on table (120-30)

Step 2: Capital account: K should get $100, and F $100 (Kovacik human capital = what $ partner contributed) but there is only $90 left on table and $110 missing 
Step 3: Allocating capital loss ( Default rules: share losses equally so they both lose $55 out of the total $110 loss. So F “losses” $55 of labor and ends up with $45 (out of the $90 left over) and K loses $55 of capital and ends up with $45 (out of $90 left over)
Kessler: creatively follows statute while ignoring it based on the party’s intent. Kessler case highlights that you can K around the default rules (Reichart or Kovacik)
Kessler v. Antinora: Partnership to build and sell a residential home K puts up money and A just puts in labor. A not entitled to a salary, just going to receive 40% of the profits. Business does not do well and loses money. 

Court wants to reach the same outcome as the Kovacik. Does not want A to have to pull from his own funds to fund the loss. Court feels Kessler should bear the loss
When you look at the K - the parties have agreed that if there is enough $ to pay Kessler back his investment, Kessler gets paid his investment and then they share 60-40 any profits. But if not enough money to pay Kessler back then nothing happens. The court read this paragraph (and you can agree or not) as the Parties contracting around default rules that parties will share capital losses or really any losses at all. Interpreting the provision in this way allows the court to steer towards that preferred outcome
10) Partnership Property

Overview

A partner does not have ownership rights of a partnership’s property

Partners are not co-owners of any partnership property

Partners can’t sell their proportional rights in the P’ship on any piece of property P’ship owns
Ex: 2 partners own coffee shop and they own 2 espresso machines. I have a 50% interest in P’ship, does that mean I have ownership rights of 1 coffee machine ( No. The machine belongs the partnership, and my interest belongs to the P’ship, but not to the P’ship property. Nor can I sell 50% ownership rights 
What Counts as partnership Property
Assets acquired in the name of partnership

Assets given as capital contribution

If P’ship not named, property acquired by a partner if the document transferring title indicates buyer was acting in capacity as partner

Property purchased w/ P’ship funds is presumed to be  

Property used by P’ship is likely to be deemed P’ship property unless some side K b/w partnership and one partner for the use of a certain asset

11) Rights of the Partner in the Partnership

Overview

Transferrable and Non-Transferrable Partnership rights
Transferrable Rights: Financial Rights - right to receive a draw and right to receive money when the business is dissolved and the assets are distributed – can be sold off to 3P
Non-Transferrable: voting rights, info rights and any fiduciary duty claims against other partners
Duty of Care:
Agency Law: A violates DOC is negligent 
Default Partnership Law: Partner has to act grossly negligently or engage in reckless conduct, or intentional misconduct, or a knowing violation of law

Can lower Default rule in K and say normal negligence breaches duty of care

Exam tip: if partner 1 acting as an agent of the P’ship is negligent, then p’ship is liable for the tort and if P’ship is liable for tort then Partner 2 is liable b/c joint and several liability

Duty of Loyalty
Excess Benefit: Partners can’t try to profit themselves at the expense of other partners or partnership (like agency law) 

Default rule: P’ship Agreement may NOT completely eliminate duty of loyalty. Can contract around, but needs to be very narrow and specific types of transaction agreed to ex ante 

Ex: M v. S: PA could have said “Partners agree any extension of the lease beyond the 20-year term of this venture will be exclusively the property of the managing partner, S.”
Property: A Partner can’t use P’ship property (physical and Intellectual property) for his own personal gain and any money the partner makes using P’ship property belongs to the P’ship. 

Business Opportunities: if a partner can’t take bus opp for himself if it belongs to p’ship. 
Adverse Interest: Partners must disclose any COI during a transaction 
Competing: Partners can’t compete w/ P’ship (can compete after dissolution)
Information Rights: Every Partner has the right to access the books and records of the business. 

Includes: K entered into by P’ship, financial statements and accounting statements 

Partner must disclose following only upon Demand: if a Partner asks another partner about a topic that relates to the P’ship business and P1 actually knows, then P1 has the duty to respond w/ what he knows

Partner has duty disclose the following even w/o being demanded: Info that’s not just about the business itself, but info that fellow partner would need to have to exercise his partner rights (such as info a partner would want to have before voting on a proposal)
Duty of good faith and fair dealing: Duty to act in best interest of P’ship (See Owen v. Cohen) 
Determining if an opportunity belongs to the P’ship/should have been disclosed

Rule: If a bus opp falls w/in the scope of the partnership, then P1 has to disclose the opportunity to the P’ship. If opportunity falls outside scope of P’ship then P1 doesn’t have to disclose 

Meinhard v. Salmon: S executed a lease for a building and him and M had a P’ship agreement When the M/S lease had 4 months left, S signed a new 20 year lease in just his name and S doesn’t tell M. S had duty to disclose bus opp
Policy: P’ship relationship b/w partners similar to marriage. A p’ship should be a separate cocoon where you don’t have to worry and spend resources thinking about how someone will screw you over. Partners have to trust each other and that’s the value of p’ships 

Factors to consider to define the scope of the P’ship/Business opp: 

Geographic location: (M v. S: the fact that this was the same business in the lot right next door makes it look like it was part of the business.) 

Type of business: M/S: P’ship was commercial RE & this opp. was commercial RE
Would be different if bus opp was a different type of RE (residential or vacation)

How did Partner learn of opp: if partner learned of opportunity b/c of work w/ partnership then it's more likely that's an opportunity that was meant for the partnership

Was someone the face of the partnership b/c if so then more likely that any opportunity for partnership would go to face of partnership. S was face of p’ship so made sense a buss opp for p’ship was presented to him. If this opp was presented to M it would have looked more like a personal bus opp than p’ship bus opp 

When is bus opp presented? is opp presented toward end of p’ship relationship?  

Timing matters ( Closer it is to end the more likely it's not p’ship opportunity b/c partnership already dying, and people are looking at what to do later after p’ship is over
Important factor for dissent: This is a 20 year partnership only.
How you define the partnership: The broader the scope of the p’ship, the more likely it is that bus opps will belong to P’ship

Exam tip: almost analyzing scope of p’ship and bus opp at same time.
Scope of P’ship to drill oil only in this plot of land? Or is scope of p’ship to drill for oil anywhere within the entire state of Texas
M/S Dissent argued this p’ship only dealt w/ this building for a certain period of time 

12) Partnership Dissolution
Dissolution and Winding up
Overview

Dissolution: Beginning of the end: Partners stop being partners (relationship of trust is gone), but the business still goes on (coffee shop has to pay rent, pay employees, etc.)
Dissolution just starts the process of winding-up the business. And only after winding up does P’ship terminate
Winding up: Liquidating P’ship’s assets or business (as a going concern) in an orderly manner


Settling the P’ships debts/obligation

Cancelling K + Firing EEs

Dividing b/w the partners the balance (remaining assets/money)

Termination: P’ship ceases to exist (only happens after finishing the winding up process)
Dissolution under UPA (on exam applying CA P’ship law)

How to start dissolution Process

Power: Every partner always has the power to dissolve (and start the winding up process), but not every partner necessarily has the right to dissolve.

Wrongful dissolution: If partner 1 commits a wrongful dissolution, other Ps have 2 options 

Liquidate p’ship property/assets and distribute proceeds to the remaining partners OR

Continue the business until the term is met and pay the bad partner the value of his interest MINUS any damages he caused by his wrongful dissolution
Computing the Bad Partner’s interest: The way we compute it is by looking at value of partnership's assets and then estimate market value and then you pay that percentage to the wrongfully dissolving partner. Businesses are usually worth more than their assets

Right: When a partner has the right to dissolve

Term P’ship: Whatever term of undertaking we had agreed to accomplish has been met
Exam tip: Can be implied. Must be some discernable event in the future where you can say as of today that once that event occurs, the term is met

Loan: If a partner loans money to p’ship w/ understanding that the amount was a loan to p’ship and was to be repaid ASAP then the p’ship is for the term reasonably required to repay the loan. (See Owen v. Cohen
If loan was more like start up capital then more likely it’s the term of P’ship
At-Will P’ship: If the partnership is one that has no term or no specified undertaking then it's an at-will partnership and that means that any partner always has the right to dissolve 

Unanimity: Regardless of type of P’ship (term or at-will) partners can unanimously dissolve

Expulsion of partner per se agreement terms: 

Operation of law: p’ship business is unlawful; a partner dies; bankruptcy of partner or p’ship
Decree by court: partner gets a decree of the court to dissolve the p’ship if:

A partner is a lunatic, or is prejudicially affecting business

Partner wilfully breaches PA, or so conducts himself in partnership matters that it is not reasonably practicable to carry on partnership business with him

Business can only be carried on at a loss

(Other circumstances making dissolution equitable

Cases under UPA for Dissolution ( on Exam applying CA p’ship law
If term met anyone has right to dissolve at any time

Owen v. Cohen: O and C in P’ship. O loans $7k to p’ship to fund p’ship. O and C are supposed to do same type of work. Both paid $50/week. Business does well and then C became difficult to work w/. O brings a suit against C and says C is impossible to deal w/. unclear if P’ship was at will and if at term then afraid it’d be wrongful dissolution. Holding: Term p’ship b/c the term was when they repaid O the loan. Thus O did need to get a decree from court to dissolve

C argued the arguments were small debates that don’t warrant decree of dissolution. Court disagreed b/c these arguments in the agreement were detrimental to the p’ship business.

C severely harmed the p’ship’s business ( monthly reduction in gross receipts that grew worse as the partners’ business relations deteriorated. Under these circumstances, it would be impractical for the partnership to continue.

Cohen’s acts violated his fiduciary duty to act in the best interest of the partnership
If at will anyone has right to dissolve

Page v. Page: 2 brothers HB (P) and George (D) start a linen supply business. Both brothers put in $. Initially, business has losses. D gets loan from a corporation owned solely by P. Then  an air force base move next door (so will be profitable in future) Then P sues to dissolve and terminate p’ship b/c the debt will have to be paid off to HB first (since he is basically a creditor too and during dissolution the creditors must get paid first) and since they don’t have any profits, HB will get the one thing the company does have – assets (AKA HB will get to keep everything).
Holding: not term p’ship just b/c debt owed to 1 partner who hasn’t been paid yet. The loaned $ doesn’t create a term partnership like it did in Owen v. Cohen. There, the situation seemed more predictable in the sense that it was explicit that the loan had to be repaid and that once it was paid back the term was met ( you knew this from the beginning b/c the loan was more like a start-up $. Thus no term and at-will so HB could dissolve
Here, the debt accumulated just like any other debt – in the course of business

The only line you could draw in this situation is that the business must pay back debts but every business has debt
Exam tip: All partnerships are ordinarily entered into with the hope that they will be profitable, but that alone does not make them a term p’ship
The nature of the debt is different – here there was no evidence to suggest as strongly as it did in Owen that there was an expectation from partners that the business would be kept afloat until the debts were repaid.  It wasn’t debt given at beginning like in Owen, it was loan given over time. Loan was also straight credit.
In owen the debt was a check for $. Here the debt was a trade credit, money owed by the business to one of the company’s owed by HB and that debt had been deferred. 

Breach of fiduciary duty: George still has a claim against HB. HB decided all of a sudden to dissolve the company b/c he wanted to appropriate for himself that future growth that woulc come from the air force base. This belongs to the p’ship. All the $ that will be made b/c of air force moving next door and needing the linen, this isn’t for HB to take for himself, this belongs to parternship. So when you dissolve and determine how much each partner gets, the court will include the future value of the air force business. So even if HB is able to kick George out of the p’ship, he will have to pay up a big amount
Dissolution in CA

Right to Dissolve

At Will P’ship: Indiv partners don’t have right to dissolve ( need majority vote of partners

Exception: if at-will, any partner can dissociate and if only 2 partners, then withdrawal of 1 will dissolve)

By terms of p’ship agreement ( AKA Term p’ship, then any partner has right to dissolve

Term P’ship: Whatever term of undertaking we had agreed to accomplish has been met

By dissociation of a partner through operation of law or by wrongful dissociation, unless a majority of remaining partners agree to continue

If a partner dies, P’ship not automatically dissolved, just dissociated. However, the remaining partners need a majority of partners to vote to continue operating 

By unanimous vote of all partners (even if term partnership)

By operation of law due to unlawfulness

By court order: economic purpose frustrated; not reasonably practicable to carry on the p’ship business

When a partner cannot dissolve

Can’t dissolve in bad faith to take a business opportunity for himself

13) Dissociation
Overview

Dissociation v. Dissolution
Under UPA if there were 4 partners and 1 died, then the p’ship would be dissolved and this seemed unfair b/c the other partners were still around.

RUPA and CA creates dissociation as an alternative to dissolution

Dissociation: allows a partner to exit P’ship w/o causing the dissolution of the partnership
Dissociation makes it possible to expel a partner, by judicial decree or by P’ship agreement, or for a partner to withdraw, w/o the p’ship starting the dissolution process

When can a partner dissociate

At will: If p’ship is at will: a partner always has the right to dissociate
Exam tip: a partner never has a right to dissociate before term is met in term p’ship

Operation of law: some events by law lead to dissociation of a partner

A partner who dies, become bankrupt, or incapacitated, is automatically dissociated from the partnership and p’ship will get to continue

Under UPA this would automatically cause dissolution, here it’s only dissociation

Other Partner wrongfully dissociated or dissociated by operation of law: If a partner wrongful dissociates or a partner dies and is dissociated by operation of law – then all other partners have the right to dissociate.

Ex: Partner A B C and D, and A wrongfully dissociates, the partner B has RIGHT to dissociate. Of if A dies, then partner B has the RIGHT to dissociate
Terms of PA: PA can provide for how a partner can be kicked out (BUT CANNOT BE IN BAD FAITH). Can have a process in PA by which a vote of partners is enough to kick a partner out and that partner will be dissociated

Unanimous vote: Under limited circumstances, a unanimous vote of all other partners can kick one partner out and dissociate 1 partner
Judicial decree: A court order can force a partner to dissociate – aka court kicks out a partner
Effects of Partner’s Dissociation

Management Rights

Management Rights: When partner dissociates he loses all management rights

Duties: Duties also are extinguished ( once you dissociate you can start competing
Exception: you still cannot use information that you learned about during your time in p’ship to profit yourself or harm your prior partners ( still duty of loyalty 

Authority: Can no longer bind a p’ship to contracts

Exception: If reasonable for 3P to think dissociated Partner still had apparent authority, then dissociated P can bind P’ship to the K, but p’ship can sue dissociated partner for damages
Dissociation and Liability

Just b/c a partner dissociates from a p’ship, doesn’t mean the partner is no longer liable
All partners are personally liable for obligations of p’ship. If the partner leaves, he is still liable for all obligations in place as of the time he dissociated

The dissociated partner is NOT liable/responsible for any obligations that the p’ship gets after the partner dissociated

Release: a dissociated partner can try to get a release: Go to creditors and say you are leaving the p’ship and say you don’t want to be personally liable and get the creditors to promise they wont go after you. ( would need ALL other partners to agree (prof not sure if need all)
Buying out the dissociated partner (§701)
Once a partner dissociated (aka is gone) he is entitled to get bought out by the p’ship

The buyout price = the greater of P’s share of the value of the assets of the p’ship (liquidation value of the p’ship) or the value of the p’ship as a going concern

The first one is easy b/c you have assets but the second you need an expert and provide an actual value for the business - often the partners will agree and will settle on an offer but in theory you could have an appraiser and an expert come in

Damages: If the dissociation is wrongful, then any damages get deducted from that buyout price

Wrongful Dissociation: if partner wrongfully dissociates before end of term (aka term not yet met) then partner is not entitled to be bought out until term is met
Note: You only do §701 settlement roadmap when dealing w/ dissociation. When discussing settlements of accounts w/ dissolution, you go through §807 whole process: wind up business, pay of creditors, and then look at capital account to see how much each partner gets
HYPO: 2 partners and one wants out. In calculating how much that partner should get, Do we look at section 807 or do we look at section 701? – 
We look at 807 b/c when one partner dissociates from 2 person partnership the partnership is automatically dissolved (b/c need 2 people for a partnership). 
If you had 3 partners and 1 said I want to leave, then it's just a dissociating partner and so you look at 701.
Part Three: Corporations
14) Intro To Corporations

Key Attributes of Corporations

6 Key Attributes

Legal Personality: Corps are separate entities (whereas p’ship not separate from partners)
Corps (through Agents) make their own decisions, they enter in Ks themselves, a corp can be sued or can sue someone, corps own assets and corps pay their own (aka separate) taxes

Separation of Ownership + Control: Unlike P’ship where Partners had manager and cash flow rights, here Corps have different bodies w/ different rights. SHs can’t act on behalf of corp like how Partners could go out and bind P’ship in a K.

Shareholder Economic Rights:
Cash flow rights: have right to receive dividends when they are declared by BOD

Receive pro-rata share of assets if business is liquidated after fixed claims satisfied 

SH Voting Rights (limited): 

SH get to elect directors and they get to vote on some important matters (but very few)

Centralized Management: Board of Directors (as a collective body) will have ultimate control over the management of the corp (SHs don’t participate in day-to-day decisions)

All corp powers exercised by BOD. They manage business and BOD appoints Officers (CEO/CFO) to carry out day-to-day business 
Exam tip: Directors act as agents of the corp  

Directors are bound by certain fiduciary duties that they owe to the corp. and to SH

Limited Liability: SHs are not personally liable for corp acts or debts (b/c corp is separate entity)
LL means SH only lose what they invested in the crop, but no more
LL facilitated passive investment (which contributed to industrialization of country/economy) b/c no longer worried about personal liability 
Exceptions: guarantees and piercing the corporate veil
Liquidity: SHs can sell all econ and voting rights that a share gives them 
Sell Stock: Default rule (can K around)- Can always sell shares of stock to another person

P'ship: can only assign some of your econ rights, but you can't assign management rights

Can restrict transfer of shares --> aka can make it look a little like partnership

Can’t Withdraw, can only sell shares: A SH cannot withdraw it's contribution at will 

If SH wants to get out, they need to sell their shares to someone else (not always easy)
Flexible Capital Structure: Can have different types of stock (different voting/financial rights) 
Tax treatment: Corps are an entity apart from owner - so corps pay taxes on the profits it makes and then when it distributes those profits to it's owners (aka the SH) and the shareholders must pay income tax on those distributions - so 2 levels of taxation

Different Types of Corporations
Corporate Flavor #1: Closely Held Corporation
Small corps: very few SH, they elect themselves to be BOD and appoint themselves officers

If any SH is unhappy or wants to get out, it might have a difficult time finding a buyer for his shares (b/c not lot of info on company) and there is no secondary market
Corporate Flavor #2: Private Corporations

most/some of the SH (especially ones that own a lot) are still involved in running the day-to-day business but may have many passive investors  (Ex: SpaceX – Elon Musk)
Easier than in the closely held corp context - it'll be easier to find investors that are willing to invest or buy your shares b/c there is more info on the comp. (it's bigger, has more investors, has better financial statements, etc)

Corporate Flavor #3: Public Company

Characteristics: Lot of SH shares are liquid (easy to buy and sell stock on secondary market) and 
Inherent Conflict: As increase # of SH, the SH become less involved in management and so then you have a corp being run by a BOD (but these members of the board often own <1% of stock)
Problem: One worry is that these officers and directors have their own objective which might not be consistent w/ interest of corp and of SH (since not financially liable)
In P'ship - partners had incentive to make right decision b/c they would be financially liable
15) Corporate Formation
Steps for Formation

Overview
Step 1: Promoter must come up w/ an idea and do all preliminary work of setting up business: getting suppliers, office space, getting EEs, business plan, find investors etc.
Step 2: Pick a state to incorporate. (Doesn’t have to be PPOB or where you conduct business)
Internal Affairs Doctrine: State where incorporated (regardless of PPOB or where conduct business) = laws that govern the corp’s internal affairs 

Includes: election and qualification of directors, rights of and relations among SH, duties and obligations of the officers and directors; issuance of shares; acquisition procedures, etc

Small Comp: For small companies it makes sense to incorporate in state where they do business. If you will do business in LA and main office in LA. - then it makes more sense to incorporate under CA law - it will be cheaper to get the advice you need

Big Comp: But many businesses chose to incorporate in Delaware 
Internal affairs doctrine plus the fact that many businesses choose to incorporate in DE have given arise to a dominant body of corporate law --> DE corporate law

Internal Affairs Doctrine Exceptions: 
Exception 1: Long-arm statute: CA has this (but it’s controversial and DE says it’s unconst.)
For example §2115 of CA corp. Code says that certain foreign corps that have a certain presence in CA as still subject to some of CA law provision. 
Ex: certain matters that relate to removal of directors, or director standard of care will be governed by CA law. 

Exception 2: Qualification of Foreign Corporations to do Business in a State (more common and not controversial like long-arm statutes) CA has this exception

Foreign corps have to file certain documents w/ the state

Way to make sure there is a local agent of the business that can receive service of process
Formation Documents

Unlike partnership and agency - corp formation has a lot of formality

Articles of Incorporation: After choosing the state for incorporation, must draft the AOI (constitution of corp, the basic set of rules that govern the corp). 

§102 says the AOI (sometimes call Cert. of incorporation or charter) Must include the following: 

Name of corp + indication that entity is a corp – ( inc. corp. or Limited as part of name)
Number and classes of authorized shares

Name and street address of corp's Agent for service of process

Name/address of incorporators

Purpose of corporation 

Ultra Vires Doctrine: corp only had authority and power to engage in activities (ex entering into K) that furthered or was consistent w/ purpose of corporation 

Today: not really an issue b/c state laws allow for a very broad purpose

Amending AOI: AOI can always be amended later, but amending AOI requires a majority vote of the shares, unless the AOI as already written require a higher %
What MAY be in AOI: AOI is where a corp could K around some default rules that apply to corps
After Filing Articles w/ Secretary of State
Draft AOI ( File w/ SOS ( Corp existence begins ( Must hold organizational meeting to: 
Finalize the initial set of directors

Appoint the initial set of officers

Adopt some pre-incorporation contracts (if Ks were entered into)

Authorize the issuance of shares (this is when corp gives shares to that initial set of investors in exchange for $)

Adopt the by-laws - the 2nd constituting document of the corp (every corp must have)

 Bylaws Overview
Deals w/ corp governance issues. How different decision-making processes are made
Ex: Can set the # and qualifications of directors, the different BOD committees and the responsibility of those committee, quorum + notice requirement for SH and board meetings 

Default Rules: if bylaws silent then default rules apply (but Bylaws can K around Default Rules)
Ex: for resolution to be approved by BOD, you need a majority of BOD members present at a meeting to approve the transaction but your bylaws can instead say you need 75% approval. 

Amending bylaws: SH can always amend, but AOI can also give BOD power to amend the bylaws 

16) Promoters

Overview

Promoters are prepping to start a corporation
Promoter: a person who takes the preliminary steps in organizing a corp and acts on behalf of a business before it’s incorporated

Looking for a lease, securing Ks, hiring EEs, etc
Promoter does all of this in a personal capacity, but it’s b/c they will start a corp. soon. 

Promoter is signing on behalf of a future corp that doesn’t exist yet so not acting as an agent 

4 different types of issues w/ promoters

Liability of corp for contracts entered into by promoter (McArthur)

Liability of Promoter for K entered into by promoter (Moneywatch)

Defective Incorp

De Factor corp (Robertson)

Corp by estoppel (Timberline)

Liability of corp for Ks entered into by promoter
Rule: Corp is not automatically liable for K entered into by promoters before corp. comes into existence. For a corp to be liable, the corp must adopt the K.
Adopting a K means the corporation is liable the day of adoption and not the day the K was made (which is the effect of ratifying)

Ex: Promoter enters into K on Jan 1 and corp adopts K on Feb 1 – the K is effective as of Feb 1. If this was ratification it would be effective as of Jan 1

2 ways for a corp to adopt a K
Expressly: having the board sit down and formally adopt a promoter’s K by passing a resolution saying “we (the corp.) hereby adopt this K”

Informally: Done by Action ( think accepting benefits
McArthur v. Times:  Promoters sign K w/ McArthur and then corp formed later. Then McArthur is fired and he sued for breach of K. Said he was entitled to work until end of year. Corp argued they weren’t liable b/c they weren't a corp when K was made and so promoter didn't have authority - the corp wasn't party to K, they never signed K, and person who signed couldn't have authority to bind K since corp didn't even exist. 

Court disagreed: By letting the guy come to work and knowing he was working b/c of the K, it was an implied adoption of the K and thus by adopting the K the corp was liable. The corp accepted the benefit by having him work there.
Also, someone must have been paying him. That knowledge can be attributed to corp itself

Liability of Promoter for Ks entered into by promoter

Rule: Promoters who sign a K on behalf of a corp before the corp is formed are personally liable. A corp’s adoption of a K does not automatically release the promoter from liability
Ways To be relieved of personal liability: (don’t need both, can get either)
Novation: Releasing promoter of K obligation /liability by making the corp the only entity bound by the K ( all parties of the K would have to agree to this
Express language in the K: “This lease was entered into on behalf of this future corp, and at the time this corp adopts this K, the promoter will be released.”
Exam tip: This needs to be very very strong language

Moneywatch v. Wilbers: D entered into a lease agreement with P while he was a promoter for a corp that was incorporated after the lease was signed. D later asked that the name be changed on the lease.  The business defaulted and P sued D personally for the debts.  
The corp. adopted the K - the corp moved into and used the space and thus they adopted the K b/c they got the benefits of the K. Not only that, they paid rent so couldn't say "I thought this was an empty space." So corp adopted the K so for the Landlord that's useless b/c the corp has no money
However, court said D personally liable b/c he signed the lease and there was no novation and no express language in the K itself releasing him after corp is incorporated.
De Facto Corp

Defective Incorporation: Situations where promoters draft + file AOI they mail it, and they believe corp now exists 

Issue: Promoter (thinking they are acting as a Agent) enter into a K for corp, but then find out AOI was defective. Should promoters still be liable in these situations? 
Fairness: No. promoter just unlucky
3 Elements: If the 3 elements met, then a promoter is protected and we see him not as promoter but someone acting on behalf of de facto corporation (regardless of who is the 3P) 
Statute: Statute allows you to incorporate your business (not an issue nowadays b/c you can incorporate any business)

Good Faith: That you tried to incorporate in good faith and comply w/ that statute - we really did try but there was a trivial defect that ruined incorporation – aka Good faith effort
Missing a period is a good faith effort, some states (not all) have even said that drafting a certificate but forgetting to mail it is also a good faith effort
Acted as Corp: Have acted and done business as a corporation 

Exception: this de facto fairness rule does not apply if the promoter was aware that the incorporation effort was defect at the time they entered into the K  
Robertson v. Levy: attempted corp formation goes bad unbeknownst to all, K entered into, corp finally formed, corp adopts K, then corp goes belly up. Now 3P is trying to sue Levy. So period of time where Levy acts as Pres of corp and enters into K on behalf of corp but corp doesn't technically exist. So Levy was really just acting as a promoter of a corp. Corp makes some note payment, but then the company goes bankrupt and 3P sues Levy for the unpaid note
Acted and did business as a corporation - here levy did - he signed agreements as President of company, he always acted as if he was acting on behalf of the corporation

However, this case was in DC and DC eliminated de factor corporations (but DE allows)
Corporation by Estoppel

Rule: Protects SH from personal liability in matters involving defective corporations b/c it would be unfair to allow that 3P to sue the SH on a personal level (available in DE)
Only applies when 3P is a K creditor (people that K w/ corp and corp owes them $ ( like LL).
If the 3P believed they were dealing w/ a corp entity and a SH was protected by LL, then we won’t now all of a sudden give that 3P the personal guarantee it didn’t bargain for

Exam tip: if it's not clear that 3P believed it was dealing w/ corp b/c maybe corp acted like it was a p’ship (See Timberline v. Davenport)- then corp by estoppel doesn't apply and these would be SHs are actually just partners in a partnership

17) When is a SH personally Liable?
2 different ways a SH can be personally liable 

SH liability after proper corp formation

Commits a Tort: When a SH itself commits the tort - if a SH commits a tort while acting on behalf of the business, the SH is directly liable - this is under tort law (not corporate law) 

Piercing the Corporate veil: Situations were a SH did something so bad such that the court decided a SH is personally liable and will ignore Limited Liability 
3 Elements: need all 3 elements
D uses the corp as “a mere instrumentality” (i.e., corp was d’s alter ego

To commit a fraud or other wrongdoing

Resulting in unjust loss or injury to the plaintiff

Exam tip: Not only was the corp form disregarded but it was disregarded for sketchy purposes and so bc of that a 3P suffered a loss and that’s not fair. 

Burden of proof on P to prove piercing the veil + vertical/horizontal piercing

Piercing the Corporate Veil Factors
Factors to show D used the corp as “a mere instrumentality” (i.e., corp was d’s alter ego”

Did D treat corp as if it was not truly a separate, distinct person?

Not Following Corp Formalities: SH created corp, but SH kept acting as if SH was doing business
Commingling of funds: No Separate corp bank account of SH using corp assets as his own to finance personal things 

No proper BOD: BOD supposed to made decisions, not indiv SH, or having no BOD resolutions, or having no BOD meetings w/ minutes and records

Undercapitalization: Situations where the shareholders don't put enough money into the corp to begin with or not having enough $ to pay obligations in general. You are supposed to properly capitalize your business and put enough $ into it so corp can pay expected debts as they come due. If you undercapitalize the corp, then courts will think you are pulling a fast one to exploit limited liability -
Fraudulent representation to 3P about Corp finances: 
Use of corporation to promote fraud or injustice or illegality
Baatz v. Arrow Bar: P was hit by a drunk driver and sued the bar that served drinks. P sued SH under respondeat superior. However, corp didn’t have enough $ to cover suit so P went after the SHs under theory of piercing corporate veil. This case is an ex of situation where EE is liable for serving drinks, corp is liable as ER, and the next level is to see if SH are personally liable.
Classifying Piercing the Corporate Veil Cases

Identity of the Plaintiff
Voluntary (Contract) creditors ( focus = corp formalities
Courts less friendly/likely to pierce the veil unless corp formalities weren’t followed
Policy: banks, landlords, counterparties get to do their due diligence before signing a K and these voluntary creditors knew what they were getting into ( they knew they were dealing w/ a LL entity and they could have protected themselves ex ante and asked for a personal guaranty from SH but they chose not to. 
Involuntary creditors (tort victims) ( focus = undercapitalization
Policy: Courts tend to be more lenient to being open to Piercing the veil ( usually tort victims are more helpless and it’s easy to feel sorry for them

Identity of SH (and # of SH)

Closely held v. Publicly held: When only have 1 or 2 SH then maybe PCV makes sence b/c these 2 people treat the corp really as their extension

But it’s hard to treat a corp as an extension of 1,000 different people

Corp SH: When a corp is a SH – courts are more likely to pierce
Mechanics of Piercing the Corporate Veil when SH is a corporation
EX: SHs own stock in GE and GE is parent corp that doesn’t do anything except own 100% of shares in subsidiary companies (GE Aviation, GE Capital, GE Energy, GE Lighting). GE Capital also owns stock in GE Rail Services and GE Capital Aviation Services. The subsidiary companies actually operate and conduct business.

Parent Protection: So GE itself is protected by LL so GE itself would not be liable for the obligations of GE Healthcare or GE Capital, etc. 
Public SHs: of parent company GE also protected by LL. (Even if can successfully PCV from GE Aviation to GE, the public SH of GE still won’t be personally liable of obligations of GE)

Subsidiary Protection: 1 subsidiary is protected from the debt of its brother subsidiary.

GE Capital is protected by LL for obligations of GE Aviation (even though they have the same parent company)
Vertical Piercing (Parent/Subsidiary Piercing)
To PCV and make a parent corp liable for a subsidiary obligation would have to argue the two were really the same person acting as 1. Parent corp never treated subsidiary corp as separate person ( treated it as extension of itself
Exam tip: GE Capital Aviation Services if wanted money from GE - would have to pierce the veil for GE Capital first - and then they could try to pierce the veil for GE
Factors to show a parent company and subsidiary company were really the same 

Common directors, officers, business departments

File consolidated financial statements, tax returns

Parents finances the subsidiary (pays salaries and expenses of subsidiary)
All subsidiary business is given to it by the parent

Daily operations are not kept separate

Subsidiary doesn’t observe corp formalities
Subsidiary operates w/ grossly inadequate capital
Horizontal Piercing (Enterprise Liability Doctrine)

Can GE capital be liable for obligation owed by GE Aviation? 
Horizontal Piercing: whether these 2 subsidiaries have really been acting as a single business 

Whether the companies are all working together: Look at their name, offices, address, do they have the same directors, do they give each other business, share $ b/w them, are they artificially divided but they need each other, and are they in the same line of business.
Exam tip: if GE capital doesn’t have enough money, then you would have to go through the same piercing process to go after GE Healthcare, GE energy, GE lighting, etc

Walkovszky v. Carlton: Taxi Driver (M) hits W. M is just an EE and the taxi is owned by Seon Cab Corp. One SH (C) had lot of shares. Turns out C owns many cab corporations.

Step 1: Agency Law: Seon was Principal and M was Agent (more specifically M was EE)

Step 2: Seon didn’t have enough assets/$ to satisfy the claim. So W tries to go up the ladder. 

Vertical Piercing: W Loses b/c C followed corp formalities and treated corps as separate.
Horizontal piercing: All these cab corps are really the same –1 big business artificially divided and acting as 1 single unit. Thus, a sibling corp should be liable for debts of other sibling
Not 20 companies w/ 2 cabs each w/ same insurance policy, it's just 1 company w/ 40 cabs. Doesn't really seem like you can only run a taxi company w/ 2 cabs. Cabs all park at same place, cabs have same phone number, they companies have same EEs (one day M drove for Seon Cab and next day he drove for cab corp #2)
Piercing the Corporate Veil and Creditor Problems
Issue ( Creditors get paid first
A tort victim sues a Subsidiary company who doesn’t have enough assets to pay its obligation and so the victim PCV to get $ from the parent company. Like GE ex above, parent company owns nothing except for Shares in subsidiary company. Tort victim will PCV to make the parent corp liable for Subsidiary corp 1’s obligation, but all the parent company has is shares in subsidiary corp 2. Thus, the tort victim will take all the shares of Subsidiary corp #2 and then can decide to sell all the shares in an attempt to get the $ he is owed. 
Exam tip: Vertical Piercing Alone of a Parent Corp who only owns 100% of another subsidiary does not make the plaintiff a contract creditor of Subsidiary Corp #2. It only entitled the Plaintiff to access the Parent company’s assets (which are just shares in Subsidiary Corp #2) and all plaintiff can do is try to dissolve Subsidiary Corp #2 
Problem: Creditors get paid first. Subsidiary Corp 2’s creditors will get paid first and then the tort victim only gets what is left on the table. 

HYPO: Altria owns nothing except 100% of shares in Phillip Morris and Kraft. Victim sues PM. PM has to pay $90B. Victim will use vertical piercing to make Altria liable for PM’s obligation
Horizontal Piercing fails b/c Kraft and PM aren’t the same business different products (cigars and cheese), different financing, and different employees
Vertical Piercing: Altria owns nothing, so now Victim will only be able to get shares of Kraft. Victim can try to dissolve Kraft to get $ he is owed. However, Kraft owes $90B to creditors, so amount Victim can get will depend on how much he can liquidate Kraft for

If Liquidate for $80B( Creditors go first, then nothing left on table for victim
If liquidate for $100B ( Creditors get $90B and Victim gets $10B

If liquidate for $140B ( Creditors get $90B and victim gets $50B

Solution ( Reverse-Triangular Piercing

A way for creditor of Subsidiary Corp #1 to become a creditor of Subsidiary Corp #2 (and get paid first along w/ creditors rather than having to wait for whatever is left on the table)
Step 1: Vertical Piercing from Subsidiary Corp #1 to Parent Corp 

Step 2: Reverse Piercing From Parent Corp to Subsidiary Crop #2

Exam tip: Same analysis as if trying to PCV from Subsidiary Corp 2 to Parent corp
Not saying that subsidiary Corp 2 owns Parent Corp (it’s still just a way of PCV)

HYPO: If tort victim successfully did reverse-triangular piercing, then he would become a creditor of Kraft and would be able to be first on the list to get paid along w/ creditor

If victim liquidates for $80B, then debt holders get paid pro rata and here only 2 creditors so victim gets $40B and creditor #2 will get other $40B.   

18) Roles and Duties in Corporations

Roles and Duties of Directors and Officers

Management Rights and Agency
Board Functions: management rights are vested among BOD. 

BOD meets, vote, and passes a resolution, and grants authority to an officer to carry out the day-to-day business and then BOD supervises officers
Ex: Could give actual express authority "we hereby give you authority to buy this"

Can have apparent authority - and actual implied authority

If BOD appoint someone to be treasurer - then they will have authority to do whatever treasurers do for a corp 

BOD Composition

BOD has to have real people - # doesn’t matter (thus a corp can't be a director,)
# of directors and whether there are other qualifications - this will be in bylaws

Directors don't need to be shareholder in corp that they are director (but can be)
Directors can be insiders or outsiders/independent directors
Insider Directors: members are part of management team (CEO also member of BOD)

Outside Directors: Directors that have no connection w/ corporation 

Distinction is important b/c role of BOD is to supervise management and if BOD is composed of management, then you’re asking BOD to essentially monitor themselves 
So having outside directors is good. Public corps need a majority of directors to be outside director for this reason. 
Authorizing a transaction
To authorize a transaction: Must have a valid meeting w/ (1): quorum (certain threshold # of members) and (2) approval must be valid. No legal effect if no quorum and if approval not valid. 
Quorum Default Rule: Majority. If BOD of 5 people, then need 3 people to be present at meeting for quorum

Exam tip: don’t need to be physical present to count for quorum ( can participate by phone/Zoom as long as you can be heard and can heard
The AOI and bylaws can change quorum number (can increase or decrease % of board members to be present for quorum)

Valid Approval: Need majority of BOD members present to approve a resolution 

HYPO: 5 directors and only 3 show up and 2 vote yes and 1 votes no

Quorum ( yes 3/5 (default rule of majority of members = quorum) 
Valid approval: yes b/c majority vote out of people present (2/3). So even though 2/5 isn’t majority, the rule is majority based on people present at specific meeting
Inherent Problem w/ BOD 
BOD has all the management rights over a corp.

Problem: how do we make sure that the people we are appointing to run the corp actually make the right decisions. Answer: Through Fiduciary Duties

In a p’ship- the decision will be the right decision b/c the partners are financially liable
But here, when you have a board - there is a separation of ownership and control. So those making the choices- don't really bear the cost of those decisions 

How do we tell directors how to do their job – 2 main things
SH Primacy Rule: Directors need to be given a goal and that goal is typically to do what’s best for the SH (maximize profits). Even though there are competing interest at play: EES, community, etc, the BOD does what’s best for SHs 

Dodge v. Ford - court says a corp keeping that $ and not paying the dividends might be inconsistent w/ SH wealth maximization

Business Judgement Rule: Give BOD ample discretion in choosing how to attain this end

19) Business Judgement Rule and Duty of Care and Duty of Loyalty
BJR Overview

BJR Definition

A SH might want the BOD to be personally liable if corp lost $ b/c of a transaction BOD approved or a SH might want an injunction to stop BOD from approving a transaction

Business Judgement Rule: Rebuttable presumption that court won't second guess judgment of board. We assume they are acting that members of board acting in informed manner, well intention and they are clean of any potential biases when making a decision.
The court won’t ask if BOD made a “good” business decision  
As long as the end is the right end – we leave the means up to the board and the court won’t care unless the BOD breach fiduciary duties
Note: BOD members’ discretion is also limited by the fact that SH can vote them off of board

Overcoming BJR and Duties

Can overcome the BJR presumption when the BOD breaches a duty of care or duty of loyalty

Burden of Proof: challenger has the burden of proving BOD breached a DOC or DOL
There are 6 situations when the court overcomes BJR

Board wasn’t informed in making a decision (duty of care)

Fraud/bad faith/illegality (duty of loyalty)

Lack of business purpose / waste (duty of loyalty)

Failure to oversee Corp’s activities (duty of loyalty)

Conflict of Interest (duty of loyalty)

Transactions involving Corporate Opportunities (duty of loyalty)

Duty of Care
Grossly Negligent: Board wasn't informed in making that decision

The BJR presumption doesn't help uninformed decisions - so if challenger can show that BOD was grossly negligent, that they didn't inform themselves of all material information available to them before making a decision then the BOD is not protected by BJR b/c they breached DOC
Exam tip: Things to look at to see if BOD was informed in making a decision

Magnitude of Decision: how big/important is this decision? 
Engagement from BOD: For bigger decision - you need more engagement from board not just time but in terms of reading the agreement, being proactive and asking CEO how agreement was negotiated, what were motives around agreement, how did you come up with the figures

Kamin v. Amex: Amex bought stock in DLJ for $30M, but 3 years later it was worth $4M. SH upset b/c Amex gave the $4M stock to SH as dividend, bc SH wanted them to sell stock so they would have a capital loss and then they could have saved $8M in taxes from capital loss.
BJR protected BOD’s decision. Maybe wasn’t best choice, but court say need more than simply “bad” business decision.
If the board never discussed the tax implications as one of the possible courses of action then court might have overcame BJR presumption. But in this case, BOD was aware of tax benefits of selling - but held that then their net income would be lower and they didn't want that and court said BOD was entitled to make that decision

Smith v. Van Gorkin: Jerome Van Gorkom is the CEO of TransUnion and he owns 75K shares, Which is worth $2.85M at current price of $38 a share. VG is nearing mandatory retirement. Donald Romas is the CFO and he knows the financials of the company. Pritzker: he was in the business of finding undervalued companies, buying them and then selling them off

The Transunion stock was trading at $38 a share. Some people believe $38 was too low b/c of tax credits they couldn't exploit. Pritzker want to buy it quickly at $55 and gets VG to promise that he won't talk to other people about this and won't get a 3P into the mix

Issue: Was BOD informed when they approved the MA. Holding: BOD was personally liable for approving this merger. They breached their duty of care to the corp and it’s SH

Time: Merger was only discussed at 2-hour long meeting - didn't consider it fully - 2 hours isn't much time to discuss merger of this size. 
Engagement: BOD wasn’t engaged. Didn’t ask where #s came from, who came up w/ the figures (no outside advise re: valuation), and BOD didn’t even read the agreement

BOD Arguments: 

Price above market: stock price was $38 and after this transaction SH now get $55 a share. 

Why isn’t premium enough? b/c not factoring in good-will of business, tax credits, intangible assets the company has. It wasn’t clear what the $55 figure captures. Existence of premium alone is meaningless b/c not clear if that premium could have been higher and we won’t know b/c BOD didn’t ask VG how him and Pritzker came up w/ that $55 figure. So not clear BOD captured all the value it could have captured for SH

CEO praised the deal: Board required to rely in good faith on reports made by officers and they relied on report from Van Gorkom. But they actually rely in good faith b/c they didn’t even look at his report, just relied on his oral report. You must ask questions and can't just blindly rely - must be in good faith - you have a duty to inquire why is $55 good

No other Bids: No one else bid and so BOD argued that if SH was right and this $55 bid was bad, then there would have been a line of people willing to bid $60 and that didn’t happen so that tells us $55 is a good price. Problem for BOD is that way in which the deal was structured was that Pritzker got VG to agree to not allow any 3P bids and made it expensive for 3P to come in and try to outbid Pritzker

How could BOD have made sure they are getting the best deal for SH?

Get a fairness opinion- you bring an outsider in to value the company and that independent 3P can tell you the fair value of the shares of this company

Or they could have opened up the buying of the company up - bring other potential buyers and then if $55 isn't good enough - someone will pay $60

But Van Gorken couldn't do this b/c they promised pritzker they wouldn't do this - so they tied their own hand

Aftermath of Van Gorken Case 
Feared that fewer people would be director b/c worried they would be exposed to this kind of liability (when that was whole point of doing a corporation) so corporations were starting to leave Delaware to go where they weren't liable ( so DE legislature amended the DE Code
§102(b)(7): this allows AOI to include a clause that limits the liability of directors

Directors won't be personally liable to corp for breach of fiduciary duty for duty of care 

§102b7 Ex from Uber AOI: “The liability of the directors of the Company for monetary damages shall be eliminated to the fullest extent under applicable law.”

Similar to how P-A relationship allows them to K around Duty of Care
Exception: §102(b)(7): ONLY covers breaches of duty of care, NOT Duty of Loyalty
However, can have a § that says if the law is amended to allow 102b7 to include duty of loyalty then that’s included under AOI’s understanding “fullest extent under applicable law”

So director who breaches duty of loyalty still liable even if this provision is in AOI
Other way to protect directors from being personally liable
Indemnification: If the director is liable (b/c sued by 3P), then the company can say in K they will agree to pay for the director b/c of a decision the director made in his capacity as a director  
If the director gets sued and defends himself and win -then comp. must indemnify the director (Ex: legal costs must be reimbursed by the company)

If director gets sued and loses and has to pay – then indemnification is not mandatory and the company may indemnify the director by K, but here whether the comp. can indemnify director or not depends on whether the director liable to copany itself or 3P

If liable to company (Van Girken case) – then company cannot indemnify director unless court allows

If director is liable to 3P – then the company may idenmnify the director as long as the director was acting in good faith
Insurance: corp can purchase director and officer insurance – these are policies that would cover liability that directors might end up incurring if they breach a fiduciary duty 
Duty of Loyalty 

Action taken by board was illegal, in bad faith, or through fraud

Bad Faith: keeping dividends away from SHs

Dodge v. Ford: Ford owned 58% of Ford Motor Co (he was a controlling SH). The Dodge brothers owned 10% and are not on BOD (so involved w/ management). One year FMC stopped giving SH dividend b/c they wanted to use the profits for expansion, but SH said stop expanding and give us our dividends. Why did Dodge Bros want the $ - they were planning on leaving and taking the money to build their own company - kinda why ford didn't want to give them a dividend (if p’ship Dodge couldn’t do this b/c of duty not to compete and would breach duty of loyalty but in corp SH can compete against corp they own shares to. SH don’t owe a duty to corp or other SHs)

Courts overrules BJR presumption b/c says you cant run a company incidentally for profits: must run company to benefit SH and b/c court said it was an abuse of discretion and bad faith to have so much $ but to not pay out dividends.
Illegal Action: EX: If BOD authorizes paying of bribe - that decision isn't protected by BJR - b/c it's illegal and then the directors might be personally liable. 
Lack of rational business purpose (waste)

This isn't very common. Situations where the corp enters into a K and the terms of the K are very 1 side (favoring other side, and not the corp) - so 1 sided that no reasonable person would believe there was adequate consideration and thus it was a waste of corporate assets 

Exam tip: When you see these - it's often tied to a conflict of interest 

Board failed to oversee corporation’s activities (Duty of Loyalty)
Duty to oversee corp = originally duty of care (but changed after §102b7)
Rule: Can’t bury head in sand. Members of BOD have a duty to keep apprised of what was going on in the corp. Accepting position on BOD carries certain obligations:
Understand: Must understand basics of the business (if not you can’t discharge your duty)
Monitor: Must get a basic sense of what your management is doing

Financials: You should be able to read/understand financial statements
Double Check: Can’t blindly rely only on what officers say ( must have a way of double checking the info 
Inquire/Resign: If see shady stuff, inquire further and object; and if can’t stop it, then might need to resign to protects yourself from liability and is a signal to SH something is wrong
Francis v. United Jersey Bank: Pritchard & Baird was a brokerage company that found insurance for insurance companies. They took $ from 1 insurance company and held it in trust and then would buy the necessary insurance policy from another comp. Found of P&B dies, and leaves corp to widow and 2 kids. Widow doesn’t know much about business, but she is still a SH and a member of the board. The 2 kids are ones really managing comp. Kids end up stealing $ from the trusts and then $ runs out of the trusts. Widow’s estate gets sued b/c argued she had a duty to at least be basically involved and she was completely hands off

Holding: Widow argues she didn’t know what kids were doing and she didn’t understand the business. She could have read the financial statements to figure out something bad was happening, but she never bothered to read them b/c she didn’t understand them. Court says Widow violated her duty to be informed b/c she was completely hands off when she needed to be informed, monitor have oversee the corp. 
Road to Caremark Duties and Compliance w/ Law
Compliance w/ Law: When a corp violates the law, not that corp broke the law it’s that an Agent broke a law (b/c a corp is just a piece of paper) and then question is should the BOD be liable? 
Main Q: Does the duty of oversight mean that the BOD must have a program that will educate EEs not to do X but also to alert the BOD when an EE is violating X?
Old Rule: Graham v. Allis Chalmers: BOD only needs a compliance program once they find out EE breaking law, then need to have a program in place. However, BOD not liable for that first legal violation b/c they didn’t know they had bad apples
Road to New Rule: Caremark Duties: Now court says as part of your duties, you must have a program that gives you the BOD access to info about what’s going on in the comp. Problem was that this was still analyzed as duty of care (which was a problem b/c of §102(b)7
Caremark duties now under Duty of Loyalty umbrella 
Caremark Duties/Requirements: if BOD doesn’t have proper oversight system or if BOD has a proper system in place but doesn't pay attention to it or digest the info they get from that system, then BOD breaches the duty of oversight 
Stone v. Ritter: Court rephrases oversight duty as “not acting in good faith” which is a duty of loyalty issue and thus BOD can’t be protected by §102(b)7. Held that BOD was acting in bad faith b/c they knew certain laws applied to the corp and so it’s a major part of the business to make sure they comply w/ those laws. 
Policy: BOD now has an incentive to follow the Caremark duties b/c they are no longer protected by §102(b)7 and they can be liable. By giving BOD members an incentive, you can make sure they are more alert and prevent any malfeasance by agents. 

Marchand v. Barnhill: Ice cream company wasn’t complying w/ health and safety laws. Had a system in place to check for violations, but no system in place by which they got periodic information about any problems in different manufacturing factories. There were positives tests of disease in food but board didn't even know the extent of the disease outbreak b/c they didn't have a system in place to get reports of what was going on. They deferred to management to deal w/ it, but that's not enough when you're the BOD. You need to make sure you know.
Conflict of Interest

Step 1: Was there a conflict of interest giving rise to DOL

If no COI, there’s no DOL issue and revert to BJR presumption

Burden of proof: Burden is on challenger to establish the transaction is tainted by COI

Direct Interest Transaction: Directors Ks w/ a corp while he is on the other side of the K in a personal capacity. Ex: A Director of corp sells a plot of land he personally owns to corp 
This is a COI b/c we wonder if corp is actually getting a good deal. Would they have gotten the same deal if they dealt w/ anyone? We are concerned that the director is trying to get a good deal for himself and that he is no longer acting in the corp’s best interest
Indirect Interest Transaction: 3 types 

Director of corp 1 is also an owner of corp 2. Two corps enter into a K (not direct interest transaction b/c director not involved in personal capacity) ( still COI b/c corp 1 entering into K w/ a corp 2 and director of corp 1 has a financial stake in corp 2. Worried if corp 1 is getting a decent deal or not
Director of corp 1 is also a director of corp 2 (no financial stake in corp 2) ( still COI b/c this director has divided loyalty, he owed a duty to corp 1 and a duty to corp 2 and these entities are contracting w/ each other (this is true even though he has no financial stake)
Corp 1 enters into K w/ person related to director of corp 1 ( COI b/c of this personal relationship and we are worried if corp 1 is getting a fair deal when contracting w/ a relative of someone on the BOD of corp 1. 
Step 2:  Cleansing

When the BOD is approving a transaction that has a COI, the BOD can cleanse the conflict and thereby protect the transaction from a future challenge by a SH

2 ways to cleanse a conflict

By vote of disinterested directors

By vote of SH

Effects of Cleansing: After cleansing the duty of loyalty issue disappears and the
Exam tip: If a transaction has been cleansed, SH trying to challenge the BOD’s transaction must find another way to overcome the BJR presumption

Vote by disinterested director: Need majority of the total disinterested directors (not just of disinterested directors present at that meeting) to cleanse the conflict 

Disinterested director: no direct or indirect interest in transaction that’s being analyzed
Note: the disinterested directors must be aware of full nature of conflict before voting to cleanse the conflict 

Even though the interested members of board can't vote to cleanse the conflict, they can still go to meeting b/c their presence counts toward quorum and they can vote to approve the transaction in general.
HYPO: Ex: 5 members of board: D, A B C and E. Transaction: corp buying plot of land from D. Only D A and E show up. A and E vote in favor and D abstains

Issue 1: Was there quorum ( yes b/c 3 out of 5 show up - so majority present and default rule if nothing else in bylaws - then majority is enough

Exam tip: Even though D is part of the COI his presence still counts for the quorum

Issue 2: has the purchase of land been approved- was it a valid corporate act

Answer: Yes b/c in the meeting where there was quorum and a majority of those present voted in favor of the transaction

Issue 3: has the conflict been cleansed?

No - b/c to be cleansed you need a majority of disinterested directors to approve transaction. Here there are 4 disinterested directors: A B C and E, but only 2 out of the 4 disinterested directors voted in favor and that’s not a majority (Go to step 3 below)
Cleansing by SH: Can have disinterested SH cleanse the conflict. 
Exam tip: if SH cleanse, it gets rid of DOL issue and any potential duty of care claim
Vote by SH is more important in context when there is a controlling SH
But sometimes it takes longer to get SH to vote and you might need answer quickly

Step 3: Fairness (independent of cleansing mechanism)
Even if the BOD authorizes a K w/o cleansing the COI, the BJR presumption will apply if the terms of the K were fair at the time the K was entered into. If they’re not fair, the K is voidable
If the terms of the K w/ a COI are fair, BJR applies and SH will then have to find another way to rebut BJR. If terms not fair, then the K is voidable.
Ex: If COI present and at time of K, land was worth $10M and corp paid $10M, but even if 5 years later the land is worth $5M then doesn't matter and not void b/c K was fair at time
Burden: P must establish COI existed, but then burden switches to D who must prove the K w/ COI was a fair transaction. Then burden shifts back to P to find another way to rebut BJR
Hallmarks of fair transaction: If COI is established, courts examine the substance of the K
Normal type of K for this corp? Is this the type of transaction that the corporation would do in it's normal course of life. 

Procedurally fair? how the transaction was presented and approved by the BOD

Who approached for agreement, who negotiated agreement, you look at process

Try to figure out how involved and how important was the conflicted person. What was that role of the person in accepting, approving, and negotiating the transaction

Substantively Fair? look at the terms. Are these terms the same that the corp would have gotten if obtained by anyone else in the market. Are the terms similar to terms of similar K

Bayer v. Beran: Corp wants to distinguish their product from others on the market. try to advertise on the radio. They decide to do an Opera show on the radio to advertise. Problem: CEO of Corp wanted his wife to be the Opera Singer. 
COI: Indirect Interest: corp has entered into an K w/ a 3P who is the wife of a board member 

Was Transaction Fair: BOD went to 3P agency to say opera was a valid way to advertise.  BOD had been thinking of ways to market their product and BOD had decided opera was the right way. K made sense b/c it served the business purpose of the corp. Also the K wasn't negotiated w/ the husband. They used an outside consultant. The outside consultant was the one who transacted w/ the actors. An arms-length transaction. Pay was similar to pay folks got in market for this kind of work. Thus process and terms negotiated seemed fair 
Also couldn’t argue BOD breached the duty of care b/c they didn't inform themselves adequately or something b/c BOD did the research and hired an outside consultant

Transactions involving Corporate Opportunities (Duty of Loyalty)

Corporate Opportunity Doctrine
COD: An officer can’t appropriate any business opportunities for himself if it belongs to the corp 

If CO, director must present it to the corp and give them the opportunity to accept or reject it. Only if the corp rejects the business opp can the director take it for himself
If don’t present CO to corp first, the corp can sue you and take $ you made from the opp

If not a CO, then director (or officer) can take the business opp for himself
Factors of a Corp. Opportunity?

Line of Business Test: The nature of the opp (is this the type of stuff the company does?) 

Some courts - is this what company does right now
Other courts - well not what comp does right now, but is it something they were planning to perhaps do in future b/c if answer is yes then it's a corp opportunity

Some courts might say - not whether they do it now or whether do in future - it's whether they could do this stuff if they wanted to - can they use their assets to exploit this opp?
I sell hamburger and this is opp for chicken burger - they could use my assets to make chicken burgers –
Source of opportunity: how did the fiduciary learn of the opportunity?

Was the director working in his capacity as a fiduciary? Did 3P disclose to the fiduciary w/ expectation that the fiduciary would then relay the info to the corp?

Note: However not everyone who tells a fiduciary an idea has their corp in mind - could be they wanted to deal w/ director b/c of his own personal knowledge / contacts etc

Ability of the corp to exploit the opportunity: Was the corp in a position to take the opp or not?
Did the company have money? If comp had no money to take it then not corp opp b/c corp wouldn't have been able to take opp even if wanted it to

Legal constraints - corp might not be able to take the opp b/c could violate a law (maybe monopoly law) or some other law

3P doesn’t want to deal w/ corp:  3P has no interest in dealing w/ corp. He only wants to deal with the fiduciary

Broz v. CIS: Broz was sole owner for RFBC and also a of director for CIS. Both in cellular telephone business. Makinac is selling a license (the right to a cell tower in Michigan) and they hire a broker (Daniels) to sell the license. They want to sell the license to RFBC b/c Makinac's license to a tower is next door to RFBC's cell tower also Makinac knew CIS was on verge of bankruptcy. CIS was also selling their licenses and not really in a position to buy licenses. So made sense to reach out to Broz in capacity as RFBC. CIS has been losing business, selling assets, and getting out of cellular business in this area. So for Daniels, contacting CIS is a waste of time, but Broz’s other business isn't bc it’s still active in the region.

Broz even informally told CIS about it and said they couldn't afford it. CIS then decided to sue Broz and says he took that license and bought it without formally presenting it to the board of CIS and the board never rejected that opportunity

So Q1: Was the license a corp. opp. b/c if not then we are done w/ our analysis

Line of Business: Was license in same line of business of CIS? Yes, both in cellular business. However, CIS was divesting assets/ license so looks like they are getting out of the business and going is to a very different place

How did Broz learn of opportunity: he learned of opp wearing his RFBC hat - he was contacted by Daniels b/c Daniels believed that RFBC would be interested in buying the licenses. So he wasn't approached b/c he was a director of CIS

Financial Ability: No they were selling licenses b/c they were bleeding out money at this time. So even if they wanted to, CIS would have been unable to take the opportunity

Holding: this wasn't a corp. opp that belongs to CIS and Broz can take it w/o disclosing to CIS

If it was a corp opp, it wasn't clear if Broz’s presentation to BOD was formal enough. Broz was very informal and here that was fine b/c ultimately it wasn't a corp opp

Contracting out of corporate opportunity doctrine

Can K around COD in AOI and have a section where corp reject corp opportunities before hand ex ante so that you directors/fiduciaries can take those opportunities w/o asking corp first. 

Note: has to be very narrow class of opportunities 

Rationale: Young corps want people who know the industry and have contacts w/in industry and those people have opportunities given to them all the time. If they have to go through this big process before taking any opp then they might not join b/c not worth the hassle.

20) Controlling Shareholders and Fiduciary Duties

Overview
Controlling SH (CSH) Inherent Problem

CSH = a SH that owns enough shares of company that they get to choose who sits on board and essentially gets to tell board what to do "if you don't do what I want, then I can make sure that I vote you out next year." (b/c CSH elects a majority of BOD)
Concern: CSH will force BOD to benefit CSH at expense of rest of SHs (the minority)

Majority-Controlled Subsidiary: a parent corp owns >50.01% in the subsidiary corp

Minority Controlled Subsidiary: When a corp has a parent corp that doesn’t have >50.01% stock to guarantee control, but they still have enough stock (20%+- but depends on facts) such that when the rest of the stock is owned by many SHs. 
Although parent corp’s stock isn’t enough to guarantee control like a Maj. CS parent, for this parent corp to lose they would need all the other SHs to come together and vote against them which is difficult when the remaining % is spread among so many different SHs
How to Determine if a SH is a Controlling Shareholder

Single Class of Stock: focus on # of shares - if more than 50% then yes this is a CSH
<50% stock: If less than 50% then you have to look at who else owns shares in this company b/c if all the other SH each individually own less than 1%, then owning 30% looks substantial (b/c compared to people who own less than 1%)

Past Behavior: Can also look at how company behaves in past - does company typically do what this potentially CSH wants it to do? If yes then maybe CSH

Electing BOD: Does this SH get the board elected every time - then yes maybe is CSH
Dual Class Structure: Ex: Class A Shares = 1 vote each (300 shares total) and Class B shares get 10 votes each (100 shares total)
Ex: Founders keep all Class B shares; sell all Class A shares. Founder has 25% of dividend rights (100/400 total shares for Class B) & public has 75% (300/400 total shares for Class A). But with voting rights it is different b/c there are 10 votes for each share in Class B, so founder has 77% of voting rights (10*100 = 1,000 voting shares and then 1000/1300=77%). Class A’s shares only come with 1 vote each so public only has 23% voting rights (300 voting shares and then 300/1300 = 23%). Thus, founder can retain control. 

CSH fiduciary duties to other SHs
Overview

Generally a SH acting as a SH owes one another no fiduciary duty (See Dodge v. Ford)

Exception: 
Closed Corps (corps where very small # of SH and corps that look more p’ship)
CSH: if there is a CSH, they may owe fiduciary duties to minority SHs
Controlling SH and Conflict of Interest

Cleansing: If there is a CSH and the SHs or the BOD voted to cleanse a transaction, conflict is not fully cleansed; b/c court is concerned about the additional opp for exploitation b/c there’s a CSH 

Concern: we question whether the directors are truly independent b/c CSH has the power to nominate & elect the entire board). We don’t trust the disinterested members of BOD b/c of presence of CSH and we are skeptical of a vote to cleanse 

In re Wheelabrator: (1 class of stock) Waste Management (WM) (parent) 22% of W (subsidiary) WM also nominated 4 of the 11 members of the board. The remaining 78% of WH shares was owned by public SHs. WM and W enter into a partial merger agreement where WM would have 55% of the stock of W and the other shareholders of Wheel would have 45%. WM essentially had WH force the other public SH to sell their shares in WH to WM and in return these public SH would get shares in WM. COI here bc 4 directors of Wheel nominated by by WM.  

Holding: WM was NOT a CSH – they only had 22% and they were trying to get 55%, 22% wasn't giving them control they needed b/c if it did they wouldn't go through this entire transaction. Also they only nominated 4 out of 11 board members and that wasn’t enough to really have control of the board (would really need 50%)

Fiduciary Duty of CSH Analysis

Step 1: Is there a CSH? ( If No, then no duty owed by any SH to any other SH
Step 2: if yes CSH then you have a fiduciary duty - that CSH will owe a fiduciary duty to the subsidiary / corp it controls but that fiduciary duty is not constantly alive - it has to be triggered

Step 3: this fiduciary duty is triggered when the controlled entity is taking an action that provides the CSH a benefit to the exclusion of the other minority SH (AKA self-dealing)

But if there is a CSH and the transaction being undertaken by subsidiary does not involve self-dealing then we apply BJR to person challenging the transaction 
Step 4: If there is self-dealing involved, then conflict of interest exists and duty of loyalty issues are raised; the court will then ask whether the transaction is fair to subsidiary and minority shareholders by looking at the terms of the transaction  

Step 5: Burden of proving fairness
If K not approved/cleansed by majority of minority SH ( D must show transaction was fair. 
If majority of minority approved that decision/transaction in question ( Ps (the remaining minority SHs who didn’t vote in favor of K) must prove the transaction was not fair.
Sinclair Oil Corp v. Levin

Sinclair in business of oil and they own subsidiaries everywhere they drill for oil. Sinclair owns 97% of Sinclair Venezuela and public SHs own 3% of SinVen. SinVen drills for oil in Venezuela. S contracts’ w/ subsidiaries for min rate and guarantees it gets a certain supply. However, S doesn't K w/ these subsidiaries directly. S has another subsidiary called Sinclair international. Sinclair also owns 100% of Sinclair international

Step 1: Yes, CSH b/c Sinclair owned 97%, 

Step 2: whether in any of the 3 transactions did Sinclair (the CSH) receive a benefit from SinVen that was not shared w/ the minority 3% SH of SinVen
Ps Arguments: Ps are the public SH that own 3% who argue SinVen has done 3 things that are inappropriate

SV paid a lot of dividends (excessive) to SH

Existing business opportunities that Sinclair didn't give to SV but to other subsidiaries that Sinclair wholly owns

Sinclair gave oil exploration opp in Alaska to SA even though SV also in oil business

Breach of K: Upset SV didn't bring lawsuit against SI. SI wasn't buying the oil it needed to buy from SV under the K (which said SI had to buy minimum amount of oil from SV).
Issue #1: Excessive Dividends: P argued Sinclair caused SinVen to pay out dividends that were too large and depleted SinVen's bank accounts.

Normally SH like dividends so why complaining -complained b/c SinVen was effectively paying out more $ than it was taking in - so Sinclair was draining SinVen and now SinVen doesn't have capital to invest in other business opportunities 

Fiduciary Duty Triggered? Did Sinclair receive a benefit to the exclusion and at the expense of other SinVen SHs
No - b/c those minority SHs were also getting dividends not like CHS wasn't sharing benefits w/ minority SHs. Thus, BJR applies to issue 1.
Issue #2: Business Opportunity Claims: Claim that Sinclair seized corp opportunities and prevented SinVen from expanding 

Sinclair developed oil fields in Alaska and Paraguay and didn't offer SinVen to join. 

SinVen argued that was a corp opportunity - we have oil drilling machines and we can drill for oil in Paraguay but Sinclair took that opportunity from us 

Fiduciary Duty Triggered? did Sinclair receive a benefit to the exclusion and at the expense of the other SinVen SH. 
No (Source of opp) - Court said no bus opp (the one in Paraguay) wasn't offered to the SinVen board - they were offered to Sinclair (so the way the bus opp was presented was in way that it was meant for Sinclair to decide what to do w/ it and not for SinVen
Other relates to structure: any opps inside Venezuela we would expect Sinclair to give to SinVen, but same can't be said to opps in other countries
Issue #3: Breach of K claim: SV had K to sell its oil to SI (a wholly owned subsidiary of Sinclair) - but SI broke the K. SV didn't bring this lawsuit and isn't planning on bringing that lawsuit and that's a business decision. Sinclair didn’t let SinVen bring lawsuit against a corp they own 100%. 

Fiduciary Duty Triggered? Did Sinclair get benefit to the exclusion and the expense of other SinVen SHs

Self-dealing - b/c from perspective from SV public SH you bring lawsuit b/c owed amounts under K. But sinclair prefers no lawsuit b/c technically bringing lawsuit against itself since it owns 100% of SI and owes only 97% of SV, so would rather have SI benefit at expense of SV. There is the conflict. Here there is self-dealing - by not bringing lawsuit Sinclair is getting benefit at expense of sinven and at the expense of those sinven minority SH 
Burden of Proof: B/c was self-dealing and majority of minority SH did not cleanse the transaction, now the BOD must prove the terms were fair 
Sales of Control – Controlling SH
Overview

Controlling SH decides to sell its controlling stake to a 3rd party, often at a price that incorporates a control premium

2 issues

Does CSH have to share control premium w/ minority

What duties are owed by controlling SH to minority in sale? What if buyer drives company to ground?

Ex: SH A has 52% of shares and remaining 48% owned by many people, by the public. The controlling SH decides to sell all of it's shares to person B and so person B will become the new controlling shareholder. It will own 52% of the shares.

Generally when that type of transaction happens and a control is going from A to B the prize that A gets is higher than market price

Zetlin v. Hanson Holdings, Inc. D owned of 44% stock of Gable Industries, Inc. sold their shares to Flintkote Co. at a premium at $15/share while Gable traded at $7.38/share. Flintkote was in effective control of Gable after the transaction.  Zetlin, a minority shareholder, brought action. 

CSH does not need to share the control premium. (absent looting of corporate assets, conversion of a corporate opportunity, fraud or other acts of bad faith, a CSH is free to sell, and a purchase is free to buy that controlling interest at a premium price.)

Rule: The premium that the CSH gets for selling his CSH (which people want) is his to keep
Exception: if the CSH knows that the person buying his Controlling share in a corp is going to run the corp to the ground ( can’t knowingly sell to someone who will “strip it for parts” 
Abraham v. Emerson: A CSH who sells to a looter may be held liable for breach of fiduciary duty if the looter later injures the corp and the former controller either (i) knew the buyer was a looter, or (ii) was aware of circumstances that would “alert a reasonably prudent person to a risk that his buyer [was] dishonest or in some material respect not truthful.”
21) Shareholder Derivative Suits

Derivative v. Direct Suits

Derivative v. Direct Suits:
Derivative suit: a suit in equity against a corp to compel it to sue a 3P. If corp suffers direct harm, SHs are indirectly harmed by the decrease in their shares’ value, and deciding to sue a 3P is made by the BOD (just like any other business decision), SH can bring derivative suit 
Now there are 2 lawsuits:

Lawsuit #1: SH goes to court to force the corp to sue 3P

Lawsuit #2: the actual lawsuit against the 3P

Key Question: Who would receive the monetary benefit from bringing this suit? 

If corp would receive monetary benefit b/c they suffered direct harm/injury ( derivative

Examples: Corp overpays for asset, Duty of Care / Duty of loyalty claims, 3P breaches Contract, Treasurer embezzles money from corp

If SH would receive $ or injunction b/c SH suffered a direct loss ( direct suit brought by SH in his own name acting in his individual capacity
Examples: Corp declares dividend (corp is required to pay and SH has legal claim to dividend), Compel inspection of Corp books/records (SH has right to inspect records), voting rights (SH vote required for certain Ks: mergers, sale of substantially all assets, etc), and securities fraud: if corp lies about performance and SH loses $ as a result
Policy Concerns w/ Derivative Suits: SH or BOD members might have a hidden agenda
Ask why didn’t the corp. sue to protect rights: Corp might not sue to protect rights for good business reasons (don’t want SHs involved); Or maybe directors/managers would be Ds due to their interest (in this situation might need to give SHs control over this process.) 

Ask why is SH pursing the lawsuit: SH pursues lawsuit b/c corp could have a good claim in hand; But maybe SH could have its own agenda; i.e., greedy lawyers sometimes try to find suits to get contingency fees; unrepresentative shareholder w/ selfish interest. 

Procedural Hurdles for P in order to bring Derivative Suit

Plaintiff Qualifications to bring a Derivative Suit

Adequately represent all P: P must show he represents the same interest as any random SH

SH at time of wrongdoing: P must have been a SH at the time the bad decision was made

This is so people can’t buy into lawsuits

Demand Requirement: If a SH wants to bring a Derivative Claim, then the SH must first write a letter to the BOD stating the nature of the claim and demand the BOD file the suit against 3P. 
If Demand is Required, SH must write letter to BOD and then BOD has BJR to decide whether or not to bring a lawsuit (so SH will often lose)

Exception: don’t have to write demand letter to board if demand would be futile
Futile Demand: When we know the BOD will say no and won’t bring the suit, then a SH doesn’t have to send BOD a demand. Here, SH can proceed w/o sending demand to BOD
If demand is not required, SH will then get control over the litigation process
IMPORTANT: SH must file suit first and then wait for corp to respond saying demand is required in this case b/c of xyz reason. 
If make demand before filing lawsuit, then can’t argue in litigation that demand should have been excused b/c by making a demand first you concede you believed the BOD was capable of an impartial decision and you considered demand was required (Grimes)
When is Demand Excused

Goal: Trying to determine if there is a conflict that disables the BOD as a decision maker
Is this BOD independent enough to be able to make a valid, disinterested judgement on whether or not to bring this lawsuit. If not ( demand is excused 
Rule: Look at every director for each of the following 3 questions and if more than ½ of the directors are a yes to any of the 3 questions, then demand is futile.
Question #1: are they receiving a benefit from the transaction being challenged in the lawsuit. 
Question #2: Do they face a substantial likelihood of liability on any of the claims.
Would the corp be able to overcome the BJR presumption and hold the director liable ( b/c if it looks like the BOD who made that decision might be liable, then they might not be the best people to make that judgement
Exam tip: if the underlying claim is a duty of care claim and the corp has §102b7 in their certificate of incorporation, then this second question will be a no b/c directors don’t claim any liability since §102b7 exculpates them

Question #3: Mix of 1 and 2: Look at directors and see whether that director is controlled by another director/person who is either benefitting from the misconduct or would be liable if the corp prevailed on the claim.

Grimes v. Donald: Under the K term, Donald (CEO) was entitled to a substantial severance payment if terminated. But this was weird b/c CEO itself had a lot of discretion in determining what proper termination under this agreement was. One clause let him declare a constructive termination if he believed the BOD was unreasonably interfering w/ his duties. This is weird b/c BOD is supposed to be monitoring and asking tough questions to CEO. The CEO should do what BOD tells him to do, not other way around. Grimes is the mad SH and he has 2 claims
Claim #1: BOD abdicated your powers b/c in this agreement you essentially gave management powers to Donald when you are supposed to have management power. Claim #2: Amount of compensation to CEO is wasteful and you didn't think it through 
Abdication Claim: Grimes say I have a right to have this corp be managed by BOD (the BOD owes duties to me and corp, but this BOD just gave keys to the CEO) 
Direct claim ( b/c the SH is trying to protect it’s rights. Saying I as a SH have the right to have the corp be managed by the BOD and in entering into that K, the BOD gave that up and took that away from me b/c now the CEO was running the show
Court says SH loses on merits ( Court says it's true by signing that agreement w/ Donald the board made it very costly to disagree w/ Donald b/c if BOD disagreed then Donald gets a massive compensation package, but BOD can still disagree w/ Donald and then Donald will just leave and get it's $, but BOD still had the power - it just made it more costly to exercise it's power.
Excessive Compensation Claim: Derivative claim: corp paid too much to Donald and so person directly harmed was the corp b/c paid more than it should have 

Demand Required? Yes b/c sent demand letter before filing lawsuit (see above)
Since demand was required, now the BOD gets to decide (with protection of BJR rule) whether or not to bring the lawsuit ( now BOD has a lot of deference
Demand Excused HYPO: Agri Corp. owns and operates many farms. It has 5 directors, 3 directors learns of an opportunity to purchase a large farm in Indiana and decide to buy the Indiana farm for themselves. Assume that this violates duty of loyalty. 
Derivative? This is a derivative suit b/c corp opp belongs to Agri Corp and not SH directly. The claim here is he stole an opportunity - and they stole it from the corporation. 
Demand Required? Here demand is futile b/c in the underlying transaction the lawsuit centers on, at least half of directors have COI b/c they benefitted personally from the transaction. So majority of BOD has conflict and so BOD is disabled as decision maker and so P will be able to keep this lawsuit and push this lawsuit through the court system.
Special Litigation Committee
When Demand is excused, the BOD can establish a SLC: BOD members who are not tainted come together to make an independent judgement about whether the corp should go forward w/ this lawsuit to convince the court to apply BJR again
Then the new question is how much deference should the court give to the SLC and say that the SLC was independent enough and we trust them and will dismiss the case or will judge just say that everyone is still tainted and we will let the SH decide to sue

Note: this is whether a lawsuit should proceed, which is different from the underlying claim, 

Exam tip: However, it’s linked b/c the more likely a corp is to prevail on the underlying claim the more likely a judge will say let’s keep the lawsuit going.

Ex: BOD of 9 members and 5 tainted, so get the 4 to be appointed to SLC. Or maybe the BOD that made the decision in question was a different board and now we have new people
Step 1: Inquiry into the process that led to this SLC recommendation

Are these people really independent/impartial? Are they acting in good faith? Did the SLC have the resources it needed/access to info it needed/did they engage and make substantive deliberations (did they spend time discussing this)

Burden: Corp has burden of proving this was an independent committee that had the necessary resources and took time to try to make the right decision about whether or not dismissing this lawsuit was in the best interest of the corp
Step 2: if SLC survives step 1, courts review the substance of the decision

Courts look at the record that SLC looks at and then the court makes their own decision based on the record. The court can ultimately disagree w/ the SLC’s conclusion
Prof: Judges will look at substance (something they don’t want to do) b/c SLC only comes up in context where we already said demand was futile b/c we lost faith in the BOD to make an impartial decision. 

22) Closed Corporations

Inherent problems

Overview

Closed corporations: which are corps that have a very small # of SH (no magic #, but around 5) 
Kinda like incorporated partnership - friends who behave like partners but they incorporate

These SHs actively participate in corp. They are members of board, officers, and EE. So for them, those Shares in that corp are very important b/c it's sometimes their main source of income (unlike public corp where it’s more of passive investment) 

In these settings – these SHs depend on corp for income or livelihood, so if shares go down for some reason then that can really hurt them personally/financially

2 main concerns for SH in closed corp

Being locked in b/c not really a secondary market readily available to sell your shares
Frozen out (can be fired or kicked out of the board ( these SH are oppressed)
Frozen Out Ex: K, F, and G are the founders and sole SHs of KFG inc. They are also the only members of the board. They are all Pres, VP, and Sec. The company pays no dividend, but they all get salaries from KFG. They all get into a fight and K & F team up to remove G from the board. Then they remove him from office, and they take out his salary because they fire him, and since the corp doesn’t pay out dividend, G gets no periodic payments from corp. 
G is still a SH (can’t) take that away from him. But his shares give him no say/management in the corp and he gets no periodic payments b/c corp decided not to pay dividends
Partnership: if this was a p’ship, G would be in a better position b/c would have had to have a buyout and G would have had equal management rights and a majority of partners couldn’t vote a partner out (needs to be unanimous)
2 approaches courts use to protect SHs from oppression 
Liberal Dissolution Statutes: statutes that allow oppressed SH to force dissolution of corp (similar to having the right to dissociation and forcing dissolution in p’ship) - this would give G a lot of bargaining power to get a good buyout from other SH. 2 ways to dissolve:
Way #1: Board of Directors vote (majority of whole board) + SH vote (majority of outstanding) + Filing of Certification of Dissolution w/ SOS. 
Then, Creditors get paid and whatever is left on table goes to SH based on % of shares. 
Exam tip: Voluntary dissolution doesn’t help oppressed SH, who is usually in the minority and wouldn’t get a majority of BOD to approve dissolution
Way #2: Unanimous SH consent (don’t need BOD vote) + file Cert. of Dissolution w/ SOS

Judicial Dissolution: DELAWARE DOES NOT HAVE JUDICIAL DISSOLUTION (b/c of freedom of K)
the oppressed SH (here G in ex) can convince court there is deadlock OR that there is misconduct happening in the corp, then judge will order the dissolution of the corp which allows the oppressed SH to get the value of his investment back (like in p’ship)
Imposition of Expansive fiduciary duties
In closed corporation: even more erosion of CL rule no duty owed from 1 SH to other SH

Note: Some states expand fiduciary duties from 1 SH to another, but DE has not expanded fiduciary duties ( says if want to protect yourself, must do it contractually 

P'ship analogy – some states say this corp is a corp in name/form only but when you look at the way it's managed and relationship b/w SH and corp it looks like a p'ship and if it walks like p’ship we should treat it like p'ship for fiduciary duty purposes. So SH do owe each other fiduciary duties

Donahue (Mass.) Close corp SHs, like partners in p'ship have duties of "utmost good faith and loyalty". The corp in Donahue was buying shares in controlling SH and minority SHs sued and said if he can sell shares to corp then we should too - so equal opp rule (majority must provide the minority an equal opp to participate in corp benefits). 

Wilkes v. Springside Nursing Home **DE DOES NOT FOLLOW** P and 3 others running a nursing home and 4 SHs got a salary for their jobs in business but didn’t get dividends. Quinn wanted to buy a portion of the corp property b/c it would help him w/ his other corp. However, Wilkes convinced the other SHs that Quinn should pay a higher price than he wanted to - then ill will develops. Wilkes says then he wants out b/c of the bad blood. At the next Shh meeting, they kick Wilkes out of BOD and they fire Wilkes as a director and as an employee and that for Wilkes means he cannot get a salary anymore. Wilkes doesn't really have many alternatives b/c it's closed corp and so very difficult to sell his shares. So now Wilkes will have to sell his shares to the other 3 SHs at a low price (b/c they are the only ones who will buy it).
Wilkes legal claim: the other SH by firing him and not paying a dividend and still paying themselves a salary have breached their fiduciary duties to him b/c he has an equal opp to participate at least under Donahue ( Court applied a narrower test than Donahue
Wilkes Test: SH in closed corp owe each other a duty of strict good faith whenever those in power (the CSH or 2 SH that come together) decide to take a certain action that is being disputed/challenged by minority SH:

Legitimate Business Objective: CSH have BOP to show a legitimate business objective - must show court they took this action for a valid business reason 

Other Alternative: If CSH prove that there is a business purpose for the action being challenged, then now BOP on minority SH to prove that that purpose can be achieved in a different way that's less harmful to the minority 

Court Balances: Then if minority can establish that alternative then court must balance the legitimate business purpose against the practicability of the proposed alternative
Here: CSH (the 3 guys oppressing Wilkes) didn't have a legitimate business objective. So not that Wilkes was doing a bad job bc if so then would be business purpose in firing. Also not like they replaced him w/ someone cheaper and does job better

Nixon v. Blackwell (Del. 1993) Delaware Approach – no special close corp fiduciary duties
No special close corp fiduciary duties. Use Sinclair rule for CSH. Protect yourself contractually: Employment agreement, SH agreement where SHs make each other promises about what they’ll do in the future and bind themselves contractually as to how they’ll act.
23) Role of SHs in Managing the Business

Shareholder Agreements

SHA and McQuade Rule
SHA: Courts use their discretion to enforce SHs promises that constrain how they act while wearing their SH hat b/c there are no fiduciary duties involved. Thus SHs can make promises to each other as to how they’ll vote as SHs or restrict transfers/selling of shares. 
Exception: However, courts will NOT uphold SHA that constrain SHs discretion while performing their director function 
Policy: We want directors to make decisions that are in the best interest of the corp at any given time (and not what’s in best interest for you/your friends). Directors must exercise independent business judgment on all SHs’ behalf. If directors agree in advance to limit that judgment, then SHs don’t receive the benefit of their independence
McQuade v. Stoneham: 3 SHs have a SHA w/ 2 promises: (1) Will elect each other to the board and (2) when they are sitting on the board they will appt each other to certain officer positions and give each other certain salaries for those provisions. The remaining SH (owning 19%) were not part of this SH agreement. Then McQuade and Stoneham have a falling out and at next BOD meeting, Stoneham gets other members of board to not vote for McQuade to be a director and Stoneham himself doesn’t vote for M to be a director. Then the BOD members fire McQuade and McQuade sues. Court then decides which SHA promises were enforceable
Electing Officers: Valid ( constraining how SHs would act while wearing SH hat
Appoint to position/Paying salaries: Invalid ( Agreeing to appoint certain people as officers or pay certain salaries, was a promise about how to act in his director capacity 
SHA and 2 exception to McQuade Rule

McQuade Exception #1: If all SHs are parties to a SHA, then court is not concerned w/ public policy like in McQuade where some SHs were not part of a separate SHA, and thus the court will enforce all provisions of a SHA (even if some provisions would be invalid under McQuade rule)
Policy: We are not concerned about minority SHs not part of a SHA getting screwed over when all SHs are part of a SHA

Clarke v. Dodge: C and D are SHs. Clark is brains and dodge is $ guy. Only Clark has the formula for their successful medicine. Clark had 25% stake and dodge had 75%. They enter into a SHA: Dodge is promising to use his power as SH to elect Clark to BOD. Dodge is using his director power to make Clark a manager. Dodge promises as follows: C would be a director, C would be GM as long as his performance was faithful, efficient and competent, C receives 25% of profits (salary/dividends), no other employee is paid too much. Then C gives formula to Dodge and then D kicks out C – aka D breaches the SHA.
Only promise by Dodge that would be enforceable under McQuade is that D would elect C as a director b/c this is something he does while wearing his SH hat. However, court says McQuade rule should not apply here, court enforces entire agreement b/c the original agreement was signed and agreed to by 100% of the SHs.
So the public policy to protect SH not part of agreement was missing here- and thus it's an exception to McQuade rule 

McQuade Exception #2: Even if not all SHs are parties to a SHA, the court will still enforce all provisions of a SHA if: (1) the minority SH didn’t object to the SHA and (2) the substantive terms of the SHA seem to be fair to the minority SH
Clarke v. Dodge would have passed this rule: the clause where dodge said I will keep appointing you as General manager as long as you're performing well - that's not unfair to any minority SH that's not part of agreement b/c that promise to reappoint Clark is subject to that condition that Clark is doing a good job (which is fair to minority SHs)
Galler v. Galler: Ben & Isadore partners in Galler Drug. w/ 110 shares each. Then they each sell 6 shares to an EE. B&I enter into SHA (EE not part of SHA) to provide for each other’s families after one of them had died. Then B dies and I breaches and B’s widow sues to enforce SHA.  
Distinguished from Clark b/c now there is an EE who wasn’t part of the SHA
Holding: SHA should still be enforceable in its entirety. Even though the EE was not a party to the SHA, he was aware of the SHA and he never objected or complained about the SHA and it did not contain any term that was not fair to the SHs who were not parties to the SHA 
24) Shareholder Voting, Proxies, and Proposals

Voting and Proxy
Who votes- who is entitled to vote at SH meetings
Owner of a share on record date is entitled to notice & vote. 
Record date can’t be earlier than 60 days before the meeting, no later than 10 days after meeting date set by the BOD
Ex: Coca cola sets meeting date on April 20 but sets record date as of Feb 19. So who can vote: anyone who had Coca-Cola shares as of Feb 19 - they can vote on April 20 meeting

1 Share = 1 Vote, but that’s default and AOI can change that
Valid SH meetings (Quorum)

Must have Quorum for valid SH meeting for any SH act to be valid

Getting quorum can be difficult for large corps w/ SHs all over the world who don’t have time to travel for a SH meeting ( Solution = SHs can appear in person or by Proxy

Proxy: you can send an agent to act / vote on your behalf - you can tell that person how you want them to vote (aka your representative at the meeting)

Proxy system lets a corp have majority of SHs present at meeting (even though not directly)

Corp is often the proxy agent. When a corp announces a SH meeting, they will send out proxy cards (what’s being voted on at SH meeting) and asks the indiv SH if they want to vote by proxy to fill out the card ( proxy cards count toward quorum

Exam tip: think of proxy like an agent: If I give you a proxy and a day later you give someone else a proxy - that's ok. You don't have to directly tell proxy #1 that proxy #2 is the new proxy and proxy #2 will now be the official proxy

SH Responses on a proxy card: 

SH can sign card for quorum purposes but then say he doesn’t want to vote for anyone. 

Or can withhold authority to only not vote for one nominee but vote for someone else

What is on a Proxy Card: Board member nominees, approving public auditors and approving executive compensation and SH proposal
Voting % to approve matters

Majority of Shares Present: Most matters require a majority of shares present (in person or through proxy) at meeting at which there is a quorum 

Plurality: Electing directors require a plurality of shareholders present

If 3 people running for 2 spots ( top 2 vote getters win (even if didn't win by majority)

Majority of all shares that can vote: Mergers, sale of all or substantially all of assets, amending AOI, dissolution, and removing a director w/ or w/o cause requires 

So you have 50%+1 present, then that's quorum but to approve this then you would need everyone at that meeting to vote yes b/c you need majority of all SH that can vote

Default (Straight Voting) and Cumulative Voting and Classified Voting

Default (Straight Voting): Each SH gets to use all their votes per open board position. 

KerFoz, Inc. has 10 shares outstanding. Kermit owns 6; Fozzie owns 4. Board is composed of three (3) members. Have 6 people running for the board but only 3 spots. The top 3 vote getters are going to win. K and his people will win because they are each going to get 6 votes. K is able to elect the entire board.
Cumulative Voting: (Default in CA, but Not Default in DE, must include in AOI.): Goal is to give the minority SHs some voice in electing the board. 

Multiply each shareholder’s shares (votes they got) by the number of open positions on the board (K = 18 (6 shares * 3 open board positions); F = 12 (4 shares * 3 open board position) → total number of votes they get which they can choose to split however they want to; i.e., can put them all in one person or split them among others; 

Now, no matter what K does w/ his votes, F will still be able to elect 1 person to BOD

Formula to see how many directors a SH can elect under cumulative Voting:

N = [(X-1)*(D+1)]/(S) = [(4-1)*(3+1)]/10 = (3*4)/10 = 1.2

Exam tip: Always round down. Even if N is 1.99, say SH can elect 1 director 

X = # of shares owned by SH (F has 4 shares)

D = Total # of directors to be elected (3 open board positions)

S = total # of shares voted at meeting (K and F are only people voting at meeting and K has 6 shares and F has 4 and so total # of shares is 10)

S is total # of shares, NOT total # of votes

What do SHs Vote on?

When do SHs vote and What do they vote on

When: Annual SH meetings that happen every year; OR
Voting Matters: In these meetings the SH mainly elect BOD for upcoming year, do routine housekeeping like approving the auditor and then they vote on SH proposals

Classified/Staggered Board: Directors are typically up for re-election every year under default, but a corp in AOI Can adopt a classified/staggered board where it divides BOD into different classes (1, 2, and 3) and each year a diff class comes up for re-election
Gives more continuity to board:- you know some people will be there for a long time and so maybe the BOD is more comfortable making unpopular decisions but good decisions if you have a 3 year window instead of a short-term 1 year possibility

Way for Insiders to keep control of Corp: Much harder for a new person to come in and gain majority control over the BOD when can only elect a small % to BOD each year.

Special SH meetings: 

Voting Matters: BOD must call for SH vote for following: Mergers, sale of all or substantially all of assets, dissolution, removing directors, and amending AOI (BOD votes 1st on amending AOI and then SHs) 

Amending Bylaws: under default rule, SH have the power to amend a bylaw or not. The AOI can also let the BOD amend the bylaws, but still SH retain the power to amend. (Prof says it’s unclear how dispute b/w BOD and SH amended version gets resolved)

Removing Directors: Need majority % of ALL shares to remove a director with or w/o cause

Exceptions: where removal of director will require cause and majority % of ALL shares 
that's whenever there are situations where corp has opted out of the default system. 

If there is cumulative voting in place, a director can't be removed w/o cause if votes cast against removal would be enough to elect him under the cumulative voting mechanism

If BOD is classified/staggered 

Reasons/Cause for removing a director

Frequently missing meetings.

Disclosing confidential or sensitive info. about corporation to unauthorized persons.

Violating policies by serving on another board or becoming involved with a competitor.

Engaging in insider trading re: corp.'s securities.

Violating corporation's code of ethics.

Acting in an inappropriate manner that leads to an unproductive boardroom environment.

Which Directors can you vote for? (Incumbents Generally)
Current BOD nominates a slate of directors for SHs to vote on
BOD typically nominate themselves and maybe 1 or 2 new people

Incumbents are prior board, but also anyone the prior board nominates

The BOD will send their slate of nominees to the SHs on the proxy cards
SH (an insurgent) will solicit votes against the incumbents and for their own people. Can either:
Insurgents trying to take control of board (aka have more than 50% of BOD)

Other type of proxy contest - just want to get a few people on BOD but not > 50%

Insurgents can also have issue contest: Ex: if corp is going to merge and BOD approved a merger and now sent to SH for a vote and the corp would now send proxy to SH asking SHs to approve merger. An Insurgent group there could instead ask the SH to vote no this merger 
Problem for insurgents: They have to pay for all the materials (official proxy materials) that must be sent to the SH ( and that's expensive
The corporation has to do the same and prepare documents, mail it out to all SH, but the incumbents can use corporate funds - and that's why these contests are not very common 

Rosenfeld v. Fairchild: Incumbents nominated their group for BOD and insurgent is nominating their own group of people. Concern by insurgent of mismanagement by corp funds and people paid too much - that's why insurgents want to nominate their own slate to bod. The insurgents win - a rare case where you have an insurgency win a competing slate 

Practical Effect of Reimbursement Rule
Incumbent Board will get reimbursed if they win or lose
Insurgent board is ONLY reimbursed if they win. They won’t be reimbursed if they lose

Exam tip: Insurgent BOD will still need SH to approve (B/c there was a COI present by them reimbursing themselves) ( will be approved so long as reasonable expenses and proper
However - if insurgents lose - there is no chance they will get reimbursed b/c the incumbent board won't approve to reimburse the cost suffered by insurgents that lost the proxy fight - and that's why you don't see that many insurgencies
Shareholder proposal

Proxy Rules and SH communication
Proxy Rules: Overview of §14 of 1934 Securities and Exchange Act

§14 Tells public corps what info they must provide SH when communicating w/ them (which includes when a corp or any insurgent send a proxy card to SH) 

Rule14a-8: Governs SH proposals: allows SH to put the proposal to their fellow SH using the corporation's proxy statement (instead of having to reach out to each SH individually)

Exam tip: Proxy rules say if SH proposal complies, BOD must include that proposal in proxy card already being sent to SHs, but even if SH proposal gets majority vote of SHs, the BOD isn’t obliged to implement that proposal and we defer to BJR

Who must Comply: Public Companies subject to 1934 Act §14. Public Companies are ones that: 
Made public offering under 34 Act

Or that you have shares listed on a national exchange (NYSE or Nasdaq)

Exam tip: being listed on national exchange is calling card of being public company

If prof wants to trigger discussion of public corp and SH communication rules - will like corp sells shares on NYSE

Or if your total assets exceed $10m

Or if have > 2k shareholder

Some Issues covered in SH proposals

Social Proposals: Global human rights policies, Climate Change, etc. 

Governance: Takeover defenses, Board diversity and independence, CEO compensation, Political contribution disclosure, Separate CEO/Chair, Cumulative Voting

Corp Response to a Proposal
Corp has 4 options after receiving a SH proposal that the SH wants to be included in proxy cards

Adopt proposal as submitted: Corp can adopt it and that's it. 
Negotiate w/ proponent: Corp says don't submit the proposal but let's talk and compromise

Include it, but say they don’t like proposal: Corp can include SH’s proposal on proxy card, but corp can write on proxy card explaining why SHs should vote no on this proposal.  
Exclude it: Or you can try to exclude the proposal on procedural or substantive grounds. 

SH has right to have corp include their proposal in corp proxy card UNLESS the corp has a specific reason (procedural or substantive under Rule14a-8) to exclude the proposal 

Exam tip: Corp doesn’t have to exclude if there is a reason under rule 14a-8, it’s just that the corp MAY exclude the proposal.

Process for Excluding a SH Proposal in Proxy Card
Step 1: BOD files notice of intent to exclude proposal w/ SEC (and must send a copy of reference to the proponent)
Step 2: SEC can respond in a few ways:
Corp can exclude and SEC will issue a no-action letter that says SEC won’t go after corp if they don’t include the SH proposal in proxy materials
Corp must include and if corp doesn’t include SH proposal in proxy materials, SEC might go after corp in enforcement action
Intermediate position: proposal as written right now is excludable but it can be cured easily. AKA SEC is telling proponent that if they make changes to proposal then corp will have to include

Procedural Reasons a Corp can use to Exclude a SH proposal in proxy materials
Ownership requirements: SH must have owned at least 1% or $2,000 (whichever is less) of issuer's securities for at least one year prior to submission of proposal.
Proposal > 500 words. If 501 words, then corp can exclude

Only 1 proposal per corp a year per SH. If I submit proposal 1 today and proposal 2 next week, then corp can exclude proposal 2 b/c it’s second proposal in the year
Proposal has been submitted in past and hasn’t received enough support ( excludable by corp. 

Substantive Reasons a Corp can use to exclude a SH proposal in proxy materials
Proposal is not a proper action for SHs to take: SH can’t micromanage day to day functions of business b/c that’s a BOD function
Exam tip: Most SHs can do is ask BOD to consider doing something and then BOD has discretion to do the act or not. 
Lovenheim: proposal used the word "request" for a SHs to form a committee b/c SHs don’t have right to tell the BOD what to do. They can't force BOD to create this committee 

If SHs passed a proposal that says BOD shall create this committee- that's invalid proposal b/c SHs as body don't have right to tell BOD what to do and thus this type of proposal would be excludable. Management of affairs of corp fall under BOD. 

Proposal is not relevant to the firm’s operation
Rule 14a-8(i)(5): <5% of total assets or net earnings or not otherwise significantly related: 

Lovenheim v. Iriquois: Iroquois imported pate de foie gras (goose liver) from France and one SH was concerned about potential animal abuse and requested that the corp form a committee to investigate potential animal abuse. Corp tries to exclude SH proposal from proxy card using Rule14-a8(i)(5). ( Court disagrees w/ corp. 
Court says, it is true that foie gras is not significant to the financial side of the business (b/c <5% of profit/assets), but that does not mean it is not significantly related to the business. Court rules that something can be “significantly related to the business” in a non-economic way. Here, the issue of animal abuse is important enough to a large portion of society that it’s significant for the purpose of this business.
25) SH Inspection Rights
Right of SH to request info about the corp from the corp
Overview

SH have the right to access and inspect certain documents of the corp. upon written request as long as they have a proper purpose (unlike in p’ship where partner had an unfettered right)
Who is the corp in this situation - the legal in house counsel and they make the decision for whether director gets to see info and whether the SH gets the info
Things a SH can request: corp's stock ledger, a list of SH and its other books and records
Contracts? A request to access a K as a SH must be very narrowly tailored

Other Books and records = Basic documents of the company

Articles of incorporation; bylaws

Minutes of prior BOD and shareholder meetings

Actions by BOD or SH by written consent

When BOD or SH take actions w/o a meeting (usually unanimously)

Public records or public filing w/ state or federal bodies
Proper Purpose: reasonably relates to something that affects the value of your shares, includes:
Investigating alleged corporate mismanagement

Communicating with fellow shareholders in connection with a planned proxy contest

Corp Response after SH requests information

Once a SH asks for information a corp has 5 business days to give SH the requested info 

If corp ignores SH request or doesn’t give info w/in 5 business days, the SH may go to court and compel the records

Court will then determine if the SH has a proper purpose and is thus entitled to inspection.
Burden of proof: Depends on what SH is asking for

If what SH is trying to get is stockholder list, the burden on corp to establish that the purpose is improper (presumption is that the purpose is proper)
If any other proof of record, then the burden is on the SH to convince the court that he had a proper reason to want those records. (i.e. I want to investigate a K that seems a little off)
Part Four: Securities Fraud and Insider Trading

26) Securities Fraud
Overview

What is Fraud, Why do companies do it and why do we care?
Idea: A lie or misstatement about the company and that lie causes someone to purchase a security in the company at a higher price than they would have paid b/c of the lie
Why companies commit fraud?

b/c you commit fraud and then price goes up and then investors give you more money

Management compensation might be linked to stock price

B/c management thinks they can fix problem, but it just keeps growing

Why do we care about fraud? Other than morality

Social Planner: A corp that lies gets more capital than it should, and we want capital flowing to the companies that will make the best use of that capital. If the right company got the $ it would create jobs and economic product

Makes capital more expensive: If investors don’t know which corps are lying to them then they are going to pay less b/c risk investment might not pan out 

§10(b)5: rules passed by SEC to try to combat securities fraud.
Exam tip: 10b-5 applies to any type of security/stock (whether it's publicly traded or not)

Also applies to transactions involving the issuer but also to secondary market transaction

3 Parts of Section 10(b)-5 of 1934 Exchange Act

Part 1 of §10(b)-5: Jurisdictional Nexus ( Makes it a federal case
instrumentality of interstate commerce to do any of the 3 prohibitions in part 2
Jdx nexus is easily met b/c instrumentalities of interstate commerce is broad. Internet, mail, stock exchange, phone call. On exam: this will be met - in one way or another

Part 2 of §10(b)-5: 3 Prohibitions
To employ any device, scheme, or artifice to defraud, 

Misrepresentation or Omission (most common) ( main one our class focuses on
To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person. 

Part 3 of §10(b)-5: Transactional Nexus
The transaction must involve the purchase or sale of any securities
Note: Security is broadly defined, but for our class only worry about Common Stock
Analytic Framework for a P to Prove a 10b-5 claim
Overview
P Standing: P must be either a seller or a purchaser (or be the SEC) to have standing 

Proper Defendant: any person whose fraudulent activity is in connection w/ the purchase or sale of a security by P 
In connection w/ is really broad ( you sue the person who lied and made the mistake 

Person can be real or legal (i.e., business entity)

Ex: CFO lies in analyst call 

Exam tip: (Person making the false statement or omission is liable and corp can be liable as well if person is officer/agent of corp.)
P must Prove a jdx nexus and a transactional nexus, but P must also prove 6 other elements to prove a successful 10b-5 claim (AKA part 2 of 10b5 Analysis)
Misrepresentation or omission of a 

Material fact

Scienter

Reliance

(loss) causation

Damages
Misrepresentation (Affirmative Misrepresentation or Omission)
Affirmative misrepresentation - a lie

Omission: Knowing a material fact but not saying anything b/c don’t want 3P to back out
generally not actionable, don't have to tell people everything you know

Exception: If is a duty to disclose, then omissions are actionable and reliance is presumed (important for insider trading bc that is an omission)
Material fact
Definition: 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.
3 ways to measure materiality: 

Size: Look at the size of the misstatement (>5% is material)

Context also matters: Imagine that the market was expecting sales to be $100M, but sales end up at $99M. So if you say it's $100M - the magnitude is not very big, but that little lie is what gave me expectations and was salient - then it's material
Reaction: bigger the stock reaction when market learns truth ( more likely to be material

Ex: if truth comes out but stock price doesn’t change, then the lie was immaterial

Contingent Event: When you're trying to say material statement or not, can't just look at the size of the contingent event itself (Ex: a merger is a massive event), which might or might not happen, - but must look to the likelihood/probability the event will occur 
Probability: look at the steps that have been take and who is involved

Ex: who is getting involved - if you haven't hired investment bankers or outside consultants, then probably not close to the event actually happening
Basic v. Levinson: Combustion wanted to acquire Basic inc, but couldn’t b/c of antitrust laws, but then FTC changes some laws. Beginning in September 1976, Combustion made inquiries of Basic. During 1977 and 1978, Basic issued three statements denying that it was engaged in merger negotiations. In December 1978, Basic reversed course, announcing that Combustion would acquire Basic for $46 per share. Basic SH were upset b/c Basic denied the merger and so SH sold the stock, but they wouldn’t have if they knew about the potential merger. 
Misstatement: Easy to satisfy b/c Basic came out and lied about Merger talks

Probability: This probability of the merger going through was changing through time – the last misstatement was more probable that the merger was going through
What could Basic have done to not commit fraud ( never have issued a statement denying the merger in first place. Say we have a policy of not commenting on this type of transaction (b/c no duty to disclose merger info)
Scienter

State of mind: Person making the material misstatement must have acted w/ scienter 

Scienter: intent to deceive, manipulate, or defraud
AKA Rule10b5 is NOT a strict liability law

Negligence is NOT enough to establish scienter

Acting/lying with knowledge is enough (knows that the facts are other than stated).

Recklessness is also sufficient for scienter (lacking reasonable basis for representation, but aware of facts you might not be telling the truth).

Reliance
I knew about the statement, I believed it, and that statement is what caused me to enter into this transaction. Had I known the truth, I would not have bought those shares at that price.”

“B/c of your lie, I lost money”

In face-to-face transactions this is easy to do b/c you will have the stock purchase agreement, and the purchaser can point to representations of warranties to show reliance 
To establish reliance when the fraud involves an affirmative misrepresentation, in face-to-face transaction, the investor still must show individual reliance.
Problem w/ Reliance and publicly traded stock: Chances are you have not investigated or read everything that everyone has been said about the company, or maybe weren’t aware there even was a specific misstatement 
Problem w/ Reliance and Class Action: If an investor only lost $500 b/c of misstatement, he won’t want to bring that action b/c it’s expensive to sue ( would want to bring a class action

must certify a class (meaning you must establish common issues of fact and law)

Problem: whether someone relied or not is very individualized so hard to certify a class
Fraud on the Market Theory ( Solution to the 2 problems above

We presume reliance even if the investor was unaware of CEO's statement, b/c when investor purchased shares in open market, he was relying on the market price and that market price incorporates every single bit of information that is available to the public. 

Exam tip: look to see if lie was made to the public. 
Attorney who is trying to certify this class just has to invoke this presumption and say the statement was known to the public, and the shares were traded on an efficient market and thus Ps can certify a class b/c issues are now common to class
D can try and rebut the presumption. So D will argue that securities didn't trade on efficient market or that maybe truth was known already so that market price already incorporated misrepresentation but at the same time it knew it was a lie and incorporated that too. Prof: however, this presumption is difficult to rebut  

Duty to Disclose: Reliance is presumed if duty to disclose (important for insider trading)
Loss Causation

Burden of Proof: P had burden of proving that D's alleged act or omission (fraud) caused the loss for which the P seeks to recover damages

AKA reason stock went down is b/c people found out about the lie
Ex: I lie about being a good farmer to get you to invest, then city passes new ordinance that can’t farm as many animals. Price of business plummets b/c can’t be profitable, but here what causes it was the ordinance and not lie about lack of experience.

Exam tip: Often this appears when it's not clear what moves stock price: is stock responding to company news or something else going on in world
Damages

Courts have leeway in measuring damages, subject to the cap imposed by §28(a) of Exchange Act: P cannot recover "a total amount in excess of his actual damages." (no punitive damages

Most common measure of Rule 10b-5 damages is the tort-based "out-of-pocket measure.”
Difference between K /transaction price incorporating the misstatement and the security's "true value" at time of transaction

"real price" had truth been known at time of transaction

27) Insider Trading

What is insider trading?

Overview

Insider Trading: Buying/selling using material nonpublic information when had duty to disclose
Taking advantage of inside info by either buying stock before the stock price shoots up or selling stock before you know the stock price will tank
Avoiding IT: Can insiders w/ info avoid insider trading? 
Court says have to either disclose information or abstain from trading (but in most cases you can't disclose b/c corp will fire you)

how long after disclosure can you purchase?

however long it takes for market to digest that info, a nonzero seconds period of time, Berdejo doesn't know exactly how long, info is incorporated much quicker nowadays
Common Law Approach to Insider Trading: 
"Majority" Rule: Officers and directors may trade with anyone and even SHs without disclosing material information.

"Minority" Rule: Whenever dealing w/ SHs in your corp, you must disclose. If you're buying shares from SHs you must disclose any material information you have.  (face to face).

These approaches left major informational advantages in the market largely unregulated:

Open market transactions were not regulated (only face-to-face regulated in minority jdx) 
However, insider face to face transactions with non-SHs not covered either 
transactions by non-insiders who received material non-public information not covered 
Different Ways to apply Rule 10b-5 for insider Trading to fill gap from Common Law
Classical Insider Trading Rule

Step 1: Omission: Insider knows something they don’t want others to know 
Still must establish all 6 elements of 10b-5 (but easy to prove if prove there was omission) 

Materiality is almost assumed b/c we presume that trading w/ that info is material 

Scienter is presumed b/c transacting w/ that info we assume you were trying to exploit

Reliance presumed

Step 2: Duty: Omission only liable if there was a duty to disclose such as when there is a pre-existing relationship of trust and confidence b/w the parties to the transaction

No duty if the person who traded on inside info was not the corp’s agent, fiduciary, or a person in whom the sellers of the securities had placed their trust or confidence (Chiarella)

Current Rule: mere possession of insider info no longer is enough to trigger the duty
Ex: an EE owes a duty to his ER, thus any information flowing from that relationship must be disclosed prior to trading

Chiarella: Chiarella works for a printer company hired by Company A to print documents to go to investors. C finds out that A is planning a takeover of Company B and want to buy Company B shares directly from Company B’s public SHs. C then decides to purchase stock in Company B before the takeover bid becomes public so he can make a profit when Company A comes to buy Company B stock. SEC argued merely having inside info gave rise to a duty. Court disagrees 
Chiarella Takeaway: The question to ask is whether Chiarella owes a duty to the SHs of company B or to Company B itself (the counterparty of this transaction). Here, Chiarella purchased securities in the target corp that wasn’t his own client so there was no preexisting duty/relationship b/w the alleged insider (Chiarella) and the counterparts 
Rule 14e-3 (Separate rule from 10b-5)

Tender offers make it easy and profitable to exploit information. Concern w/ Chiarella is a lot of people are fiduciaries of Comp A w/ access about a tender offer to Comp B and since they only have a fiduciary relationship w/ comp A, a lot of people can take advantage of this loophole. 

Rule 14e-3: Only applies to transactions where a tender offer is involved. 
Duty arises by having Mere possession of nonpublic material information. 
No need to find a fiduciary duty b/w the transaction parties. (Thus, Chiarella would have been guilty of Rule 14e-3)
Illegal to trade in securities of a company that will be the target of a tender offer using information obtained (directly or indirectly) from:

The bidder

The target

Anyone connected to the bidder or the target (director, officer, employee, attorney)

Tipper and tippee Liability

Tipper/Tippee Liability: insider gives info to a the tippee, the TEE can inherit the duties owed by the insider if the insider breached his fiduciary duty to the SHs of a corp by deriving a personal benefit (directly or indirectly) and the TEE knew or should have known about that breach
Examples: (1) Giving to friends /family, (2) Exchanging stock tips, (3) Tipping out of revenge
Dirks v. SEC: Secrist is a former officer of EFA and he has info about massive fraud at the corp. S doesn’t trade, instead he tells Dirks about the fraud b/c he wants Dirks to investigate the fraud and let the world know. Dirks investigates, finds fraud, and tells his own clients to trade their shares in EFA. SEC says insider trading. However Dirks owes no duty to EFA only Secrist does.
Holding: Although Dirks didn’t owe a duty to EFA (no affiliation to them), court says Dirks will inherit Secrist's duty if Secrist breached his fiduciary duty and Dirks knew of that breach (it can be constructive knowledge).

Here, Secrist did not breach fiduciary duty b/c he didn’t make the tip to get a personal info, he just wanted the world to know about this fraud, thus Dirks can’t inherit the duty

Court also says that if the duty applied to Dirks, then can continue to apply the test and go down the chain, but if go further down the chain, harder to know if there was a breach of duty (for constructive knowledge)

Clients that are one step removed might not be aware of what secrets should or should not have been shared and there is no duty on them to investigate

Dirks case also tells us who are insiders who are subject to classical insider trading prohibitions (Chiarella insiders) ( when someone can be a constructive insider
brings in more people than just officers/employees of a company

Anyone that the issuer brings in and provides information to w/ expectation that that information will be kept confidential, that person is an insider for insider trading purposes

Ex: if lawyer for a corp learns material nonpublic info about company - this lawyer has same disclosed / abstain duty that officer of company has

Misappropriation Theory

Fiduciary trades using misappropriated info: Agent trades using confidential information acquired during agency for the agent’s own benefit without telling the source of information (person giving the information rather than the SHs of the company) ( this is the “deception” needed for 10b-5 (aka violating pre-existing duty of trust and confidence)

Focuses on someone exploiting a piece of info that he shouldn’t have exploited w/o telling the person that provided that piece of info

Trading info breaches confidence to the source of info (O’Hagan)

Not a breach of fiduciary duty to the SHs of the company of which securities is being traded
Exception: Had the D called the source of the info and said he will trade on their information and they said that was ok, then misappropriation theory doesn’t apply since now we can say we no longer have been any deception

Exam tip: Just have to disclose, don’t need permission after you disclose

Examples of relationships of trust and confidence where you are not supposed to exploit information (AKA misappropriate) that you learn w/o telling your source
person agrees to maintain info in confidence (O’Hagan)

persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating info expects him to maintain confidentiality; (Salmon) or

info is obtained from a close family member, unless recipient shows that history/practice indicates no expectation of confidentiality. (Salmon)

US v. O’Hagan: O is a lawyer for Grand Met and learns of their tender offer to Pillsbury and decides to purchase call options in Pillsbury. O violated 14e-3 (illegal to trade securities of corp that will be subject of a tender offer), but SEC wanted to show he violated rule 10b-5 too
If applied Chiarella version of 10b-5, O walks free b/c he traded Pillsbury security and he doesn’t owe a duty to Pillsbury or their SHs (he owed a duty to Grand Met)

When O traded on stock of P, he breached a duty he owed to GM by trading on P security w/ confidential info he got from GM. This was the deception needed for 10b-5. Here the deceived party was GM b/c O used their information to trade w/ P. Would have been different if O told GM he was going to trade on their info and GM said it was ok.
US v. Salman: (mix of misappropriation and Dirks (tippee) case). Maher handled confidential info. at Citi. Maher and Michael were brothers and had close relationship. Maher gave Michael info to help him trade. Michael traded on that information and gave that information to Maher’s BIL, Salman. Salman knew Maher was Michael’s source of information and was aware of close relationship between Maher and Michael.

Salman argued that he should not be liable under rule 10b-5 because he did not have a duty to disclose or abstain. He was not insider of any of these companies. And he could not have inherited any duties from Maher or Michael because when Maher gave tips to Michael, Maher did not get a personal benefit. 

Court disagreed. Helping family member is a personal benefit that Maher is receiving; makes Michael inherit those duties from Maher; S, who knew what was happening, inherited those duties from Michael. S was liable for violating insider trading. 

Exam tip: tipper/tippee = is when tipper knows tippee is using the tainted info, but misappropriation is when trader uses confidential info w/o letting the source know they will trade on it 
Tipper / tippee b/w brothers

Maher is the source and Salmon didn’t tell Maher that he would trade on this insider information – thus misappropriation
Affirmative Defense to 10b-5
Not liable for insider trading if before you become aware of nonpublic material info, you already had a plan in writing where you planned to purchase or sell the stock. 
Must be a written binding K to trade the security that’s set in stone & Can’t change plan for a whole year 

Must also include date for purchase or sale, written formula for determining amount/purchase or sale price

Also, any other person who did exercise such influence must not have been aware of the material nonpublic information when doing so.

Section 16 Liability
Overview

§16(a) ( focuses on disclosure: (only applies to public companies) Any person who is an officer, director, of 10% owner is required to file w/ SEC and disclose their purchases and sales of securities of the issuer (issuer = corp that has issued the securities being sold) during that occur during a calendar month
Idea is that public/market can track what the insiders are doing

Exam tip: Officers include persons w/ significant policymaking functions (CEO, CFO etc)

§16(b): focuses on disgorgement: If one of those 3 types of individuals (10% owner, director or officers) enters into 2 offsetting transactions w/in 6 months and makes a profit in those 2 offsetting transactions, they must give those profits to the company (called short-swing profits) 

Corp can bring action, or an individual SH can sue derivatively -

So if you have a sale and purchase or purchase and sale - and your purchase was at lower price than sale price, then you made a profit and that profit goes to the company

Any recovery (disgorgement) goes to company

Courts interpret the statute to maximize the gains the company recovers
HYPO: Ex: An officer on 1/1 buy 3 shares @ $5, on 2/1 buy 3 shares at $6, and on 3/1 sells 3 shares @ $10 (there are no other transactions). Here this individual has engaged in offsetting transactions w/in 6 month. It bought 6 shares and sold 3 shares

So for 3 shares this person engaged in offsetting transaction. This person has made a profit (either $5 profit on jan 1 shares or $4 profit on feb 1 share). If trying to calculate section 16b recovery for corp - we will have to choose which shares to use for calculation b/c only offsetting transaction for 3 shares - and to calculate damages we need to offset damages for each share. The court will choose the jan 1 share b/c then it maximizes profits for corp. Now corp can recover $15 (b/c 3*$5=$15.00 and then the march 1 sell was 3*$10 = $30.00
Section 16 and Sales by 10% owners

Exception: §16b 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. Must be a 10% owner during transaction 1 and transaction 2 (NEED 2 MATCHABLE TRANSACTIONS)
Reliance Electric Co. v. Emerson: Transaction 1: Emerson $63/share to get 13.2%. T2: Then Emerson sells 3.6% of shares at $68/share. T3: Emerson sells remaining 9.6% of his shares at $69/share. Emerson wasn't a director or officer so only looking at 10% SH rule for §16. 
T1 goes from 0% to >10% SH, T2 going from >10% to <10% and T 3 is going from <10% to 0%

T1: would not be subject to §16(b) and not matchable w/any other shares b/c at the time of the transaction - Emerson wasn't a 10%+ SH (he was a 0% SH)

T2: SH is subject to §16 Bc at time SH sells shares - it was a 10% SH and that’s why this transaction is subject to sec. 16 and so these shares will be subject to §16 if there is another matchable transaction (however, here this was only transaction under §16.
T3: the sale of 9.96% - this transaction is not subject to § 16 b/c on this date, this SH had <10%. So this last transaction isn't subject to section 16. 

Transactions involving Directors
3 possible scenarios (and can use director/officer interchangeably here) 

Director at time of T1 AND T2 ( then you're a director and subject to §16

Direct at time of T1, but NOT at time of T2 ( Still director and subject to §16
Ex: Director during T1, then you resign before T2 ( both still covered by §16.

NOT a director at time of T1, but is a director at time of T2 ( not covered by §16 b/c the first transaction (when you weren’t a director) is exempted by Rule 16a-2a. 
Since T1 is not covered by §16, T2 cannot be matched w/ T1. 
Exam tip: RULE 10B5 MIGHT APPLY

28) Creditor Protection
Overview

In General 

Creditors are investors who lend $ to the company

A loan/a credit - is very different from a Share (which is an equity interest) - and then company promises to pay back that $ in a certain # of years - and b/w now and then the corp will pay a certain amount of interest - aka the interest payments

2 types of creditors: 

Bank debt - think bank giving you a loan

Public debt (Bonds) --> think of bonds as the corp writing a piece of paper and the piece of paper says whoever has this piece of paper is entitled to get $1k in 10 years. And b/w now and then he gets $100 every year (10% annual payment)

Investors give the company $1k and in return they get this piece of paper that entitles them (fixed rights) - of fixed interest payment and fixed principal payment at the end

Called public debt b/c corp sells this bond to a lot of investors - and those investors can trade those to other investors

Tension b/w creditors and SHs

Difference in risk and return b/w debt and equity

Creditors have fixed claims (they are set in stone.) The right of the creditor is to get principal back and b/w now and then to get the yearly interest payments

The SHS interest in the corp isn't fixed b/c it varies b/c we see SH as having the residual value - they are entitled to whatever is left after all those fixed obligations have been paid. 

When Assets Decrease: Debt holder are concerned but not that concerned as long as there are still enough assets to cover their fixed claims (if firm is still solvent), but then equity holders (the SH) b/c assets decreasing mean there will be less $ left after creditors get their fixed claim.  (and so equity members are sucking up that cost)
When Assets Increase: If corp does well, creditors don’t really care b/c their claim is fixed and they’ll get the same amount. However, that gain in value goes to the equity holders. 
Thus, SHs care about profits and will take risks to do what’s necessary to get profits
b/c creditors care about solvency - they want to play it safe so corp can remain solvent to have enough $ to pay off the debt - don't want risk b/c if fails then creditors suffer loss and if there is a benefit only the SH get the upside 

From creditors perspective, there is concern and conflict b/c they see SHs as running the show (although it’s indirect b/c BOD has control) and so creditors are afraid they will take actions that decrease the value of bonds /equity

B/c Directors owe duty to SHs to maximize profits and so they are more likely to engage in the risky conduct that creditors don’t like
Solutions to Creditor and SH conflict: 

Law does not do much to protect creditors. Creditors must protect themselves contractually
2 laws attempt to help creditors
Bankruptcy Code: some transfers can be voided by trustee in bankruptcy 

transfers with the “actual intention to hinder, delay or defraud” creditors 

transfers without receiving reasonably equivalent value, during or resulting in insolvency

but these laws do not come into play until you are bankruptcy court so you are only getting pennies on the dollar. 

Corporate Law

Pierce the corporate veil: but doesn’t do much to protect creditors (courts don’t take pity on creditors who didn’t protect themselves contractually during due diligence)
Fiduciary duties: doesn’t help, b/c board should maximize shh wealth; creditors shouldn’t come into the picture. Only once the company’s insolvent does the board have to protect the corp as a whole (very late in the game to protect creditors). 

Legal Restrictions on distributions: limits on assets that SHs can take away from the corporation bc some assets should be protected inside the corporation so that the corp. can satisfy its debts. (This option is still not very effective.)
Legal Restrictions on Distributions
Legal Restrictions on Dividends

Overview: when a corp pays an illegal dividend (paying more dividends than surplus) §174 says directors are personally liable to creditors for the distribution that exceeds surplus

In order for a BOD member to not be liable for the decision to pay the illegal dividend, the BOD member must state his objection and have it be on the minutes of the BOD meeting

BOD can’t use §102(b)(7) to exculpate them of this in AOI

Dividends must come out from surplus (can’t give dividends when no profit)
“Surplus” = Net assets – stated capital

Net assets = Total assets – Total liabilities 

Stated capital: par value of all issued shares (also called “paid in capital” or capital stock”). 

Said another way: Surplus = net assets – par value of corporation’s issued stock  

Ex: 100k shares of common stock outstanding, and par value is $3/share, then stated capital will equal $300k

Par value of share: stated in the AOI; corp cannot issue stock or sell shares to investors at a price below par value. 

AOI will say total # of shares a corp can issue and PV $ per share

PV is an arbitrary # and can be $0.001 (this is called a “low par”

Water Stock: Stock sold by corp that’s < PV. A purchaser will be liable to corp for difference 
Form of a balance sheet: financial statement for corps & partnerships. Snapshot: gives you picture of company’s position at any given time. Usually at the end of a fiscal year. 

Balance sheet: Assets = liabilities + Equity

2 Columns That Have to total each other: assets must balance liabilities + shhs’ equity. Book value = value of something according to the balance sheet; might be the same as the market value but doesn’t have to be; book value & market value are NOT the same. When valuing a share, not only valuing the assets the company holds today, but also the opps for growth going forward (not captured in the balance sheet). 

Assets: current assets: cash, account receivable, inventory; long term assets (don’t expect to turn into cash w/in a year): land, PPE, intangibles (recorded at price paid; value’s not adjusted)

Liabilities (amounts that the company owes people): current liabilities (company has to pay w/in a year), accounts payable (flip of receivable), short term debt, long term liabilities/debt
SHs equity: stated capital, surplus. Equity is always long-term capital because it has no maturity 

Both sides have to balance 

Total assets = Liabilities + Shhs’ Equity 

This gives book value: equity stated in balance sheet
Book value is not the same as market value 

Market value reflects current market prices. It is the current price of shares multiplied by the number of shares held by shareholders 
Restrictions on Repurchased Stock

Outstanding Shares = Shares held by outside investors (AKA the SHs)

Treasury Shares = Shares the corp repurchases

Treasury shares have no dividend rights and no voting rights

Only issued and outstanding shares have voting and dividend rights

Corp can only repurchase shares up to the amount of surplus a corp has

What happens when corp rebuys shares

Balance sheet changes and now we have a new line item under SH equity called Treasury stock and then that is where you put the amount of $ the corp spent purchasing shares (thus it’s a negative #) 

Other Legal Restrictions

DE says creditors should protect themselves contractually

Covenants: Creditors can try to have the company sign a K w/ covenants where they promise either to do certain things or not to do certain things 
29) Other Entities

Unincorporated Limited Liability Entities
Limited Partnerships

Pships having 1 or more general partners (who run the show) and one or more limited partners (who are passive) 

Formation: Formed by filing certificate of limited partnership w/ SoS (all of these hybrid entitties require you to file w/ SOS)

Liability: General Partner has full personal liability, but a corporation may serve as a general partner

Only the limited partners who participate in control can be liable (otherwise if they are just passive investors then they enjoy limited liability) 

If corp serves as GP then you sorta get real limited liability b/c now the GP who is liable is protected by limited liability as a corporation 

Duties: Duties of care & duty of loyalty --> only general partners have those duties

they owe these duties to the limited partnership - so they can't compete or steal opportunities

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

Normal partnership that has selected this LLP status

requirements vary state by state (in terms of filing and what type of business can be LLP)

traditionally meant for professional services like law firms

All partners in the LLP, though they remain general partners, are afforded limited liability protection

Many states restrict liability limitation to tort, while contract liability remains unlimited

Ex: Only partner involved in or directly supervising is liable in tort's involving partnership

Meant to protect professionals from being liable for malpractice committed by other partners

Other than limited liability component, LLP keeps all other characteristics of a general partnership

Limited Liability Companies
Overview

Formation: File articles of organization and draft operating agreement (governing affairs of LLC and members' rights and duties)

Liability: Members may lose money invested, but personal assets not subject to attachment (like corps)

LLC liable for actions of members or manager acting in ordinary course or with authority

Corporate Veil piercing theories may apply

Taxes: LLC does not pay taxes and income/losses pass through to members (like partnerships)

Member v. Manager Managed

These are the 2 types of LLC

Member: every member has the same management rights in LLC (like partnerships) 

This is the default rule - we call it member-managed b/c members themselve manage the business by majority vote just like partners in partnerships

Or you can elect in operating agreement to be manager managed

Here you elect to behave more like a corporation - so members are passive and the show is run by group of people (either BOD or 1 person - a manager ) - so in that sense the LLC can look more like a corporation where you have very centralized management 

Fiduciary Duties
Manager-managed LLCs

The managers of a manager-managed LLC have a duty of care and loyalty

Usually, members of a manager-managed LLC have no duties to the LLC or its members

Member-managed LLCs

All members of a member-managed LLC have a duty of care and loyalty

Waiving Fiduciary Duties

DE Code: fiduciary "duties and liabilities may be expanded ro restricted by provisions in a limited liability company agreement"

Modifying fiduciary duties must be done expressly and unambiguously in the limited liability company (operating) agreement

E.g.: The manager shall owe no fiduciary duties to the Company or Members

Liability in an LLC

Looks very much like corps or partnerships

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

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

But veil piercing theories might apply

Courts have been borrowing from corporate law and finding in certain cases it is fair and just to hold members personally liable for obligations of an LLC

Liquidity

Exit Rights

At first, LLCs statutes mirrored partnership law: members had the right to exit (e.g., dissociate) and receive the value of their interest

Modern trend moves away from this. Members might "dissociate" and no longer be contractually bound, but don't have to be bought out (i.e., only retain economic rights to receive distributions).

But Operating Agreement can set the rules

Transferability:

Generally, LLC interests are freely transferable (unless otherwise provided in agreement), but transferee only receives economic rights (i.e., to receive distributions).

Operating agreement may provide otherwise

Restrict all transferability

Allow all rights to be transferred

