
Business Associations Outline
Part I – PRACTICE of BUSINESS LAW
I. A business is an entity that engages in sustained profit-seeking efforts, with the intent to generate more wealth than they use.
1. Different metrics can be used to measure size – revenues, employees, profitability, etc  
2. Many hospitals are not-for-profits - running to make money but no owners 
B. Integration
1. Horizontal integration occurs when one company acquires another that is engaged in the exact same business in a different geographic location (or a competitor in the same location!). 
a) Ex. Coach buying Kate Spade-  growth by acquisition → what motivates this is economies of scale – can grow business and increase sales activity without hiring new HR, new X Nw Y 
2. Vertical integration occurs when you integrate different aspects of business in a single location.  (buying all aspects + economic functions that allow you to sell your service/product 
a) Ex: Tesla profitable despite supply shortage partly bc of the vertical integration - less hiccups
C. Types of  Capitalism:
1. Family capitalism: founders are in control and managing the business, identity of ownership and management often family members 
2. Financial capitalism: financial institutions (banks) provide capital and take an ownership interest, can monitor people managing the business
a) money comes from an outside bank, the bank takes on a risk of default; to monitor that risk, the bank or financial institution will exercise managerial control over how the business is run
3. Managerial Capitalism: salaried managers are in control of the business and owners are passive (absentee owners) (Theme of separation between ownership and management control )
a) As businesses become more complex, the managers become more vital
b) Middle manager: someone funneling information in between person on floor and higher ups 
c) Allows for specialization of function, leads to agency cost problem
d) Dominant form since WWI
II. Chapter 3 – Economics of Business 
A. Risk and Valuation pp. 47-53 
1. TAKEAWAYS:
a) Risk – there is a range of outcomes, some of which pose a loss, but sometimes outcomes can be better than what you expected 
b) Ppl who run businesses – they are managing risk in the hopes of a really good outcome but they have to understand the range of possibilities and measure the risk appropriately 
2. Ways to Mitigate Risk:
a) Collateral
b) Contract measures - often under label of “debt coverance”
c) Monitoring-  the lender can engage in monitoring to reduce the risk of default.
d) Diversification of your investments  
3. Liquidity risk – some investors are more willing to invest when the interest is more liquid. Liquidity – relative ease of transfer (valuable in and of itself) - home is hard to move around then stock. 
4. Price is simply the consideration you pay.
5. Value is determined by an individual and their considerations of the economic worth of an investment. Based on a set of assumptions, varies from person to person. Value is in the eye of the beholder
(1) Different valuation methods
b)  takeaway – value you put on it today depends predictions but we do not have a crystal ball  
B. Making Economic Decisions - making a business decision can be different than making a legal decision.
1. Debunked that people are just rational and self interested  
2. Types of altruism 
a) reciprocal – if you extend cooperation you are hoping it will be reciprocated 
b) pure – you do something bc it makes u feel good, it brings u joy to see other ppl be happy; 
c) impure altruism – folks trying to do the right thing and follow their conscious 
C. Question: Is altruism compatible with financial wellbeing or can they butt heads?  
1. Emotional component of decision making-  the law practice and business execs have stressful jobs and emotions will be involved in their decision making
D. Emotional competence – ppl who are good at integrating their emotional and cognitive sides in business decision making  
Part II – AGENCY LAW (Chapter 4)
· Moral hazard: risk a party with discretion will choose an action that decreases expected value of the transaction to the other way in a way the party can’t prohibit
· From the agent’s point of view, the main hazard is ratcheting, where the principal increases tasks for the agent without giving them proper compensation.
· From the principal’s point of view, the main hazards are shirking, where the agent chooses to perform less well than the parties anticipated, and that the agent will use their discretion to obtain private benefits for which A will bear little/none of the costs 
· In order to alleviate risks in agency relationships you can: (1) create incentivized compensation plans; (2) the P can monitor their agent and measure their efforts; and (3) the As may take out an insurance policy.
· Agency costs: costs of restructuring and residual loss resulting from moral hazard and risk differences between agent and principal
· Klein, Coffee and Partnoy, BUSINESS ORGANIZATION AND FINANCE
· § 1.04 - Definitions, disclosed, undisclosed, unidentified principals
· Disclosed principal  - ​​is one whose identity is known to the third party
· Disclosed principal is when an A and a third party interact, the third party has notice that the A is acting for a P and has notice of the principal's identity.
· R. 6.01 An agent who contracts on behalf of a DISCLOSED principal is NOT liable to 3rd person with whom the contract was made
· Undisclosed principal  - where a third party has no knowledge that the agent is acting on behalf of any principal
· R. 6.03 If the principal is UNDISCLOSED then the agent IS liable to 3rd person 
· Ex: Walt Disney hired a bunch of real estate brokers to buy land for him as undisclosed principal. This is bc the price would shoot up if they find Walt is buying land.  
· Solution for Broker: Agent should require indemnification 
· Unidentified principal - ​​unidentified if the 3rd party has notice that the agent is acting for the principal, but does not know of the principal’s identity. 
·  If an agent is acting for an unidentified principal, the agent WILL be held liable to 3rd parties
· Formation of the Agency Relationship pp. 96-102
· Agency relationship: A fiduciary relationship that arises when one person (principal) manifests assent to another person (agent) that agent shall act on principal’s behalf and is subject to principal’s control, and that agent manifests assent or otherwise consents so to act.
· Elements:
· (1) Manifestation by the principal that the agent shall act for him; 
· (2) Agent’s acceptance of the undertaking; AND 
· (3) Understanding that the principal is to be in control of the undertaking 
· Burden of proof of establishing agency relationship is on party ASSERTING that it exists 
· Intent is NOT required—if the elements exist an agency relationship exists
· Agency relationship imposes a FIDUCIARY DUTY from agent to principal 
· Duty of Loyalty: Agent may not compete with, or act adversely to the principal.  This includes a duty to disclose to the principal all relevant information
· Duty of Care: An agent must act reasonably not to cause harm to the principal’s interests
· Basile v. H&R Block (What creates P/A relationip) H&R offered tax services w three options, one of which was RAL: rapid system with loan from Mellon bank. Customer applied for loan, HR facilitated (by advertising and providing applications) in exchange for HR receiving the “transaction fee”. P argued HR was an agent and violated fiduciary duties by not disclosing this information about the relationship Mellon and HR’s share in profits.  RULE: The agency relationship has embedded in it the notion that the agent has the authority to alter and bind the principal's relationship with third parties
· Element at issue: acting on behalf (element 1)
· HELD: The was no breach of fid duty bc there was no agency relationship! HR was not authorized nor did it act on the customer’s behalf, it offered a service/option to the customer. 
· Reasoning: Principal had to sign the back of the check, meaning HR couldn’t legally bind them.  
· 2 dissents shows that reasonable minds may differ. Majority worried about slippery slope 
· Scope of Agent’s Authority:  Actual Authority vs. Apparent Authority pp. 103-112
· RULE: A principal can become liable to a third party for the actions of the agent if the agent is acting under (1) actual authority or (2) apparent authority
· Actual authority: R. 2.01 Agent has actual authority to take action that is designated by the principal or to take action implied by whatever direction the principal gives to the agent and how the agent reasonable understands it
· Ex:  Actual authority to sell care gives agent implied authority to take out an ad.
· Ex:  Buy surfboard wax gives implied authority to pay delivery fees
· In some cases, the principal may be held liable based on the “power of their position” like VP
· Apparent authority: R. 2.03 holds a principal liable based on a 3rd party’s reasonable belief that the agent is authorized to act for the principal and belief is based off principal’s manifestations
· Apparent authority can be based off purchasing history -  makes belief reasonable 
·  Udall v TD Escrow: (apparent authority example)  Bank foreclosed on property and contracted auction out to third party (TD). TD has ABC do their actions in the state. TD files notice of foreclosure sale w property priced at 150k. TD calls morning to confirm opening big but ABC opens at 55k. Udall bids 55k and $1. TD finds out and tries to undo, but Udall does not accept this and filed an action to quiet title
· Principal is TD, agent is ABC 
· ISSUE: Does auctioneer has apparent authority to bind TD to the contract at 55k?  
· ABC only had actual authority to sell at 155k. 
· RULE: Even when there is no actual authority, the agent can still bind the principal if the agent is acting in the scope of apparent authority  
· Scope of apparent authority turns on what 1. a reasonable person would believe the agent can do given the principal's manifestation and 2. this belief must be traced to an act of the principal  
· HELD: There was apparent authority: Udall was reasonable in believing ABC has authority to sell because it was conducted like all other auctions, TD posted notice about ABC conducting auction 
· Appellate Court: Notice of the trustee saile said 148k is owed on the mortgage so it would not be a reasonable belief for Udalll to assume this  - this was too big of a price discrepancy  
· CSX Transportation v. Recovery Express  (what qualifies reasonable belief) A (with a Recovery email address) sent poorly worded email w poor grammar to buy scraps from CSX. CSX delivered parts and sends invoice to Recovery but Recovery will not pay. A never worked for Recovery, but had worked for different company that shared a building with Recovery and is now defunct. CSX sues Recovery for breach of contract: tried to make valid contract w A’s apparent authority
· ISSUE: did the email address provide apparent authority? 
· HELD: No apparent authority and no contract. Email address is not enough to establish apparent authority. Apparent authority requires a reasonable belief, traceable to the manifestations by the P at the time they decide to sign the K. CSX did not do due diligence → should have been more skeptical of poorly worded email so not reasonable!  Also, here Ariotta made representations, but recovery never did.
· Principal’s Liability for Agent’s Torts (“Vicarious Liability”)
· The Restatement 3rd holds a P liable for an A’s torts if the principal authorizes the agent to engage in tortious conduct (EVEN IF P may not have intended the conduct to be tortious)
· Vicarious liability under agency principles for tortious conduct only occurs 1. if the relationship between the A/P counts as employer/employee, and 2. the employee’s conduct within scope of employment (The conduct is within the scope of employment if the principal had the right to control the manner and means in which the employee does their work.)
· If you are a non-employee agent, the principal won’t have liability over your tortious conduct
· R. 7.07 Employee Acting Within Scope of Employment (1) An employer is subject to vicarious liability for a tort committed by its employee acting within the scope of employment. 
· R. 7.08 The principal is also liable for torts committed by an agent acting with apparent authority where ability to commit the tort is sufficiently related to the agency relationship (ex: misrepresentation, defamation, conversion)
· Independent contractor  “a person who contracts with another to do something for him but who is not controlled by the other nor subject to the other’s right to control his physical conduct in the performance 
· Jefferson v. Missouri Baptist Medical Center (MBMC)  (employee v. independent contractor) After complications, Ms. Jefferson gave birth at MBMC. Had CT scan showing mass. Radiologist in follow up didn’t mention mass so Jefferson thought she was ok but died later from this. Fam sues MBMC claiming radiologist was negligent and MBMC says he is not employee but employee of radiology company they use. RULE:  “Employees and independent contractors are distinguished primarily on the basis of the amount of control that the employer has over them”
· Issue: Employee or agent? 
· HELD: Remanded back to court to determine if employee by looking at level D’s control.  
· More power the P can exercise over the A, more likely its an employee – but don't actually have to exercise that power, just be able to.
· Theme: origin of corporate law: Here statute, and where it fails, body of common law in R. 3rd
· R.  §2.04  The doctrine of respondeat superior provides that an employer is subject to liability for the torts of its employees committed while acting within the scope of their employment.
· R.  §7.07(2) An employee is acting within the scope of his employment if 
· (1) his conduct is of the kind he is employed to perform; 
· (2) it occurs substantially within the authorized time and space limits; and 
· (3) it is motivated, at least in part, by a purpose to serve the employer. 
· Solberg v. Borden Light Marina, Inc. (scope of employment) Lund, president of BLM and employee at Tispy, hired Solberg to sing at the Tipsy. Tipsy is on BLM property. Lund took Soldberg on boat and Solberg was injured.. BLM concedes Lund is an employee but say boat ride within scope of employment at Tipsy, not BLM 
· HELD: Lund could have been acting as BLM’s employee when he hosted Solberg.
· Reasoning: BLM and Tipsy advertise together, could have been perk for people working with BLM, had given boats rides as perks during the past. 
· Supplemental Reading Questions Propp and Surfboards
· 7.03 - a principal is subject to vicarious lability to a third party is harmed by an agents conduct when the facts show the agent is an employee who commits a tort when acting in the scope of employment.
· Master and servant are old terminology but in agency law, servant does not imply servility. 
· Employees can be liable directly through negligence. 
· To protect himself against foreseeable risk. P should get liability insurance. Agency law creates powerful incentive to buy liability insurance  
· The more managers learn about the P’s business → the more valuable someone is as an agent. 
· Managers not IC, still employee but have more discretion and scope of authority: larger scope of liability, and more apparent authority but giving up control to managers is unavoidable
Part III -- GENERAL PARTNERSHIP – The DEFAULT FORM of BUSINESS ENTITY
· A partnership is an association of two or more ppl to carry on as co-owners a business for profit” 
· 201 - partnership is distinct entity 
· Partnership law: originally judge-made, but later, congress wanted to make it universal. Enter the UPA in 1914 Two revisions later, most recent update in 2013 – RUPA  
· A business CANNOT be both a partnership and a corporation
· Partnership is referred to as the default form of a business entity bc it can be formed inadvertently 
· RUPA 102(14) Individuals and corporations  can be partners
· Definition of person – in defining a partnership –  person means an individual, business corporation, nonprofit corporation 
· RUPA is a set of default rules that govern the relationship among partners and between the partners and the business as a partnership.
· 105(b) If partnership is silent, RUPA is default rules. .Essentially tho there is a lot of freedom to contract, very customizable
· R 105(a) Partnership gives broad freedom of contract – to the extent in 105(b) does not address anything dealt with under rupa – the rupa provision will provide the default rule 
· 105(c) – certain rules that cannot be modified – whole laundry list in there 
· 17 (rights of others, other than a partner) /6 (good faith and fair dealing) /5 (duty of loyalty) are key.
· Partners became agents of one another when courts apply agency law to allow 3rd parties to recover against partners who had not themselves contracted or committed torts 
· Each co-owner has the power to bind the other co-owner by his/her actions 
· This makes partners different from other principal/agent relationships
· Formation of the Partnership pp. 799-803 and last 2 ps of Note Material at pg. 817 
· Partnership Elements:
· (1) UPA 202 Intent to form a partnership (intent to get together as co-owners and operate for profit)
· Intent can be INFERRED from CONDUCT regardless of party’s subjective intent
· Intent to co-own and operate from profit will outweigh even if the relationship doesn’t necessarily appear to be partnership 
· Tip: Terminology is not determinative for intent  
· (2) Co-ownership
· Co-ownership includes (1) the sharing of profits and losses as well as (2) the power of CONTROL in the management of the business
· Control is extremely important – the party does not need to actually control the business, but needs to have the right to control the management of the business
· (3 )There must be a “community of interest in the profits of the business and an agreement or right to share profits and/or losses”
· (4) Profit motive: business is intended to create a profit
· Ziegler v. Dahl – (ex - inadvertent partnership not formed) D , T and L formed  Perch Patrol, ice fishing tour. They got more popular and asked Z and K to help out. Eventually, D presents  Z and K partnership and employee proposals but neither were signed. K and Z keep working and give D check for $800. They said it was for partnership buy in. D said it was for marketing expenses. They had two oral agreements to split fees after10th customer. Ps say they are partners. RULE: In addition to intent to form a business together, individuals must have control in management and split profits to be considered partners. 
· Problematic elements, required intent and control: 
· Intent: No evidence of intent to form partnership: D not file a partnership tax return, D handled all admin duties, each party provided their own equipment, and major decisions were made without Z and K input. Z and K didn’t go to manager meetings
· Control: must be sharing PROFITS. Profit is gross revenue (here being what is paid by ice fishers ) minus the business expenses (marketing, lunch, whatever they provide). Need to share PROFITS, not just the fees they charge customers
· Finance Partnership Rules
· We do not need a written agreement or a lawyer to make a partnership. But if one party has a lawyer, all parties need a lawyer. Including partnership?? (we will come back to this)
· Partnership agreement is not in the public record.  
· Broad range of valid consideration to become a partner – including nothing at all - money, property, intellectual property, gifted, past performance, future services  
· If one partner puts in 1 mil, other puts in $500 - rich partner’s interest is diluted
· Property:
· UPA §203: partnership property is “property acquired by a partnership”
· UPA §204: (1) property acquired with partnership assets is partnership property regardless of how the property is titled and (2) property acquired in the name of a partner and without using partnership assets is not partnership property even if it is used in the partnership’s business
· property separately owned is still separate based on 203 – unless there is a transfer agreement
· Unfair of P not to transfer bc he is bringing his business as his side of the bargain. Expected in return for partnership interest. 
· After formation of partnership, using company funds company buys new equipment → this is partnership property per 204(c)
· When partner gives $ to partnership and then it buys property → partnership owns property. Partner has interest in partnership, but not property. 
· 501 - partner does not have interest in partnership property
· 502 – partner has a "transferable interest" in partnership which constitutes part of your personal property 
· transferrable interest means financial rights – the rights to receive distribution from the partnership - that are your personal property and you can transfer this right
· 204 When property will be treated as partnership property
· 204(d) - Have to transfer title of property you own to the partnership to become the partnership’s property. 
· 204(c) - Property bought by the partnership is owned by the partnership
· All partners have capital account where profits are allocated. 
· Partners can take ordinary action by majority vote, but need unanimous vote for outside ordinary course of business, needs unanimity (401(k))
· unless have a provision that overrules the default.
· Ex: Deciding what to do with profits/distribute or not, ordinary course of business. 
· Partner does not have the individual right to compel partnership to distribute profits but partners can decide to distribute profits by majority vote bc it is ordinary course of business see 401(k))
· Partnership not taxed on profits. Partnership is a separate entity but unlike the modern corp, it is not a separate tax payer. BUT IRS rules – partnership does have to file a partnership tax return
· No federal income on the partnership, but allocated between partners according to 401(k).
· TIP: Individuals need to pay tax returns in partnerships even tho partnership doesn’t. If $$ not disbursed, maybe partner cant pay taxes!  In partnership agreement- make provision so that there is a mandatory distribution to get enough $ to each partner to pay their income taxes. 
· Retaining profits – keep in firms bank account to grow the business  
· Allocations and Distributions to Partners pp. 821-825 
· RUPA§105(a): Partners’ economic interests are a matter of agreement among them – they don’t have to be equal and can change over time
· Overland: (broad freedom to contract and change  default rules) Law firm with no written or oral partnership agreement and each partner had an equal say in decision-making. The main asset of the partnership was profit, and these profits were distributed every year based on merit. Initially Overland received 25%, but as years passed, he only received 4%.  Other partners, left in 2009 and SKO was created, but it operated in the same merit based profit system. A few months later Overland said he was dissociating from the firm and requested a buyout of his interest. The firm he owed them $$ for insurance premiums and have him 4% of profits. Trial court said this was fair. Overland appealed, wants 25% of the partnership value based on RUPA 401(a).
· RUPA 401(a):   Distributions/ Allocations – By default, profits are allocated equally if agreement is silent 401(a).
· Two issues: 1. Is buyout right solution 2. Is 4% fair?
· RULE: If a partnership does not have an agreement, the UPA applies (There was no disassociation/compensation agreement so the RUPA applies
· RUPA 701(a) requires buyout of interest.) 
· On 4% issue: there is substantial evidence of an oral and implied agreement each partner is entitled to a unique share based on their contribution that year, so the court doesn’t need to supplement RUPA. 
· If you’re a law firm, should you probably modify default rule and base it on income brought in, billable hours, client development etc. Get an agreement and reduce it to writing. 
· Personal Liability of General Partners for Partnership’s Business Debts pp. 826-827 
· RUPA 301(1) each partner is an agent of the business for the partnership's business. Sometimes referred to as mutual general agency- each partner is an agent and also part of the principal
· Partners have unlimited personal liability for the debts of the partnership
· RUPA 305(a) Partnership liable because of the negligent action of a partner in the ordinary course of business. Vicarious liability for torts and contract creditors (for contracts - depending on if there is actual or apparent authority)
· 306(a) Partners are jointly and severally liable for all partnership obligations
· 307(a) – partnership may sue and be sued in the name of partnership.
· If you injure someone and it is not in the ordinary course of business, it won’t affect the other partners – BUT if you are in the course of business then it will go toward the partnership/partners
· 307(d) Exhaustion rule: after a creditor exhausts the partnership assets, they can go after the partners individually (they can go after whichever partner they want, whoever is easiest) 
· 307(d)(3-5) - If you have a judgment against the partner, you have access to personal and partnership property. 
· EXCEPTIONS to personal liability 
· New partners : Not personally liable for pre existing partnership debts BUT the new partner may be required to assume those liabilities as a condition to making partner 
· Dissociated partners: Dissociated partners remain personally liable for partnership obligations that occurred BEFORE dissociation and in some cases may be liable for obligations that occur AFTER
· Remain liable for obligations that occur within 2 years after dissociation to people who reasonably believe that the person is still a partner
· A dissociating partner can file a statement of dissociation which cuts off post-dissociation liability
· To collect on judgment: sue partnership AND all individual partners 
· 307(c) – judgment against the partnership: to hold individual partners liable, there must be judgment against the partner,
· and have exhausted partnership assets. Must name all parties to collect from non tortfeasor individually
· Kansallis: (determining if an act falls within the ordinary course of business) P received a letter from a law partner (Jones) with the firm’s letterhead. The letter contained intentional misrepresentations and so the plaintiff sued the law partnership. P cannot collect loss from Jones or the co-conspirators (bc they were in jail for criminal charges of fraud), so they brought suit against Jones’s law partners. 
· Three theories of liability: actual authority, apparent authority, partnership obligation. Here Ct say there was no actual authority or apparent authority.
· 301(1) – each partner is agent of partnership for purpose of its business. expands scope of partners power beyond that of typical agency law apparent/actual authority and includes carrying on business of the kind that a law firm engages in 
·  therefore, would make partners a party to the contract. 
· RULE: In determining whether an act was in the ordinary course of business consider
· (1) the type of conduct a partner would engage in, 
· (2) within the appropriate time and geographic scope of the partnership, and 
· (3) “motivated at least in part by a purpose to serve the partnership.”
· HELD: that if the partner had apparent authority there WILL BE VICARIOUS LIABILITY regardless of whether or not they acted to benefit the partnership.  
· Reasoning: partnerships benefit from the contracts partners make with third party so it is equitable to hold them liable → this encourages monitoring 
· HELD: However, if there is NO apparent authority, there still may be vicarious liability based on an intent to benefit the partnership.  HERE, there is no evidence that Jones was acting to benefit the partnership so the individual partners are not liable.
· Scope of apparent authority for partners can be VERY large. 
· Problem Set No. 4 – Partnership Decisionmaking and Management of the Partnership’s Business 
· RUPA 401. Partnership agreement: Requires unanimity to modify
· 401(k) - Decision making - If in ordinary course of business, only majority required. Outside ordinary course of business, unanimity required.
· RUPA 401(k)  Partners have equal say in decision making equal right to participate.
· If A and C sign lease without P’s consent, is PAC liable to M for contract? YES bc of 105c(17) (list of things you can not alter.)
· 105(c) says partnership agreement may not restrict rights of person other than a partner 
· Agreement can restrict rights of partners, but cannot limit third party’s rights and ability to reasonably believe he is acting w apparent authority.
· RUPA 401(j)  Partner not entitled to payment for their services except in limited situation (liquidation/dissolution of partnership) (but they can alter this in partnership agreement or by making employment agreement if they want salaries)
· What if they want to change salaries?
· If salary (or anything) is in partnership agreement: 
· amending partnership agreement needs unanimous vote  
· If salary (or anything) is in employment agreement, creating a new employment contract would only be considered ordinary course of business and require only majority vote 
· What if Propp wants to sell his interest in partnership? 
· Partnership interest consists of two rights 1.  financial rights - rights to distribution  (RUPA 102(23)) 2. participation in management. 
· RUPA 502 - a transfer of transferable interest is permissible, does not cause dissociation or disassociation, but transferee is not entitled to participate in business decisions 
· 503 (a)(3) Partner can sell interest with financial rights to third party, not a right to participate (partnerships are personal - don’t want to force). Interest would likely be discounted to reflect this as TP has no say on when to distribute profits
· 402 BUT when you purchase partnership interest from the the partnership itself, you acquire both financial and  management rights 
· Adding new partner: requires consent of all partners – default rule  of unanimity (RUPA 402(b))
· Customizable though - change it if you don’t want unanimity required 
· Fiduciary Duties pp. 838-853 
· Fiduciary duty law is part of equity – equity's primary focus is doing the right thing 
· RUPA 409(b) Partners owe a fiduciary duty of loyalty
· RUPA 409(c) Partners owe a fid duty of duties of care 
· Meinhard v. Salmon: (traditional views of fiduciary duty) S leased a building and contracted with M for the necessary funds. S required M be silent partner. When the lease had less the 4 months left, the building owner approached S and they created a separate lease ( big $$ big opportunity), excluding M. M wanted to be a part but S did not inform until after it was executed.  M claims S breached fid duty. RULE: Because the court views them as partners, they owe each other a high level of fiduciary duty and the utmost good faith.
· HELD: There was a duty to disclose and S breached fiduciary duty. 
· S excluded M from being able to compete. S had duty to give M a chance to enjoy the opportunity for benefit that had come to him alone by virtue of his agency.
· S was managing partner appropriating the benefit of the lease to himself without warning S.
· Partnership opportunity: the opportunity to participate in the larger project belongs to partnership as it would not have occurred had the partnership not existed;
· Dissent: expectation of loyalty ends at end of lease. Thinks of this as term partnership. 
· Solution: would have been to amend lease and put it in partnership's name, rather than S?
· Clancy v. King: (modern fiduciary duties → good faith) Famous author and his wife entered into a partnership (JRLP) devoted to the writing and publishing of books. The partnership agreement required partners to act in good faith. JRLP contracted with S&R to form a joint venture to develop a TV show into books. Author provided his name ($$) S&R provides ghost writing. Author divorces wife and tries to get out of using his name. His wife filed a complaint claiming that author breached his fiduciary duty to her and JRLP. RULE: RUPA gives you the ability to limit the scope of your fiduciary duty BUT you can’t contract around your obligation to good faith and fair dealing.
· RUPA 105(a): relations among partners are governed by the partnership agreement.
· RUPA 105(b) – subject to certain limitations – partnership may, if not unreasonable, limit scope of duty of loyalty and duty of care  
· RUPA§105(c)(6) says that the partnership agreement may not eliminate the obligation of good faith and fair dealing.  
· Main question: if he acted in good faith. If a significant motive was to decrease the profitability of the project and deny his ex-wife and JRLP partner revenue then it could be bad faith.   
· Limiting scope of fiduciary duties is very controversial
· If you  do not limit scope, judge made law exists on (highest duty, fact specific analysis).  
· Dissociation and Dissolution pp. 857-859 
· Dissociation: when a partner ceases to be a co-owner
· Events causing dissociation → Section 601
· a. 	Analysis: 1. 601 – check for event triggers dissociation. 801 - dissolution mandatory? If not buyout in 701.
· RUPA 601(1) A partner disassociates when the partnership knows or has notice of person’s express will to withdraw → causes mandatory dissolution
· RUPA 601(2-10) list of causes of disassociation that don’t require dissolution 
· RUPA 602(a) – says that a partner can dissociate at any time, rightfully or wrongfully, by withdrawing as a partner by express will (For any reason – the partnership can not limit this in anyway – 602(a)).
·  RUPA 105(c)(9) – the right to leave may not be modified 
· But there are Consequences in 603 → mo more management rights, no new obligations but holds on to existing obligations. 
·  602(b) a partner's dissociation is wrongful in term partnership 
· (1) it breaks express terms of partner agreement OR
· (2) if withdraws before term unless it follows another partner's wrongful dissociation or death 
·  801(2)(a).Remaining partners can chose to dissolve but not mandatory.
· After disassociation, there is dissolution or a buy out 
· §801: 
· AT WILL - (801(1)): A partnership is dissolved in a partnership at will IF the partnership knows or has notice of a person’s express will to withdraw as a partner (other than a partner that has dissociated under 601(2)-(10)) 
· TERM - 801(2)(a):A partnership is dissolved in a partnership for a definite term within 90 DAYS after wrongful dissociation under 602(b), the affirmative vote or consent of at least ½ of the remaining partners
· §701(a) if there is not a dissolution under 801, mandatory buy-out – 701(b) fixes “buy-out price”
· 701(b) –The dissociated partner’s interest is bought out by the partnership based on a hypothetical value hiss account as if the partnership dissolved on the date of dissolution and assets were sold for the greater of either the liquidation value or value as a going concern without the other partner 
· RUPA§701(h): A person that wrongfully dissociates as a partner before the expiration of a definite term is not entitled to payment of any part of the buyout price until the EXPIRATION OF THE TERM or completion of the undertaking
· Policy: If he could withdraw $ early, it would take away from capital to operate the business and make it successful
· 701(c) – Partner will gets interest over the period of the term 
· 602(c) – The price can be reduced if the dissociating partner owes the partnership or by any damages that the partnership suffers if dissociation is wrongful  (we had to get recruiter, pay someone for customer relationship)
· The partners can contract on this buyout value and modify the right to the buyout
· The hypothetical selling price should be what a willing and informed buyer would pay a willing and informed seller 
· The dissociating partner’s right to participate in the management of the partnership ends
· BUT the partner’s duty of care and loyalty continue as to events prior to dissociation 
· The Partner is under no further fid obligation and can enter into competition with the partnership 
· Dissolution: partnership is dissolved and business is wound up  Section 801-805 
· A partnership can dissolve in 6 instances… 
· If it is unlawful to continue in the partnership’s business
· All partners agree (voluntary)
· If it is a term partnership and the term expires 
· If a partner in a term partnership ceases to be a partner (death, bankruptcy or wrongfully withdrawing from the partnership) and half of the remaining partners opt to dissolve the partnership 
· Courts can dissolve a partnership if… 
· The economic purpose of the partnership is likely to be unreasonably frustrated 
· It is not reasonably practicable to carry on the partnership business in conformity with the partnership agreement 
· At request of a transferee of a partner’s interest 
· The UPA gives each partner the absolute right to compel the partnership’s dissolution at any time (UPA 801(1)) – (this is based on the fact that a partnership is a voluntary association)
· UPA §802: A dissolved partnership must wind up its business by marshaling its assets and paying off its debts (including debts owed to partners) 
· If there is money remaining after all debts have been paid, the default rule is that the partnership repays any partner who has made a contribution to the partnership (and has not yet been repaid)
· If there are funds remaining after this ^ then the partners may receive a distribution that is proportionate to their agreement (if nothing in the agreement then equal shares) 
· If there are any distributions they must be in money – NOT property 
· If there are insufficient funds to pay a partnership’s debts then the partners must contribute to losses (this is based on the partnership agreement)
· If any partners fail to pay, then the other partners must make it up and they can ask the defaulting partner for reimbursement
· To protect partnership's business as going concern – get life insurance and make partnership a beneficiary. Life insurance pays off upon death and essentially funds the buyout.
· Liability after dissociation
· Partner is liable for what occurs before disassociation 306(b), 
· RUPA §703  but not what occurs after disassociation (generally) 
· Exception: Two year tale: RUPA §703(b)(2)(B) allows contract creditor to recover from partner who is disassociated if there is reasonable belief that person is still a partner
· To protect himself – he could announce that he is no longer be a partnership – give notice  
· You CAN contract around partner liability, but cannot limit liability stemming from third party relying on doctrine of apparent authority
· If C leaves PAC (at will) and give notice - dissolution is mandatory. Not mandatory if C dies. 
· Limited Liability Partnerships: The drawback of partnerships is the unlimited personal liability for entity debts BUT, if an LLP is formed, then all partners are shielded from personal liability for partnership debts. The partners remain liable for their own actions as partners. The partnership remains liable for any actions of the partners (i.e., malpractice). HOWEVER, the LLP shields other partners from liability in the case that the assets of the (malpracticing) partner and the assets of the partnership are insufficient to cover the debts
CORPORATIONS
· Promoter Liability Raises two legal issues: 1. Personal liability of individual promoters AND 2. Liability of corporation when it comes into existence
· A promoter is the person who ORGANIZES the corporation.
· A promoter may be personally liable for breach of a pre-incorporation contract made on behalf of the non-existent corporation unless the circumstances demonstrate that the other party looked only to the corporation for performance. 
· Release from personal liability: Once a corporation has been formed—in order to release the promoter from personal liability, the corporation must adopt the contract, AND there MUST be a NOVATION from the other parties to the contract 
· Novation: previous contract is extinguished by a new valid contract, by (1) substituting of parties or the undertakings; (2) with consent of all parties; (3) based on valid consideration 
· NO CONSIDERATION needed where the parties to contract and 3rd party are all in agreement that one party will be released from the obligations and the third party substituted in its place
· Quest Engineering Solutions, Inc. v. Wilbur  (promoter liability and novation) W, planning on creating CMG, enters into non compete contract with Quest and signs as himself, as CMG does not exist yet. CMG was not mentioned in non-compete clause. Interim agreement as parties expect W to form a corporation (CMG) in the future. Parties expect contract to be enforceable at date of agreement (pre-incorporation.) Later, W signs article of incorporation for CMG and files them. Quest sues W personally for breach of non-compete.  RULE:  Promoter could avoid liability IF the circumstances demonstrate that the other party looked only to the corporation for performance. 
· Issue: Is W liable as a promoter for breach of contract?
· Quest argues he is liable, rather than CMG. Wilbur argues he signed as CMG promoter, not as himself and should not be personally liable.
· HELD: W failed to obtain release of liability and is still liable.
· Reasoning: 
· Here, Quest did not look exclusively to CMG for performance because Quest initially signed contract with W, and expect contract to be binding when signed. CMG was not yet created so could not have been liable.  W’s liability continued until novation. 
· Need intent to show intent to discharge pre-existing obligation: Even though this was an “interim” agreement and could be terminable by either party, there was no replacement agreement reflecting the creation of CMG for over 2 years. When they created a new contract, CMG was now party to the contract but it did not release W from liability. 
· Similar to an unidentified principal --> the principal is the corp, but we didn't know who the corp was - Not legally valid entity.  If agent acts for unidentified principal – agent is liable (RUPA 602) 
· Should have formed corporation first – this would have established a shield of liability  
· Internal Affairs Doctrine and the Importance of Delaware Law pp. 142-146 
· Internal Affairs Doctrine: When disputes arise from the INTERNAL AFFAIRS of a corporation, the disputes will be resolved/governed by the law of the state of INCORPORATION 
· A corporation can be incorporated in any state regardless of if it will operate within that state 
· A majority of companies are incorporated in Delaware because… 
· Delaware corporate law is familiar to most corporate lawyers in the U.S. 
· A large body of case law interpreting the Delaware statutes provides a measure of predictability 
· DE has a specialized court, only 2 levels → quick
· Domestic corporations – if organized in the same law of the state they reside in  
· Foreign corporations – incorporated in different state than the one they reside in  
· Formation of the Corporation pp. 146-150 
· Corporations are creatures of statue – created by the state legislature – needs to find enabling provision under the corporations code  
· Individual or entity (businesses) can incorporate.  
· With respects to corporate powers – you don’t need to say much; default rule - perpetual life. Modern corp has all the powers a natural person does – powers specified  (Can sue and be sued, Own, transfer property, Can borrow,  issue debt, Hire ppl, make compensation plans, etc  
· Step 1: Reserving the Name 
· Reserving the name  (CA 90 days, MBCA 120 days in advance)
· Must indicate corporation status (name includes ltd., corp., inc.. → lets everyone know this is a limited liability situation) 
· Must be distinguishable 
· Must be different from other corporation on file with the Secretary of State (MBCA) 
· Name needs to be legally distinguishable on the record
· Entity type/ changing article is not enough 
· Club not enough to show its a corp
· States are weird about “bank” unless its actually financial institution
· Something like R&D corp likely too general and already taken
· CA: cannot be deceptively similar
· Registered name is for a forign corporation in a different state thinking about coming to a new state. They can register the name and protect it, and renew it indefinitely   
· Step 2: Incorporation Documents
· DE: “Certificate of Incorporation” 
· MBCA: “Articles of Incorporation” 
· MBCA 2.02(a): Mandatory information
· MBCA 2.02(b): Articles MAY set forth 
· Specific details (listed below) are required to be included in the Articles of Incorporation in order to determine personal jurisdiction: 
· (1) Corporation’s name 
· (2) Name and address of each person incorporating the new entity 
· (3) The lawyer or member of their staff acts as the incorporator 
· (4) Must name a person who will act as the corporation’s agent upon whom service of process may be made 
· (5) Must identify an address within the state where the registered agent may be served 
· (6) Must state the maximum number of shares the corporation may issue 
· If the shares have different management or economic rights, this must also be stated 
· (7) The purpose for which the corporation is being formed (required by CA not MBCA)
· (8) Number of directors or process for determining the directors (must be stated in the Articles or the bylaws) 
·  MBCA 8.01, 8.03. Number of directors does not have to be in the articles – it can be in the bylaws.MBCA § 8.03: Board must consist of one or more individuals
·  CA – needs three, why three? To break a tie 
· Step 3: Filing
· MBCA 2.03: corporate existence beings when articles secretary of state files them 
· Step 4: Organizing the New Corporation 
· Organizational meeting must elect directors, adopt bylaws, and appoint officers 
· Under many statutes, an actual meeting is not necessary if the incorporators (or initial directors) are acting by unanimous consent
· Board will often bring agreements and agree to adopt the contracts – called adoption
· Case law in most jurisdictions provides that a corporation cannot engage in business until it has received valid consideration in exchange for shares
· Bylaws – governing rules by which the corporation operates 
· MBCA 2.06 What can be included in bylaws: very broad document, but nothing inconsistent with the A of I because articles trump bylaws if inconsistent . 
· Bylaws are not registered with secretary of state
· Defective Formation: De Jure vs. De Facto Corps + Corporation by Estoppel  pp. 150-166 and pp. 171-175 
· De Jure Corporation: Established by statutes. Valid corporation, existence begins when articles are filed (unless specified in articles). Established seal of limited liability good against the whole world 
· MBCA 2.03 - valid de jure when the articles are filed
· De facto corporation – Established by courts. Could be treated as a corporation provided there’s 1. a valid statute to incorporate them under, 2. good faith, and  3. the corporation acted like a corporation. Protects people who legitimately thought they were operating as a corporation.
· Limited liability against anyone beside the state (to protect state interests)
· Corporation by Estoppel: Corporation by estoppel is NOT a legal status, but it is an equitable doctrine, which prevents a third party from denying the existence of a corporation if the 3rd party treated the entity like a corporation and denial would result in unjust harm. 
· The facts have to show a course of dealing and the parties have an understanding that the parties are operating under an understanding that there is a corporation 
· Very fact sensitive 
· Estoppel (scalpel) vs de facto (sledgehammer): Estoppel is where one specific party is estopped from denying the other corporation doesn't exist based of their prior dealings. De facto: state saying this a corporation and has a seal of limited liability against the world.
· Brown v. W.P. Media: (estoppel case) Alabama/Brown is the plaintiff and WP is the defendant. A and WP did a contract to create new wireless internet corporation. WP agreed to create the network and A  gave 80k. A sues WP for not doing their eend. WP had been negotiating with Brown, face of A. 
· WP argues because A was not incorporated properly, it did not have the capacity to sign a contract. Therefore, contract was void. 
· HELD: W.P. is estopped from denying A’s corporate existence bc W.P. treated Alabama as a corporation.
· Reasoning: The facts show that (1) the operating agreement identified A as a corporation; (2) W.P. never challenged the validity of the operating agreement. Even though A did not have a proper organizational meeting until 2007, nothing requires an organizational meeting to occur before incorporation.  If W.P. did not get estopped, they would receive a windfall of 80k.
· Payer v. SGL Carbon: (estoppel with factors) Payer is an individual who is representing TM and did a contract with SGL to buy property. Initially just contract as individual. Title should be taken in the name of the corporation, but not incorporated yet. Payer did 2nd contract as a representative of TM. SGL ended up canceling the contract and found another buyer.  TM specific performance and SGL defends on grounds that contract was void bc TM was not incorporated. 
· Factors for determining if there is a corporation by estoppel: 
· Would it be contrary to general principles of law to let defendants avoid liability? 
· What was the intent of the parties at the time of contracting? 
· Has plaintiff relied on defendant’s misrepresentations regarding corporate status to its detriment?
· HELD: TM is a corporation by estoppel. It would be contrary to parties’ intent to not hold TM a corporation by estoppel
· Reasoning:  SGL submitted no proof that TM’s corporate status was important; SGL’s President said status wouldn’t matter.  SGL did not provide any evidence  of misrepresentation or reliance.
· Concern: Courts are in effect undoing the legislature's intent and superseding the statute – legislature decided corporation was made when the secretary of state files the articles  
· Duray v. Perrin (de facto case with LLC) Munger owns Durray Development. DD entered into a contract with Perrin for excavating. 2nd Contract replaced P with Outlaw in October – new comp Perrin formed with V. Signed by P and V (as owners of O) and M. (Did the two contract thing because M wanted to get started before Outlaw was formed. They signed 2nd contract once they thought LLC was valid.) Then proceeded like Outlaw was a corporation.. During discovery DD discovered Outlaw was not properly filed and wants to hold P personally liable. P argues he is not liable because Outlaw was a corporation de facto. Trial court rejects de facto argument – says that this does not apply to the LLC bc LLC statute makes it clear that de facto corporation doctrine does not apply to LLC.
· On Appeal, Court analogizes to the de facto corporation doctrine – the process of forming LLC are very similar to forming corporation. 
· De Facto Corporation exists when the party 
· (1) proceeded in good faith; 
· (2) under a valid statute; 
· (3) for an authorized purpose; and 
· (4) have executed and acknowledged articles of association pursuant to that purpose. 
· HELD:  the de facto corporation and corporation by estoppel doctrines ARE APPLICABLE to limited liability companies and Outlaw was a de facto corporation.
· Christmas Lumbar Case (shows how the MBCA 2.04 works and review of partnerships). Waddell signs the articles of incorporation for Waddell Inc., but the articles did not get filed.  Before the articles were filed, Valiga claimed he entered into a contract with W for the construction of a house. W brings in friend, Graves, and the two make joint venture: RH construction. V found defects, sued W and G individually b/c no R.H. construction at time of the contract. De jure corporation not in place when contract was signed. 
· W says he thought Waddell corporation was in place, relies on 2.04 to avoid personal liability. 
· § 2.04 Liability for Preincorporation Transactions All persons purporting to act as or on behalf of a corporation, knowing there was no incorporation under this Act, are jointly and severally liable for all liabilities created while so acting. 
· HELD: W and G  are liable. Both signed joint agreement that reflects partnership. They divided the profits - inadvertent partnership. This is a liability of the partnership and they then are personally liable 
· Frontier Refining Co. v. Kunkel’s Inc. (Shows how fact driven these doctrines are) Kunkle is the promoter here. He wants to take over a gas station Frontier is selling  but he doesn't have any money. K wants Fair and Beach to fund. F+B agree only if K incorporates. K would manage, they would fund w $. K Signs some agreements; including distributor agreement w Fronteir– this agreement called for COD – cash on delivery but Frontier employee messed up so now Frontier sues K+F+B. They didn't serve K bc he skipped town.  
· Frontier wants to hold them liable under inadvertent partnership. K never tried to incorporate.  
· B and F couldn’t say they were protected by corp liability shield bc there was no good faith to attempt incorporation. You have to have some effort of degree for good faith effort   
· HELD: 2.04 protects Beach and Fair from liability – they didn’t make representations, K did. 
· RULE: For personal liability under 2.04, the defendant must have made representations of a corporation
· Policy: -If Frontier won – there would be windfall. Frontier is getting more than they bargained for - they were only contracting w K, or at max a corporation which would have limited liability anyways. 
· Also, it was their contract and their employee that made the mistake!
· Think about EQUITY when determining how it would come out 
· Ultra Vires Doctrine : says you can’t commit waste!
· The ultra vires doctrine holds that any action taken by a corporation that is beyond the purpose stated in its Articles is void. Almost Every corporation can take advantage of a broad purpose amd can can engage in broad ventures. Outdated claim now - difficult to make
· Today it is important for WASTE: Corporations are not allowed to commit waste, which is an exchange of corporate assets so disproportionately small as to lie beyond the range at which any reasonable person would be willing to trade. 
· Very high bar for a plaintiff to clear 
· Corporations  can make contributions or political donations PACS
Balance Sheets and Income statements 
· Financial statements show how well a business is doing - helpful internally and externally   
· Accounting - 2 big ideas
· Matching Principle: Matches cost with revenues you generate, there is profit when revenue is greater than costs. Profit belongs to owners of business. Allow people to measure and performance.
· Principle of Conservatism: all accounting professionals are going to play by the same set of rules and the this gives of investors/lenders/regulators the ability to rely on confidence that the financial statements offer accurate accounting of the business /portrayal. Creates Compatibility  
· Income statement: 
· Income statement illustrates the importance of the matching principle 
· Income statement lets us know if a business is making money or not while it's operatning. 
· Income statement is based on all the revenues earned in that period, minus all the expenses in that period. Revenue minus expenses is profits 
· Profits owners or stay with corporations 
·  Balance Sheet
· Balance Sheet: Turns on three things – the assets, the liabilities (obligations), and the owner's equity  
· Assets minus Liabilities = shareholders equity 
· assets = Liability + shareholder's equity 
· To create balance sheet: left side – assets. Liabilities and shareholder's equity – right side. 
· They should equal the same thing on both side. 
· Assets - Current and Fixed 
· Liabilities – Current and Long-Term
· Owner’s Equity – Partners’ Equity and Shareholders’ Equity
· Preparation of Balance Sheet – Two Equations
· . Book Value = Assets minus liabilities.
· Book value as determined by looking at a balance sheet does not show the true, extrinsic and fair value bc assets are recorded at historical costs. (Ex house apprecitations from 100k to 2million) 
· Types of Securities: The Fundamental Distinction between Debt and Equity
· After incorporation, corp needs $ and gets it in 3 ways: 1. owners investing and getting equity 2. get loan from bank 3. profits from successful prior years – could RETAIN earnings and use them for future of business (if earnings aren’t retained, typically given as dividends)
· 2 types of securities: Debt and Equity. 
· Equity: equity represents an ownership interest in the business rather than a loan to the business
· Equity has all the management power – owners of the business are going to decide how to run the business. Owners also make all the profit. 
· Money that the owners contribute  usually the owners’ equity will be proportional to the value of each owner’s contribution
· Debt is a loan. Lender is taking a risk, and is going to charge interest for risk of default
· “Inside” Debt - are loans made by shareholder/owners.
· “Outside” Debt - occurs if money loaned to the corporation from outside third parties (banks, etc.)
· Leverage: Leverage results from outside debt. Highly leverage company - a lot of debt
· may make sense to sell equity and incur debt because interest payments are deductible and dividends are not. Can return more to investors. More highly leveraged an investment is ->  greater percentage of the gains.
· As long as you are earning more than the cost you have to pay the borrowed funds, then all of the excess goes to the shareholder’s equity
· ( business is able to invest borrow capital and earn more than the cost of borrowing – owner gets the extra money)
· Overview of the Different Types of Equity Securities
· MBCA 602(a) -If the articles provide that the board is authorized to classify unissued shares into one or more classes of stock, Can classify unissued shares into some class of preferred stock. 	
· MBCA 6.02(b) – Before it issues the shares, the board decides what the rights, preferences and privileges will be of that class of shares AND the corporation must file with the secretary of state, an amendment to its articles setting forth its rights, preferences and privileges.
· Basic Attributes of Common and Preferred Stock 
· Number of Stocks is required in A of I
· Rights are established in Articles of Incorporation 
· Preferred Stock = receives some priority over common stock
· Common Stock = residual claimants 
· Shares can come with voting rights and/or financial rights 
· Voting rights = control 
· Financial rights = right to receive distributions
· Dividends
· Liquidation 
· Liquidity of common stock 
· publicly traded = NYSE or NASDAQ (liquid bc its easy to sell stock)
· closely held = PAC Surfboard, Inc. (harder to sell stock)
· Shareholder Distributions – Payments to Shareholders 
· Distributions to shareholders , payments from business shareholders, include
· dividends paid to shareholders (distributions are typically dividends)
· payments to shareholders on liquidation or dissolution
· payments to shareholders to acquire (“redeem” ) their stock 
· Repurchasing/redemption – company buying back their own shares
· SH do not have a right to receive a dividend payment until the board declares it
· Preferred Stock: Use of Multiple Classes of Stock
· Preferred Stock = receives some priority over common stock, senior security 
· a class of stock that has priority over common stock in either the payment of dividends, the distribution of assets on dissolution or both
· A typical preference is to grant the preferred stock a fixed amount of money per year as a dividend to be paid before the other stock receives any dividend. 
· Noncumulative and participating unless stated otherwise 6.01(c). No voting rights unless stated otherwise
· Common Stock = residual claimants 
· Plain vanilla - one class of common stock
· “Authorized” shares = maximum number corporation can sell 
· “Issued” shares = number actually sold 
· “Outstanding” shares = number sold and not reacquired 
· Statement of authorized capital must be set forth in Articles of Incorporation
· MBCA §2.02: the number of shares MUST be written in the articles 
· MBCA §6.01-6.03: if you have more than one class of shares, you have to describe the rights of a share (called statement of capital structure)
· Different Types of Preferences: Terminology 
· Cumulative Dividend: where the shareholder gets paid dividends on past years in addition to the current year if there was no past year payout. The corporation is prohibited from paying dividends on other stock until the accumulated dividends have been paid in full
· dividend overhang - when board doesn’t distribute and debt to cumulative shares adds up. If dividend does not pay in any given year, overhang increases -– puts pressure on the board to pay out every year
· Matter of bargaining power in negotiation 
· Non-cumulative Dividend: if you aren’t paid that year, the dividend is extinguished
· Voting Preferred Stock - used to elect board of director and gives shareholders some right to monitor/control
· Liquidation (or Dissolution) Preference
·  only happens once - preferred shares have priority in dissolution  
· Pecking order: Order of payment after liquidation: secured creditors then unsecured creditors then liquidation preference preferred SH then common SH.
· Use Participating or Non-participating Preferred Stock 
· If preferred stock is participating, it receives dividends along with the common stock even though it has already received its preferential dividend 
· If nonparticipating, you are ONLY entitled to the first dividend, you DO NOT receive the additional dividends
· Some stock is hybrid: ex participating stock → can have preference to get priority/is cumulative (preferred feature) but still participate (common feature) 
· Making Changes to Terms of Outstanding Preferred Stock 
· MBCA §10.03: Board, acting on behalf of corporation, cannot unilaterally amend terms of its outstanding preferred stock 
· 10.04  The terms of an outstanding class of preferred stock cannot be amended without first obtaining the preferred stockholders’ consent to such changes (usually by a majority vote of such class) – even if such shares are otherwise non-voting
· Authorize Blank Shares: A provision that allows the Articles to state the maximum number of non-common shares, but the characteristics of the shares can be decided later by the board of directors when the corporation is prepared to sell them to an investor (MBCA 6.02 can give shareholders ability to classify unclassified shares)
· Allows Board flexibility to establish financial terms of a particular class (or series) of shares at time of issuance and take in current economic conditions (might need to get capital and make new class) Expensive and time consuming to change rights later and amend articles 
· Debt Financing
· Short-term debt is a loan that matures in less than 12 months.  Short-term loans have lower interest rates and lawyers may negotiate the terms of the loan. 
· Ex: Boutique gets to sell coats from high-end designer; but designer will only sell coats for cash – boutique is a small business and needs to borrow money, but they know that they will make a good profit off of the coats- they can get a short term loan from a bank 
· Long-term debt lasts much longer than short term loans and have higher interest rates.  The amount borrowed (loan principal) may be too high for just one bank, so banks may get together in a “syndicate” to make the loan OR the loan could be divided into many small pieces and sold to the public as stocks (called bonds or debentures) 
· Ex: Printing shop needs a new printing press that costs $1 million or it will likely go out of business; they may seek a bank loan for years rather than weeks
· Different Types of Debt Securities 
· Bond - debt secured by a corporations assets
· Debenture - unsecure form of indebtedness – no collateral pledged with issuance of debenture.
· Debt covenants - agreements in the indenture/bond agreements - outside scope of class
· Can have covenants that make debt look more like equity - seems like they have more managerial rights
· Incentive stock option: the right granted to an employee to buy shares at a fixed price (called the exercise price)
· Debt Advantages → big tax incentive - deductible while dividends are not
· Debt Risks
· Thin capitalization: an excessively high ratio of debt to equity in a corporation’s capital structure 
· Risk #1: If bankruptcy occurs, debt holders are paid before equity holders
· Risk #2: If the corporation incurs a liability that it cannot satisfy, a court may pierce the corporate veil and hold its owners liable 
· Risk #3: Inside debt to equity ratios can cause red flags for the IRS, which may lead to audits
· IRS can  recharacterize loan as equity - pay it AND penalty fines
· Partnership Taxation: Flow through treatment: Partners pay taxes, partnership doesn't. Profits get allocated to individual partners who pay as a tax to their income. 
· Corporate Tax: Double tax burden: Modern corporation is a separate tax paying entity. If the business decides to distribute dividends, that comes out of whatever’s left after the corporation pays taxes, and individuals pay tax taxes on dividends
· If no distributions are made, only corporation pays tax.
· If dividends accumulating and you want to minimize taxation: Accumulation bailout strategy  - when before getting dividends payout, you sell your shares (for more than what you bought) and then those profits are taxed, but taxed as capital gains. This is a much lower tax rate 
· Zeroing out strategy – for small closely held business - if it doesn’t want to pay dividends to minimize taxation burden, they can hire SH as an employee → this lessens the companies profits and reduces corporate tax. HOWEVER - must be legitimate business expense 
Issuing Stock
· Pre Incorporation subscription agreements: before the new corporation has been formed, investors may contract among themselves to purchase shares for after incorporation 
· These are difficult to enforce because it seeks to bind a nonexistent entity
· outdated but do exist
· Shareholders make money when they get issued dividends, and when business is successful, shares are worth more and you sell them. When company is liquid, the real value comes from the latter. 
· Closely held companies – no stock exchange market place – hard to get a buyer. In this context,the owners of business are relying on working in business or dividends
· Buying shares terminology 
· Issuing – when you buy from company 
· Trading – when you buy from shareholder 
· Issuing shares is way of raising capital - only up to number authorized in A of I or amendment 
· Consideration for shares 
· MBCA 6.21(b): Consideration is anything that is beneficial to the company (anything tangible or intangible, including cash, promissory notes, services done or contract for services in the future)
· Calif. §409 
· Permitted: 1. Money 2. Tangible/intangible property3. Services ALREADY performed 4. Non-cash consideration 
· Prohibited: 1. Future services 2. Promissory notes
· Not allowed bc they contribute to dilution dilution – you can’t compare future services to an amount of money paid (i.e., $100)
· Board decides value of non-cash consideration  in both CA 409(b) and MCBA 2.61(b)
· Par Value: ONLY APPLY TO ISSUANCE TRANSACTIONS (also known as raising capital) (not trading) 
· Par value: a judicial presumption that shareholders had agreed that they would pay an equal amount per share when purchasing at the same time 
· Shareholders determines valuation – binding and conclusive  
· You can sell for over the par value, but can never sell for under the par value. 
· Good corporate lawyer always wants to use a LOW par value
· Equity dilution: if you pay $100 for a share and someone else only pays $80 (par value attempts to solve)
· CA and MBCA = NO par value But DE 154– Can’t go lower than par value.
· Watered Stock Liability - The danger that when consideration is something other than cash, the consideration may become overvalued – this is heightened when shares are connected with the corporation’s management because management would have incentive to overvalue the consideration
· Selling stock for LESS than par value: INVALID consideration! 
· Corporation/creditors can sue to recover the water if the shares were sold for LESS than par value 
· Preemptive rights are CL rights granted to a shareholder to buy that number of shares in a new issuance; shareholders can buy x number of shares so that they can keep their proportionate ownership in the business; opt-in provision 
· If the shares have really good terms to the shareholder, the company might want to buy them out to remove 
· There can be voluntary buybacks too 
· IN DE: Board can pay dividends out of retained earnings or capital surplus not stated capital. DE lawyers recommend the use of low par shares.
· In DE for paying dividends, you can always use retained earnings. Capital surplus generally avail as long as you tell the shareholders that that is where it is coming from. Stated capital never avail
· CANNOT make dividend payments if that would cause insolvency
· CA/MBCA
· MBCA  6.40(c) Two tests
· 1. balance sheet- assets are greater than liability
· Includes amount necessary to pay the preferred shares their liquidation preference.
· 2. under the the equity test , the corporation can’t pay a dividend if afterward the corporation would not be able to pay its debts as they become due in the usual course of business of if the corporation’s total assets would be less than its total liabilities more nuanced)
· Tests protect the interest of creditors.
· Treasury Shares (DE) reacquired shares can be used to raise money in the future. No longer outstanding shares, but they were previously issued. If we sell treasury shares – there is no par value. We already sold them, got the par value, and put that on the balance sheet
Piercing The Veil Doctrine
· Piercing the corporate veil is an equitable doctrine, created by the courts, that holds a corporation’s shareholders liable for the corporation’s debts if the corporation is unable to pay DESPITE its general shield against personal liability 
· FACT specific inquiry
· In analyzing PCV, we apply a two part test.  (1. disregarding separateness 2. fundamental unfairness)
· First, whether there was such unity of interest and ownership that the corporation and its shareholders were not separated.  Factors to consider are… (not equally weighted)
· (1) Undercapitalization - did the owner provide enough equity to cover reasonably foreseeable obligations that the corporation might incur 
· BIG factor with tort claims who is injured because they are an involuntary creditor with risk thrust upon them 
· Not a big factor with contract claims - why didn’t you just contract around this?
· (2) Whether the corporation failed to observe corporate formalities, such as holding corporate meetings, appointing officers, issuing stock, etc. 
· Smaller factor for tort creditor - why would this matter to a tort creditor when there is no course of dealing? More important to Contract creditor 
· (3) Absence of corporate records
· (4) Payment by the corporation of individual obligations – this can be shown by commingling of personal and corporate funds 
· NOTE: Failure to use corporate form in the business name ALONE is INSUFFICIENT to PCV 
· Second, we must consider whether failing to pierce the corporate veil would allow unfairness, injustice, fraud, or other inequitable conduct.  Factors to consider are… 
· (1) Fraudulent misrepresentation by corporation directors 
· (2) Use of the corporation to promote fraud, injustice, or illegalities
· Piercing the veil cases → third party P has to convince court to disregard de jure corporation and separation between corp and individual and hold the individual liable to third party 
· Have to separate tort creditors/involuntary creditors and voluntary creditors/debt creditors  
· Issue: Doctrine of internal affairs? 
· Governance of the company is internal affairs – internal affairs doctrine: state of incorporation are the rules that are applied.
· DE – has a VERY high bar to convince to pierce the corporate veil for contracts?
· BUT torts are torts, they should be governed by the law where the tort occurred – they have the interest in protecting the victims and citizens. Issue of which law will apply 
· Brevet: (contract creditor) Great Plains has principal officers C+K+C who hired Brevet for consulting services. C invested 100k to implement B’s changes but then didnt pay him. Brevet suing Great Plains and C+K+C individually but C+K+C (defendants) say there is limited liability because of the corporation.
· HELD: No piercing the corporate veil. 
· Reasoning: Contract was w Great Plains Co in it which indicates limited liability. Invoices were directed to company. Brevet did not bargain for unlimited liability. 
· Walked the walk → acted like a corporation so no piercing the corporate veil
· Baatz v. Arrow Bar (tort creditor) Ds buying business – bar, purchase price for business was 155k. They got a loan from the bank to buy the bar. Patron at bar was uninsured driver and struck plaintiff Baatz on motorcycle. P could sue Arrow Bar for respondeat superior and bartender’s negligence. Issue though is that here company has no assets. P wants to pierce the corporate veil and go after the creditors. 
· Baatz says Ds failed to observe corporate formalities and board meetings. Court says this is irrelevant for tort creditors - you had no idea how they conducted business and were not confused if they were partnership or corporation. More important for contract cases.
· HELD: No piercing the veil 
· DISSENT: But undercapitalization is more relevant here → by not buying insurance for foreseeable business risks (overserved patrons/drunk driving) OR retaining enough $$ to pay for recovery, the corporation shifts business risks to general public. 
· By capitalizing the business w 150k loan and barely any equity, there is very little in business to compensate victims. Needed to buy insurance, but statue didn’t require it. 
· RULE: Failure to observe business formalities not relevant factor for tort creditors
· Hanewald v. Bryan’s Inc. (Never issue shares for less than their par value!) Hanewald is leasing building to Bryans Inc for 60k. J and K formed Bryans Inc and got loan of 55k from bank to use for lease - the bank made them agree to personal liability bc the new business was risky venture. Byran’s Inc. paid 55k cash from bank and 5k promissory note. K and J Bryan put 10k into Bryan’s inc. J and K got promissory note from corporation to show this is debt. (Outside debt is from the bank, Inside debt is from Keith and Joan.)  After, they issue 100 common stock and each get 50.  Company was highly leveraged. Business went under and there was voluntary dissolution. Bryans Inc pays bank loan, and loan to themselves but does not pay Hanewald. H cannot go after company for recovery bc there are no assets. H wants to pierce the corporate veil.  
· Bank and Hanewald are stakeholders in the bank's success – they are rooting for them because then they get paid but also assuming a risk that they will not be successful and cant pay lease
· Didn’t get personal liability guarantee in the lease! Suggests that Bryans had more power in negotiating bc H took on this risk. In other lease w bank, Bryans took on lease 
· Case reflects use of marginally capitalized corporation: allocating risk between buyers of the business and the seller bc it might not be successful!
· Hanewald argues court should impose personal liability because J and K did not pay for their shares (the 10k was a loan). They needed to pay Par Value - 1k a share (as set forth in the Articles)
· HELD: there is personal liability here. Because the duty for par value was not met, the generally recognized rule is that a shareholder is liable to corporate creditors to the extent his stock has not been paid for. The Par value here was very high - 1k a share. Would have had to pay up to 50k
· DE holds on to par value - can’t pay less that par value for shares
· Hanewald got more than he bargained for really - was doing business with a limited liability corp! But got personal liability bc of mistake of lawyer. 
Enterprise Liability 
· Similar to piercing the corporate veil
· Courts are less reserved to aggregate affiliate corporations than to pierce corporate veil and hold SH liable. 
· Different result: P may be able to go after assets of other corporations. 
· Used to protect from fraud & fundamental unfairness. 
· Enterprise Liability : Holding corporation parent liable for subsidiary’s debt. Seeks to aggregate corporations into a single enterprise and hold whole enterprise liable. 
· Vertical: hold debtor corporation’s corporate parent liable 
· Horizontal: creditor seeks to aggregate 1(+) corporations under common control. (siblings)
· Smith v. McLeod Distributing, Inc (example of horizontal integration)
· Colonial Mat Inc, and president Smith do business Plaintiff. Colonial Mat inc has different subsets. At some point. Colonial Mat says they are changing name to Carpet but the companies continue w contracts.  Eventually, P stops receiving payment. Colonial Mat says no, these are separate companies. Plaintiff is going after Smith bc of the personal guarantee in contract. P are going after Industrial Inc under enterprise liability.  
· HELD: Plaintiff can collect under enterprise liability. These companies shared the same owner, same directors, same address, same everything basically! Here, corporate formalities matter – Plaintiff thought he was dealing w all colonial companies by the way he was conducting business so holding Ds liable is fair.  
· Applies PCV factors, plus more, including (1) Whether similar corporate names were used; (2) Common principal corporate officers, directors, and employees; (3) Whether business purposes were similar; and (4) Whether corporations were located in the same offices with same telephone numbers.
· To collect from assets of other businesses, P needs to show all the similarities of them acting out as alter egos of the same company. 
· If you are a small business owner – to isolate risk so creditors can only look at one entity – hire different managers, supplies, etc – segregate the corporations. (nefarious purpose to keep money from creditors OR actually different to see how different factors affect profits)
· Goldberg v Lee Express Cab Corp.  Goldberg was hit by taxi cab – she is an involuntary/tort creditor . She sues driver under negligence, cab company, owner, and its  sibling company. (Respondeat superior case for negligent driving). Here, all the cab companies were small companies are set up separately. Assets in one company – probably not much. Insurance company is just for one cab  - bare minimum. 
· HELD: there was enterprise liability. Here, receipts were commingled, suppliers were the same, garaged centrally, operated and maintained as one single unit – this is more like a fraud on the public bc he's avoiding liability  
· There is a foreseeable risk is that they wont be able to pay when someone is hit and they push these debts unto the public.  Incentivizes business owner to take out more insurance than minimum  
Board of Directors 
· Board of Directors: After company is formed, the first thing you look at is board of directors. Shareholders elect the board - that’s their big job, then they are passive and the board manages corporation by making large policy decision that is delegated to lower officers.
· DE 141 /MBCA 8.01(b) – every company has to have a board of directors; 
· The corporate norm is that the board of directors manages the business affairs of the corporation.
· Directors themselves cannot always manage the operations of the firm, but they can appoint officers, establish or approve goals and plans, and monitor performance 
· The board of directors can NOT abdicate its fundamental responsibility as the manager of the business affairs
· Delegation to Committees: 
· A board may not abdicate, but can can establish committees and delegate management powers to officers - Ex: Committees can not declare dividends – must be done by the full board 
· The delegates must remain under the direction of the board, - board will still retain some involvement. 
· MBCA § 8.25: A board may establish committees and delegate all their power to committees except the power to change the corporation’s bylaws AND approving fundamental actions that require shareholder approval 
· Delegation in large publicly traded companies is common because their stock is listed on the NYSE and this is approved by the SEC; 
· Committees that are mandated under the NYSE
· Audit Committee: big job is to make sure there is adequate financial reporting of commercial affairs
·  Compensation committee can set fees for senior officers tho, set up employee stock option plans  
· Nominating committees –who should be nominated as a candidate to be on the board 
· Number and term of officer for board members 
· When corporation is formed, the articles either name the board or promoter will appoint them. The number of directors on the board must be stated either in the Articles or the bylaws. After that, default rule is to have an annual election for the board of directions 
· MBCA 8.03 - board has at least one director
· MBCA 8.03(c) – SH elect board annually and board serves one year  
· MBCA 8.05 – term of office after being elected by SH is until next annual meeting of the SH.
· MBCA 8.05(e) Incumbent directors continue to serve until their successor is duly elected (considered holdover directors)
· 2 ways to change the default rules of a one year term (1) classified board and (2) staggered terms of directors [*MUST BE INCLUDED IN THE ARTICLES
· Classified Board: MBCA § 8.04: a board in which the power to elect at least one director is vested in, or denied to, at least one class or series of stock (AKA you need more than one class of stocks - common and preferred) (Lehrman)
· Staggered Terms: MBCA 8.06 Instead of electing the entire board at once, the directors hold staggered terms of 2-3 years (Humphries)
· Staggered term very popular w delaware public companies -  Public policy – not changing ppl every year – institutional memory of having people overlap ( silly – you can vote them back in if u want)
· On the other hand – policy in favor of making every board member stand for election every year – ensure that they perform well. Or they can get votd out
· Removal of Directors 
· Shareholders have the power to remove directors before their term is expired 
· MBCA 8.07 – default: Director can resign at any time – delivering notice of resignation. 
· MBCA 8.10 – either SH or board can fill the vacancy. (death, resignation)
· DGCL and the MBCA § 8.08: Shareholders may remove directors with or without cause unless the Articles provide that a director can only be removed for cause 
· 8.08(b) if elected by one group, only one group can remove
· 8.08(c) - director may be removed if number of votes cast to remove the director is more than the votes NOT to remove  
· Backstop to protect rights, If the no votes are sufficient to elect the guy – then we can remove him. Minority shareholders can potentially protect. 
· 8.08(d)For cause removal requires that the individual be given notice that meetings purpose is removal of director
· Notice includes (not in statute) (1) specific charges for his removal; (2) adequate notice; and (3) a full opportunity to defend the accusation  these requirements are necessary to prevent injustice and impact on reputation 
· DE RULE §141: Directors elected to STAGGERED/CLASSIFIED board may ONLY be removed for cause
· Often now, the rules of companies are modified to say they cannot be removed without cause. Question of WHAT is cause 
· Board Action
· Boards can take action (1) UWC (unanimous written consent) - without a meeting if their intention is unanimous, except to the extent that the Articles or bylaws require a meeting (8.21) – the secretary is responsible for the written consent (7.04) (publicly held companies can almost never do this because there are so many outstanding shares); or (2) with a meeting
· Two types of meetings: regular and special
· Requirements for Valid Meeting:
· Properly Called 
· Proper Notice 
· Regular meetings  → automatically called, do not need notice (8.22)
· Special meetings  → Directors must be given 2 days notice of the location and time of the meeting (8.22b ) – but don’t need to be given notice of purpose 
· How to waive notice:
· Express Written waiver signed by the director (8.23(a))
· Director implies a waiver if they show up and don’t immediately object to lack of notice
· Valid Quorum: the minimum amount of voting power that must be present at a meeting for actions to be valid 
· Policy: board is a collective body, the assumption is that a minimum needs to be there to take collective action as a board 
· Default rule is that majority – can be altered to 1/3 but no less (majority of the FIXED number of directors)
· MBCA 8.24(a): A majority of all directors must assemble to have a valid meeting
· If there is a vacancy, you still need a majority of the SPECIFIED number of directors (you take the majority of 9 – NOT 8)
· 8.10(a)(3): if the directors remaining are fewer than a quorum, the only thing they can do is fill the vacancies by electing other board members
· 8.20b director can be present by physically being in the room or by any means of communication so long as all the directors can hear each other – by conference call typically 
· Action Approved by a Sufficient Vote 
· Action will be valid and approved if it receives the assent of the majority of directors present at the meeting
·  8.24b - if quorum is present 
· 8.24(c) – every time a vote is to be taken, the yes votes of the majority of directors present are required to have valid board action.hen the affirmative votes need to be a majority of the director’s present  
· MR 8.24 - director who is present at meeting of board of directors or committee meeting is assumed to have assented to the meeting unless you walk in and object. When you object/dissent - make sure that is entered into the board minutes 
· You cant vote yes, or not say anything, and then afterwards say I object --> the whole point of a board meeting is collective action/cross pollination  
· You need notice, quorum present, and required number of yes votes for a valid action  
· Policy : They are required to meet – when everyone is in the room, there is cross-pollination- Shareholders entitled to the board's presence and votes, but also influence and consideration
· Closely held companies – typically will use unanimous written consent
· Senior Executive Officers as Agents of the Corporation
· No individual board member is an agent UNLESS the board member is a senior executive officer/employee of the company. Make they are wearing their employee/officer hat, and the hat takes us back to agency law. 
· Officer: a president, vice president, secretary, treasurer or principal financial officer, comptroller or principal accounting officer, and any person routinely performing corresponding functions
· Executive officer: president, any vice president in charge of a principal business unit, division (sales, administration or finance, etc), or an officer/other person who makes policy
· MBCA 8.40(c) the only required officer is a secretary (officer to keep the company records and for authenticating a document for official company record  )
·  §312- CA requires more: chairman of board, president or both, secretary, and chief financial officer
· Any number of offices can be held by the person – be careful about what hat the person is wearing 
· Board has authority to appoint officers and remove officers 
· H-D Irrigating, Inc. v. Kimble Properties, Inc (corporation has legal obligation for some of officer’s acts through agency law )HD buying property from Hobble Diamond and irrigation supplies from Kimble Properties. Loyd Kimble is president of Hobble and Kimble. Loyd negotiates on behalf of both Diamond and Kimble corps. HD suing Diamond, Kimble, and Loyd bc irrigation supplies were misrepresented. Suing Loyd individually for tort of misrepresentation. HELD Lower court says everyone is liable, but on appeal, court holds only Kimble and Loyd Kimble are liable 
· President is an employee here – bc he is an officer this is  vicarious liability - respondeat superior  
· Kimble’s actionable conduct was not in the scope of the employee-employer relationship under hobble diamond co., but was for in his capacity as Kimble Inc employee. 
· Officer is an employee. Employee is subcategory of the principal/agency relationship. 
· Company can get director and officers insurance for misconduct purportated by senior officer  
· Certain officers may be subject to personal liability under some statutes 
· Scope of apparent authority – the comp is holding him out as a senior executive officer – this is a facts and circumstances inquiry – this is potentially an expanded scope of authority
· To sign as corporation, not individual officer:   Give the name of the coporpation, and then BY signature and their title – this shows it is BY a representative, Make sure clients sign properly!! 
· Andrews v. Southwest Wyoming Rehab Center Andrews promoted to vice president. Worked closely with president Horn Dalton. Andrews told board that Dalton was mismanaging. After, Dalton terminated him. Andrew suing now and arguing breach of good faith and fair dealing – here there is no employment contract so he can't use contract law but there is a limited safe harbor for employees who had a special relationship with the corporation. Andrews says bc he is a corporate officer, he has an  obligation to act in good faith that in a manner reasonable person believes is in best interest of corp = so  there is a special relationship. 
· Held: An officer can  be removed at any time with or without cause by the board of directors  (MBCA 8.43) 
· Officer duty of care to act non-negligent does not suffice
· Real world takeaway: All CEOs know they can fired → in negotiating, ask for just cause standard, moral obligation, and severance pay 
· Snukal v. Flightways (apparent authority and officers)
· P, Snukal, leased his Malibu house to D (Flightways). Lyle lived there – President, CFO and Secretary of D. D stopped paying, D claims Lyle was not authorized to enter the agreement. Checks were from D’s account. CA 313 – requires any instrument in writing requires signature from two categories: (1) general managerial operational and (2) record keeping and finance. If someone has both, the corporation can't say the agreement isn’t valid unless they didn’t know they had the authority. 
· D says it is failure of Lyle to indicate he has two hats, only signed as Prez so this statute doesn’t apply.
· 313 applies so long as the third party doesn't have actual knowledge of the executing officer’s lack of authority – protects innocent third parties. 
· Rule: Statute is satisfied when the individual who executed the instrument holds two offices. B/c Lyle held both offices, P didn't know of lack of authority, lease agreement was not invalidated by Lyle‘s lack of authority to enter into the agreement.
· DE does not have counterpart to the provision at issue in case
· Real life Solution:  don’t have any one officer be one of both categories!!  there is no system of checks and balances here. Try to build in a system of checks and balances! 
· SHareholders elect the board, the board is the manager of the business affaris and can appoint and remove officers at will. Officers are agents for the corporation per agency law doctrine. Agents have the power of position, such as  being held out as chief financial officer, and with authority can bind the corporation to third parties. Other employees subordinate to officers are also employees and have their own scope of employment and can bind the corporation  
Shareholders 
· SH are passive – their big job is to appoint (and occasionally remove) (8.08) board AND make fundamental changes (like amendment to articles) (10.20) that board submits to directors for vote 
· Fundamental change votes require the absolute majority vote of outstanding shares
· Shareholders take actions are meetings (regular and special)
· Can have action w/o meeting as long as unanimous consent : MBCA §7.04(a): CA §603 and DE §228(a)
· Requirements for valid shareholder actions:
· 1. Called
· 2. Notice:
·  MBCA 7.05 – 7.06: have to tell them what day, time, place to show up. Don’t have to set forth the purpose for the meeting. At annual meeting, SH elect the board of directors.
· Regular Meetings: notice requirements set out in 7.05
· no less than 10 days, no more than 60 days notice
· Shareholders must be notified about the date, time and place of meeting 
· Don’t need a description of purpose unless required by Articles or bylaws
· SEC requires publicly traded companies to provide notice of the annual meetings  
· Special Meetings: 
· MUST include a description of purpose!! 7.05(c)  The only business that can be brought before the SH in the special meeting is the purpose that is sent to the SH (7.02(d))
·  7.05 no less than 10 days, no more than 60 days notice
· Waiver: 
· 7.06(a) - express waiver of the notice – written wavier can be before or after the meeting is held – called express waiver. 
· 7.06b implied waiver:  If the shareholder attends the meeting, they waive objection to lack of notice UNLESS the shareholder objects to the meeting at the beginning;  can be to notice or about a specific matter 
· 7.07  notice must include record date!! This is so you know who can vote. The board of directors set a date if the company bylaws don’t specifically provide one.
· Record date: fixes the list of SH entitled to notice to the meeting and can vote. Record date can't be a past date. To be eligible to vote in the record meeting, you have to be SH owner as record date. More often than not, record date is fixed by board of directors. 
· I am not the record owner of my Disney stock –  beneficial owner directing how my shares be voted to the record holder. Record holders have right to vote  
· McKesson Corporation v. Derdiger (Record Date) McKesson sent notice 61 days before SH meeting on July 25. Statute requires 60 days. Difference of the word before and between. Meeting would be void b/c of Ultra Vires. D warned about issues with the record date and the notice before the meeting, but McKesson brought suit to affirm it to prevent future questions. Ct finds record date impermissible bc the statute was clear but allows meeting to stand bc McKesson relied on typo in precedent.
· After precedent failed, Ps tried equitable argument → it was in good faith and over the holiday weekend anyways so no harm no foul. Court says no, statute is too clear. 
· 3. Quorum  (Majority )
· shareholder is collective body – you want minimum number present to prevent the shareholder to make binding action when too few ppl are present
· 7.25a - majority of shares entitled to vote (can only modify in bylaws)
· Shareholders are present to vote if they are in person or in 7.22 by proxy. 
· DE - can’t be amended to  be less than ⅓
· MBCA 7.25(b) Once a SH quorum is established, SH can’t leave to break the quorum, it is valid for remainder of meeting
· 4. Sufficient Vote (rules for everything but fundamental changes)
· MBCA 707 Board is going to fix a record date to determine the shareholders entitled to vote. To vote, you have to be record owner on the record date.  
· DE §216 – (majority of shares present)
· Absentees matter - treated as no basically
· Harder to pass votes
· MBCA §7.25 — (majority of shares actually voting)
· Absentees have no impact
· Easier to pass votes
· CA §602(a) — (two part test: majority of shares voting – AND – majority of required quorum)
· Policy: 800/1000 show up, one person votes yes, no one votes anything else. Model act – measure passes. CA thinks giving minority that power is insane. Need to make sure you have enough people to be representative of entire SH base.
· CA test: 1. Need to have yes votes more than no votes to pass. 2. Then, yes votes have to constitute majority of required quorum
· CA is somewhere in the middle of DE and MCBA – you want to be representative of the total population, but management has to be able to get the vote out. Balances the two. 
· Fundamental Changes: Require absolute majority vote. 501 yes/ 1000 shares. Can’t be done unilaterally by board. Ex: K between SH and corp, dissolve, merge, appointing director, not removing
· Electing Board Directors
· 708c – the candidate receiving the highest number of votes are elected 
· 2 Sets of Rules: Straight and Cumulative - If you don’t make the rule change, you will be straight voting
· Straight Voting   7.28a 
· Straight voting is the default rule in Delaware and the MBCA.
· Directors are elected by the majority shareholder. 
· Example: 2 shareholders; A owns 18 shares and B owns 82 shares; 5-person board The majority shareholder is B, so under straight voting, B (the majority shareholder) elects the entire board. B would vote 82 shares for each director and A would vote 18 shares for each director. 
· Cumulative Voting (301.5 mandatory in CA except for in limited circumstances)  Shareholders do not have a right to vote your shares cumulatively unless provided by the Articles (MBCA 7.28(b)) – opt in in A of I or fundamental change.
· In California, you have a mandatory right to vote your shares cumulatively.
· policy to give the minority shareholders a say, but there is no guarantee still
· Example: 2 shareholders; A owns 18 shares and B owns 82 shares; 5-person board
· A could combine all 18 shares on one director and beat B (18X5=90> 82) iv.	Minimum Votes Required to Elect ONE Seat 
· [S/(D+1)] + 1 
· S = # of shares outstanding
· D = # of directors to be elected
· Absolute majority of outstanding shares is a higher majority to meet than majority of those present or majority of quorum
· Minority can combine forces and collectively own enough to elect two – only possible w cumulative voting
·  Humphry’s v. Winous Co – Court had to reconcile 2 statutes - one allowing cumulative voting (7.28) and one allowing staggered terms (8.06). Only one director up for election any given year because of staggered terms so extinguishes any minority SH power granted thru cumulative voting. Majority elects only director every year. 
· Ct upheld voting classes, up to the corporation to decide how the company is run. 
· Legislature adopted both statutes – you have both rights 1) to vote cumulatively and 2) to set up classified boards – 
· It does ruin the IMPACT, not the right of the cumulative vote 
· Dissent: This set up essentially nullifying cumulative voting
· Would never get this result in CA - CA 301.5 - they say you have to have a minimum number of directors so that  multiple people will be for election on the same days 
· 2 years – we need 6; 3 and 3; 3 years – we need 9; 3 and 3 and 3 
· Model act 7.28 - where A of I opts in to cumulative voting and SH are voting cumulatively → they must give notice of intent CA has same provision 
· Policy: full disclosure evens playing field
· Voting Without Meetings:
· MR - can only vote without meetings if there is unanimous consent
· CA 603 - to have action of shareholders w/o a meeting -  minimum number of votes required to authorize vote at meeting where all shares entitled to vote are present and voting – written consent – need absolute majority – 501
· Delaware is the same way – same standard as fundamental change 
· Proxy - multiple meanings for related parts of same concept
· The proxy is a writing signed by the record holder which gives their right to vote their shares to someone else.
· This creates an agency relationship, where the shareholder/ record owner  is the principal and the proxy is the agent.
· Voting by representation, you don’t show up physically, you give the right to vote your shares to another. Either way, shares are present. 
· 7.22(d) – appointment of a proxy is revocable. Unless it says it is irrevocable in writing and signed (requires facts showing you have economic interests in the shares – Ex: borrowing 10K and they take FB stock as collateral, bank now has economic interest in shares, wants to be appointed proxy holder).
· Ex 2. buyer who purchases after the record date but before the meeting date. 
· Common denominators in these situations – proxy holder has some interest in voting the shares in what they think is the company's best interest  
· Later dated proxy has the effect of revoking the proxy submitted earlier- it is SUPER easy to revoke 
· General Proxy: agent has actual authority to vote the principal’s shares in whatever way the agent thinks is best Ex: mailing in your proxy, and allowing Disney to decide how to vote the shares
· NOTE: If the principal SH shows up at the meeting, SH gets to vote because the agency/principal relationship can be revoked at any time
· Limited Proxy: principal gives the proxy specific directions on how to vote – agent/proxy can only vote how you direct them
· MBCA §7.22(c)  If no term is provided in the proxy itself, it is valid for 11 months unless it is made irrevocable
· Federal Proxy Rules only apply to voting shares of a publicly traded company. 
· Form 10-K: annual report that contains a comprehensive discussion of the company and the financial and operational results of the prior year
· Form 10-Q: less comprehensive, quarterly reports 
· Form 8-K: filed after the occurrence of certain significant events. 
· Rule 14(A)(9) – fraud prohibition: prohibits management from making false and misleading statements in the proxy statement/ misstatement in material fact. 
· SH proposal rule: 14(A)(8) – Requires public companies include a SH proposal in its proxy materials sent to all SH in certain conditions. Corp must include why SH proposal should be approved.
· Management typically wants to exclude these. SEC staff evaluates them to determine if they should be included in proxy statement. Investors view this as an imp way to communicate w SH 
· Shareholder’s Inspection Rights 
· Divide books and records into 2 buckets: 
· MBCA 16.01: mandatory books and records: As a SH you have a right to inspect by virtue of your status. List of SH, list of directors, basic information about the business.
· 16.02(b) If the SH wants to examine financial statements, accounting records, excerpts of minutes from any meeting, or SH list 
· THEN 16.02(c) the SH has the burden of showing a proper purpose in good faith
· Proper Purpose = reasonably related to a person’s interest as SH and is NOT harmful to the corporation or other shareholders
· Louisiana Municipal Police Employees’ Retirement System v. The Hersey Company (corporate governance – SH holding management accountable.) LAMPERS (SH) nonprofit questioning if Hershey is breaking child labor laws. SH wants more information – requests additional books and records. Ct says P only has to show possible wrongdoing that warrants further investigation. P here demonstrates a proper purpose (ex-monitoring illegal activity w child labor issues).
· Here, there was inference of potential wrongdoing bc corporation would share anything - where they were sourcing and how they were complying with child labor laws
· Hoepner v. Wachovia Corporation - Wachovia and union announce a friendly merger to combine banks. Fundamental change so it must be initiated by the board and have approval of voting shareholders. Suntrust - different bank wants to pay more. Suntrust owner, Hev buys shares at W and asks for a list of voting SH to call SHs to ask to vote against merger. W refuses to give list and says not good faith
·  Ct decides sharing the list w Suntrust is not a lack of good faith!! 
· Under 16.01 where SH are entitled: burden switches to the corporation to show SH does not have proper purpose 
· Proper purpose is found – SH need all the info (including info ab Suntrust) to exercise an informed voting decision.
·  Policy- facilitates SH discussion and leveling playing field between W management and other SH. 
· Contrast: If customer list - burden on SH to show relating to role as shareholder 
· Directors would have this right of inspection. SH want board member on their team so they can access the info.
· Transferring Shares
· To transfer: SEC has rule the trade has to settle  - money has to go from seller's brokeer's account to buyers brokers' account  -  ownership is reflected in brokerage account
Fid Duties of Directors and Executive Officers
· Primarily two fiduciary duties: duty of care and duty of loyalty 
· Fiduciary duty law for senior executive officers and directors 
· MBCA 8.30: Board of directors in fulfilling its responsibilities shall act in good faith and in a manner the director reasonably believes to be in the company’s best interest. 
· MBCA 8.42 – officers have a duty in fulfilling their obligations as an officer – to act in good faith in a way the person reasonably believes to be in company’s best interest.
· Board’s duty of care is to the corporation. Corp is made of different interests: employees, creditors, SH.
· Disconnect in corporate law between aspirational standards of 8.30 and actual conduct that will result in liability – no liability unless gross negligence.
· Shlensky v. Wrigley - (duty of care and business judgment rule) Plaintiff is minority SH and wrigley is majority SH – elects entire board. P is suing for negligence and mismanagement - says that they should install lights for night games.  Board vetoing decision breaches the board's duty of care. Board says no, we thought about the neighborhood – could deteriorate property values, liquor consumption, safety, etc. 
· Stakeholder// shareholder debate – Minority SH want to focus on making SH $$, majority SH taking into account stakeholders - company and brand concerns 
· Policy: Can't just focus on shareholder wealth but also stakeholder's value in company  Board should take into account employee interest, customer interest: safe products, other financial interests: paying off debt, the effect on the local community, environmental degradation etc 
· MBCA 8.01/DE 141 – Board makes all decisions. Board can take into decisions more than just SH wealth maximization such as: consumers concerns, employees, environmental concerns, all go into deciding company’s best interest.
· Rule: Business judgment rule - Unless fraudulent, directors have the benefit of presumption of making decisions on good faith, with informed basis and in the best interest of the company. They only have to honestly and reasonable believe decision is in best interest
· *** major doctrine - judge-made; takes away court 2nd guesing board decisions
· Burden on P to establish illegality/graud
· Ct rules for D, says P failed to state a claim.
· Plaintiffs can overcome presumption but it is very powerful.
· Only applies if the facts do not show fraud, illegality or the directors are acting with a conflict of interest 
· All courts in CA, MR, and DE adhere to business judgment doctrine  
· Smith v. Van Gorkum: Van Gorkum is CEO of Transunion, a publicly traded company, also was SH. Long tenure as CEO near retirement. VG made deal with Marmon group to sell Transunion and make New Trans but VG didn't consult with legal or financial officers. Once corp sold - SH cashed out and have no connection to new corp. VG held board meeting for vote on shares but didn’t give notice of the sale or provide materials to review. Only two senior management directors attended. After merger closes, SH file for breach of duty of care. Trial court said that there was no breach – they were informed bc of the business judgment rule  
· Ps want rescission (but once merger is complete, hard to unscramble the eggs) argue directors didn’t research enough or make a good decision. 
· SC reverses because this was grossly negligent: no one looked at reports, didn’t postpone to review materials or talk, didn’t even know what the meeting was initially. Fast, sloppy decision. Even if board knows corp, they might not know what it is worth to a buyer in the bigger economy 
· RULE: Court adds EXERCISE of informed business judgment to the business judgment doctrine. Looks at the decision making process.  
· Individual directors are personally liable for breach of duty of care
· Bayless Manning Article: DE courts don’t really understand what is going on in the world. 
· Directors do not work full time – only part time
· Business decisions are about risk taking, about tradeoffs not perfect decisions. 
· Business decisions differ from perfect legal arguments and issue by issue reasoning in the court room
· Big decisions made by consensus or delayed
· Agenda brought about by management senior officers, driven by what has to happen every year
· Board has initiative for two things within agenda no matter what for functional management 
· 1. Functioning internal communication system
· 2. Visit the internal system regularly and respond to credible signs of trouble 
· Generally, board relies on experts and committees to address potential problems.
· Raincoat Provisions 
· DE 102(b)(7) Response to Transunion - people didn't want to serve as directors. Corp can add to charter document/ certificate of incorporation a “raincoat” provision. Either eliminates or puts a cap on the monetary damages for breaching duty of care. Protects from personal money damages. Opt-in. 
· DOES NOT eliminate director’s personal liability for breach of duty of loyalty, acts/omissions not in good faith, or any transaction where the director receives an improper personal benefit. 
· Does not eliminate possibility for injunctive, equitable relief.
· In DE and CA – opt in – this does not help small companies bc they don’t know to add provision 
· Duty of Loyalty - Best interests of the corporation take precedent over best interests of the director 
· Board (and all senior executive officers) owes their fiduciary duty of loyalty to the corporation. Corporation is made up of lots of interests: not only SH, but employees, creditors, exc.
· Brewer v. Insight Technology, Inc (corporate opportunity DE rule) Gary founded ITI and hires and promotes Brewer to CEO. ITI decides to extend to freight factoring. Brewer happens to meet owner of competing company, Pat Hull. They talk ab merging ITI with Hull's company but Hull says no. Brewer ended up working with Hull to form FreightCheck, a competitor to ITI. ITI loses business over time. Brewer was using all the knowledge, building, software, etc from ITI to do other business. Brewer tells Gary to sell part of corp to his and Hull’s competing corp. Gary agrees to sell, but before closing Gary finds out that Brewer was actually an owner and  flourishing at the expense of the his company.  
· Gary files derivative suit for breach of duty of loyalty and argues Gary stole ITI’s opportunity.
· TEST: 
· 1. a court must determine whether the appropriated opportunity was in fact a business opportunity rightfully belonging to the corporation. If a court finds that the business opportunity was not a corporate opportunity, the directors or officers who pursued the opportunity for personal benefit are immune from liability. 
· 2. However, if the court finds that the business opportunity was a bona fide corporate opportunity, the court must determine whether the corporate official violated a fiduciary duty in appropriating that opportunity. 
· Business Opportunity Test/Line of Business test: If there is presented to a corporate officer or director of a business opportunity which the corporation is financially able to undertake, in the line of the corporation’s business and of practical advantage to it, is one in which the corporation has an interest or a reasonable expectancy, and by embracing the opportunity, the self-interest of the officer or director will be brought into conflict with that of his corporation, the law will not permit him to seize the opportunity for himself.
· Here, it was a corporate opportunity and Brewer breached his fid duties when he didn’t resign from ITI. Harming ITI by and being directly in competition with it was a breach of Gary.
· BUT thinkL WHere is Gary? He should be monitoring and supervising sometime
· Northeast Harbor Golf Club, Inc. v. Harris: (ALI approach) Harris president of Golf Course. Harris bought property for herself by golf course she was informed about in her capacity as president. Harris tells the board at annual meeting after. Then Harris learns of another property up for sale just while golfing. Harris made representations she was not going to develop the land but then developed it. Board asked Nancy to resign, sues Nancy for breach of loyalty - stealing opportunity. Trial court says no - not in line of business (golf v. real estate), also not enough $ for financial ability
· Court Rejected line of business test because (1) it is difficult to determine whether a particular activity is within a corporation’s line of business and (2) it is difficult to determine the financial ability of the corporation to take advantage.  (they could have gotten investors!)
· RULES ALI Test: 
· If an officer is offered an opportunity – must offer it to the corporation before taking advantage of it. Can take advantage of it only after the board rejects it 
· Strict but clear requirement
· Defines corporate opportunity broadly – any opportunities closely related to the corporation’s business
· Defines corporate opportunity 5.05(b) – if it is a corporate opportunity, then under 5.05(a) – ALI requires they disclose it to the board.
· Legitimate, competing interests– the corp’s vs director/officers as investors with personal lives
· Here, first opportunity was corporate opportunity but second wasn’t presented in capacity of board member.
· Ct found she breached the corporate opportunity doctrine.
· Note From Prof.: DE uses line of business test, ALI test is modern, more important Q is if the business opportunity is a corporate opportunity.
· Self-dealing transactions - when a director/SH enters into an agreement with corporation they are fiduciary to.  (Not always bad! Sometimes a good deal!)
· Tomaino v. Concord Oil of Newport, Inc. – (self-dealing giving rise to breach of duty of loyalty) Tomaino, 25% owner of Concord Oil, incorporated new business under Concord with Newport to make CN (owns 32% of).  T bought land. Tomaino bought oil and tanks from CN in individual capacity for $1. Three months later, Tomaino sold it back to Concord/Newport for $5,000 (self-dealing). CN uses equipment on T’s land that they are leasing. Fight over something, CN stops lease. T says ok but come remove the tanks bc now liability. 
· CN trying to set aside transactions grounds of breach of loyalty due to fair dealing - argues T’s interests and the corporation's interests are at odds 
· Ct applies entire fairness rule, not business judgment rule.In order to not be liable for self-dealing, the interested director/SH has the burden of proving that the transaction was fair to the corporation when it was entered into. If it was fair it will be valid and enforceable.
· Ct finds for T, didn't breach his duty of loyalty, says fair price at the time; Also not against corporate opportunity - he brought the opportunity of merger to concord
· HMG/Courtland Properties v. Gray: HMG puts G, director, iin charge of negotiating property sale to NAF (corp formed by F and G’s relatives → self-dealing). F, director discloses his involvement, but G doesn’t. Board validly enters into sale. 10 yrs later they find out G’s trick and sue G and F for breach of loyalty.  
· DE case – leading authority on test to be used to determine if it is breach of duty of loyalty – fair price and fair dealing 
· Fair Dealing - the  process – timing, structure, disclosure made to the board) 
· Fairness of price – make sure it wasn’t skewed in the other's factor  
· This was NOT fair dealing – the primary negotiator never disclosed his bias.   
· Fieber knew but didn't fairly disclose the material facts so he will still be held liable 
· Would still be interested party if selling to spouse, son, babysitter.
· The more attenuated the relationship is, the more likely they will not be an interested director 
· Shapiro v. Greenfield. College Park commercial development. Board is family (Shapiros: father - CEO, mom, son) and two minority SH: Greenfields. College Park’s biggest asset is Clinton Plaza, needs to be refurbished but they don’t have the cash to fix it up. CEO enters into joint venture → forms a limited partnership between College Park and Clinton Associates (Joint venture: Clinton gets management rights and frees, College provides transfers title of shopping center to joint venture,  College gets 50% ownership interest in new limited partnership, but other 50% interest goes to CEO and son.) Self dealing! There is a meeting to decide whether to approve title transfer in exchange for ownership interest. Shapiros, as SH approve contract in meeting Greendfields don’t attend.  Followed by board meeting → three fam members approve - supposed to be a cleansing vote. Greenfields sue board → breach of fid duty for entering into action and usurp opportunity
· HELD: No usurp: they were included in the opportunity and had 50% → they SHARED the opportunity
· But there is conflict of interest
· AT CL would be void or voidable (set aside at corp’s choice (board  decides)) but courts backed away from this bc it would chill director’s incentive to make contracts
· Safe harbor statute CA 310 - cleansing statute
· Under CA § 310(a)(1), a self-dealing transaction is not void if a majority of the disinterested shareholders approve.  This requires that 
· The material facts of the transaction and of the director’s interest are fully disclosed to the shareholders
· Shareholders vote in good faith 
· AND the transaction is approved by a majority of disinterested shares, meaning the “interested” director’s shares are excluded. 
· There is no requirement that transaction be FAIR to corporation at the time the transaction was approved. 
· Under CA § 310(a)(2), a self-dealing transaction is not void if a majority of disinterested directors approve.  This requires that 
· The material facts of the transaction and of the director’s interest are fully disclosed to the board of directors 
· The board approves of the transaction in good faith 
· By a vote sufficient without counting the vote of any interested director 
· The transaction is fair and reasonable to the corporation at the time of authorization 
· NOTE: You can count interested director for quorum to have a valid meeting, but the vote of the interested director cannot count towards cleansings
· Policy interested directors want to enter into transactions that are beneficial; society wants this but corporations will be scared to do it if they think the corporation can later set it aside: Policy to uphold fair transactions and set aside unfair transitions 
· Father and son are interested bc they get interest in LP. Court remanded to see if sister is interested
· To determine if someone is interested/ disabled from being a qualified decision maker: check the specific facts: checks, texts, etc
· To fall within safe harbor: disinterested SH approval, disinterested board approval, or in the absence of being able to get SH or board approval: there is  an entire fairness test
· CA § 310(a)(3): Entire Fairness
· Under the entire fairness standard, the burden of proof is on “interested party” to show fair price and fair dealing - here the P so shifting burden of proof
· If not approved by either of the above, person asserting the validity has burden to show transaction was just and reasonable at the time of authorization 
· Fair Dealing: How was the transaction initiated, structured, negotiated, etc. 
· Fair Price: Evaluates assets, market value, earnings, future prospects. Would the corporation received a fair price—would it have taken the deal or would it have bargained for a better price had it been privy to all the material facts?
· [image: ]
· Shareholder Derivative Actions 
· Derivative action – A shareholder derivative action is a lawsuit filed on the corporation’s behalf to redress harm.  Under a derivative action, any recovery goes to the corporation – NOT the SH.
· Direct action brought by shareholder – vindicating harm as shareholder (Ex demanding to examine books and records) 
· Breach of fiduciary duty is derivative because the board owes their duties to the corporation. 
· Who can bring a shareholder derivative action? 
· SH 1) at the time conduct occurred and 2) hold stock at the time of litigation and 3) until the litigation concludes.
· Before bringing a derivative suit you must 
· 1. DEMAND the board brings the suit, or 
· 2. Prove it would have been futile to demand the board brings suit
· You must demand first normally because it is the board’s decision to sue as the corporation.
·  If in public company you don't like board's decision not to sue 
· 1.  Elect different board members 
· 2. Sell your stock  
· 3. Bring derivative suit for wrongful refusal
·  Refusal is wrongful if it is not a valid exercise of the board’s business judgment
· Difficult to overcome business judgment rule 
· Typically wrongful refusal suits are in closely held companies
· If you don’t make a demand because it is futile, the demand may be excused if the plaintiff can show a reasonable doubt as to if a majority of the directors could have exercised independent and disinterested business judgment in responding to a demand. (can’t trust board to bring suit - conflict of interest)
· Competing interests: SH holding board accountable for living up to fid duties vs. board’s managerial role 
· In public company context – the P typically says demand is futile and should be excused  
· Strategic - they want to control the litigation; won’t really be able to overcome business judgment
· Issue of nuisance suits to the corporations  
· Beam v. Stewart – (Futile demand Question) Beam, minority SH of Martha Stewart Living (MSO), brought suit against all current directors. Martha Stewart was controlling SH. Martha ruined rep bc of insider trading scandal. MSO share price dropped. SH thinks board should have responded differently and fired her before it went public. P didn't make a demand on the board and argues demand would have been futile b/c board is all friends with Martha. 
· Ct finds P didn't prove the demand would have been futile. Says it could have been more harmful to reputation if they fired her before it went public anyways. 
· Here, P didn’t plead sufficient facts - just some stuff in the tabloids. 
· Sufficient ex. board meetings, how they voted,were they really aligning themselves with her?
· RULE: Demand is excused as futile if the Court finds there is a reasonable doubt the majority of the Board would be disinterested or independent in making a decision on whether bringing this lawsuit is in the company’s best interest.
· Plaintiff has standing – been shareholder at the time of the alleged harm - sometimes states require they still hold stock 
· Zuckerberg case - three part test makes it harder for plaintiffs to excuse demand (DE Rule)
· To excuse demand under the new test, a complaint must allege with particularity that at least half of the members of the current board 
· (1) received a material personal benefit from the misconduct alleged in the complaint; 
· (2) face a substantial likelihood of liability on any of the claims in the complaint; or 
· (3) lack independence from someone who meets 1 or 2.
· Demand and utility tend not to come up much with mall closely held corporations – usually in those there is some falling out and corporation will sue on its own its former officer/director 
· When board receives demand to sue, board has to decide how to respond
· In Re PSE&G Shareholder Litigation – P SH is challenging whether officers and directors breached duty of care – mismanagement of power plants. P made a demand on the board. In response, company sets up a SLC – special litigation committee, put on it independent directors (could expand board or fill vacancies to get independent directors), committee conducts an investigation and makes a recommendation. Typically will see a recommendation to dismiss the litigation as a recommendation of SLC. P SH suing saying the board wrongfully refused. 
· Ct adopts NC here, remands for discovery of how the board responded to the demand and reasonableness of response. Burden on board to come forward and explain itself.
· Continuum of views about how much deference the ct should give the SLC. Most deferential: NY. Split approach: DE, depends whether the facts show if the demand was the refused. Hybrid: NC. 
· NY: Business Judgment Rule (most conservative - informed decision making)
· DE: - 2 types
· Demand Refused: Business Judgment Rule
· Demand Excused Apply two-part test
· Corporation has the burden to prove SLC is entitled to business judgment rule
· Court is then to apply its own independent business judgment 
· In DE, P's don’t really make demands, they want control so they ALWAYS claim it was futile and excused. Otherwise, if P demands, they are basically saying they are trustworthy decision makers, so if they just do their hw and do the process they can use business judgment rule
· Ex. If demand was made, SLC talks to the ppl running the plants, has some experts look into if we are following best practice, can hire their own experts – it might show that there are not adequate safeguards in place → recommendation to fix the issues and then to not bring litigation bc not in best interest of company. P would have burden to prove not business judgment. 
· NC - No distinction - kind of a combo of DE and NY (least relevant )
· Court applies its own judgment to determine whether Directors/Defendants will be able to show the transaction/conduct complained of is fair and reasonable to the corporation 
· Universal demand approach? 
· Policy reason to second guess board - Structural bias in group decision making – structural bias, what would I do if I were in their shoes? 
· NJ Court - Modified Judgment Rule
· Court places the burden of proof on the special litigation committee to show that the committee is entitled to the business judgment rule.   The court thinks that it makes sense to place burden on the corporation because management possesses the relevant information and facts related to the derivative litigation.
· Then P doesn’t have to do the discovery, less of a burden on company 
· NJ just wants to look at sufficiency of the evidence. NJ doesn't want to substitute their own independent judgment for the company’s board
· NOTE on Stock Options: 
· The stock options incentivize you to work hard, so that the stock price goes up; when the stock option increases, you can sell and make money  
· Small, start-ups often pay stock options because they don’t have enough capital to pay salaries
· Brehm v. Eisner – (duty of care, executive compensation) Ovitz was hired as the President Disney and board granted him a non-fault termination provision in his contract, which would give Ovitz a very large severance package if he ever left the company (1 mill a year, stock options).  Ovitz left Disney 14 months after being hired, got compensation of over $100 million (clause accelerated stocks vesting so he could purchase - this is where he got the $$).  SH (plaintiffs) brought a derivative action against Disney’s directors (defendants), claiming that the board breached its fiduciary duty of care and committed waste 1) by approving the employment agreement and 2) approved the no fault termination agreement.  
· Ct found Ovitz didn't breach any fiduciary duty. Board hired compensation expert consultation to review the deal but they didn't add up final costs.
· Court said that the decision to pay Ovitz a large sum of money to attract him to the position was a matter of business judgment and found for D on all claims. 
· Default rule: Board gets to terminate directors → firing him for fault could have been bad also, what about litigation and bad press?
· Court says troubling case bc the board did not meet the aspirations of duties for board directors, but was not legally liable with the complaint as is. 
· Stone v Ritter  (failure to act in good faith through failure to moniter) Bank requires employees to fill out SAR, suspicions activity report, bc of banking regulations. There wasl ponzi scheme and employees had red flags, didn’t prepare SARs. Investigation resulted in fines. SHs sue for breach of fid duties. 
· Issue: whether there is separate cause of action for board breaching duty of loyalty?
· Court holds duty of good faith is not separate duty but a duty to help prove duty of loyalty. 
· Issue: Personal liability for money damages for breach of good faith?
· Only two duties but: lack of good faith can result in breach of duty of loyalty. Can lose duty of care raincoat if acting in bad faith!
·  Directors need to meet Caremark standard by 
· 1. Implementing effective internal reporting system and 
· 2. Monitoring it 
· Here, there was good system in place but no one was monitoring it. 
· Court now requires MORE: conscious disregard of fiduciary duties (knowledge element) for personal liability 
Closely Held Companies
· Investing in Closely-Held Companies 
·  ATR Corp v. Araneta: (breach of loyalty in closely held - easier to prove) Two SH have a falling out, plaintiff (minority SH) the  defendant (majority SH). D elects the board and elects his niece. D’s power grows and things get tense in the small company. D and board transfer proprietary interest outside of company to D.  P claims that D violated his fiduciary duty of loyalty for self-dealing and demands access to books. D resists but eventually turns it over- it shows no assets. P also claims that the other two directors failed to act in good faith when they didn’t prevent his self-dealing.
· Harm suffered: board approved transfer moving value out of the company. 
· Court holds the other two directors liable because they knew and didn’t take action. They owed a breach of fid duty to the corp by being a director so they cannot just be blind or deaf. 
· Focusing on question of lack of good faith/ breach of duty of loyalty on part of the directors who were not engaged in self-dealing: No system, no regular meetings, not aware of activities. Raincoat doesn't apply b/c only applies to breach of duty of care, not lack of good faith/ loyalty. 
· California 158: A close corporation is a corporation whose articles state it is a closed corporation and there are no more than 35 SH. 
· No market to sell, no liquidity for your investment.  Board decides whether to give a dividend, so a SH would want representation on the board in order to monitor the board’s day-to-day operations/decisions.
· Voting Trust: Gives economic rights of stock to one person and management rights to another (trustee). Variation on regular trust. Owners of the stock exchange their shares for voting trust certificates. Create a trust, the trust consists of your shares.
· Statutory requirements summarized: Trust has to be in writing, provide a copy of agreement to corporation so available for inspection, limit on how long it can last (typically 10 years) and shares have to be transferred from the parents to the trust.
· Pooling Agreements: As SH, you can agree how to vote your shares to elect directors. (Agreement to combine votes and make sure use their shares to elect someone on the board) This is allowed!!
· Board still manages business affairs. When you try to make decisions on how board manages the affairs, violates public policy
· McQuade v. Stoneham: Business was property where the NY Giants field play for home games.  S, MG and MQ are SH/officers and made a contract as the SH basically to support one another. S was the majority SH. Then they had a falling out – there was a vote for the directors → other two S and MG withhold votes from MQ so MQ lost position as director and officer. Breach of the SH agreement so MQ sues.
· Court says contract was breached but contract was unenforceable bc it violates public policies .
· HELD: Agreement saying they would elect certain officers each time – violates public policy of board manager of the business affairs; impinges on director’s discretion to manage
· Rule: Can’t interfere w/ board’s discretion by entering an agreement that limits their ability to manage the business affairs.
· Directors owe a fiduciary duty to act in the best interest of the company, and this supersedes any agreement
· Goes beyond agreeing how to vote your shares, violates board decision of who will be an officer.
· Solution: Mcquade should have gotten employment contract with severance package
· Clark v. Dodge: Clark owned 25%, Dodge owned 75%. Agreement: Clark shares his secret formula w/ Dodge’s son, Clark manages, and receives ¼ net income. Violates McQuade, binds the board to managing certain way (declaring dividends and employment). Ct finds exception b/c 1. Only two SH, Unanimous agreement, both agree. 2. Only slight impingement on board’s discretion.
· HELD: contract between 2 shareholders in a closely held corporation is valid and enforceable because there was no harm to the shareholders and there was no more than a slight deviation from the corporate norm.
· Court enforces BECAUSE stockholders were the only stockholders and they were also the directors - no harm done. Here everyone is in the pool and everyone agreed.  
· Rule: To enter into agreements wearing your SH hat to bind the discretion of the board, commit the board to run the business: Requires: 1. SH Unanimity AND 2. impingement on the corporate norm is only slight. 
·  Lehrman v. Cohen (relisten to 11:1) (voting trusts) Two founders – patriarch of the family and his buddy, NM Cohen and Sam. When they established the company - they issued shares - identical rights to dividends and distributions but they have the only ability to elect 2 directors to the board annually. Sam dies, shares go to Lehrman. Cohen and Lehrmans negotiate to add a new class of AD shares for tie-breaking vote. new SH (company’s long time employee) paid $10 for shares, no $ rights, just voting. Z ends up taking over voting rights. Class AD shares essentially a voting trust an law is suspicious of this - past 10 year line. Later, Lehrman wants to invalidate AD stock
· Requirement for a voting trust: 1.voting rights of stock are separating from other attributes of ownership, 2. Voting rights  granted are intended to be irrevocable for a definite period of time 3. Principal purpose of the grant of voting rights is to acquire voting control of the corporation 
· Here - no divesture - separating voting rights from financial rights
· Imp Takeaway: When they voted to have a new SH with voting power, they agreed to DILUTE their power but it was not divesting - they created a new stock with low $$ and large voting power: No law requires stock have voting rights and proprietary interests. 
· There was little economic value exchanged for stock too - court doesn’t want to draw line in the sand
· Barnum v. Ringling Brothers: (pooling agreement) Annual SH meeting to elect the entire board of 7 directors.  At the time of the meeting, the corporation had outstanding 1000 shares of capital stock held as follows: 315 by Edith; 315 by Aubrey; and 370 by John.  Edith and Aubrey enter into an agreement and agree to vote together cumulatively to beat majority SH John and elect the majority of the board (5/7 of the board).  They were in agreement that Edith would elect herself and her son and Aubrey would elect herself and her husband but they could not agree on a 5th director.  Aubrey didn’t follow arbitrator’s instructions per agreement.
· SC upheld the pooling agreement: valid and enforceable, and does not violate public policy.
· Not illegal voting trust b/c voting trust involves a separation of record and beneficial ownership.
· Pooling agreements specifically permitted by 7.31 of model act  
· Solution: make the pooling agreement self-enforcing? You create the proxy and make it irrevocable (need to make the proxy in writing and coupled with an interest – §7.22) and you would give it to the willing party (Edith) arbitrator, who would vote in accordance with the arbitrator’s instructions.
· Galler v. Galler (plight of the minority shareholders) Brothers create SH agreement to protect wives financially. Huge networth built up the last 30 years → (bunch of money in company from sweat equity and good will from last 30 years that continues to bring in customers). Brothers were getting dividends and salaries. One brother dies, other won’t enforce the agreement. Widow sues for specific performance. Ds say that it is unenforceable void bc it takes away the board's power to manage affairs – corporate norm board manages business affairs.
· Agreement contains
· Dividends → Agreement to give dividends when company meets $X profits: 
· Salary  → agreement to give double salary to wives when company meets $X. 
· Court says: impinges on board’s power but minimally, and all SH agreed to this so there is unanimity. Also necessary bc closely held corps are different
· Court based off policy - plight of the minority shareholders in closely held corporation
· Court defines a closed corporation in which the stock is held in a few hands, or in a few families, where it is not at all bought/sold; shares have no liquidity. Closely held corporations are at the hand of management. Different public policy for closely held corporations compared to publicly traded companies. Court wants the legislature to create a statutory solution to determine whether or not they should enforce the shareholder agreement
· After this, statutory development: Model act 7.32: transfers power to SS to manage affairs / resolve a deadlock
· CA 158: not more than 35 SH; closed corporation statement in articles
· CA §186: SH agreement: Written agreement among ALL (unanimity) SH of a closed corporation of the type authorized by § 300(b).
· CA § 300(a): Corporate norm: business affairs managed by board 
· CA § 300(b): No SH corporation will be invalid as to the parties of the agreement on the grounds it violates public policy. SH agreement authorized by 300(b) allows you to blow up the corporation norm, where you are in essence a incorporated partnership – reverses rule of McQuade, but only if you fall into this policy.
· These statutes less important since development of LLC 
· Zion v. Kurtz (SH agreement - close corp requirements) Kurtz is manager and Zion is money bags. Zion bargained for veto power in SH agreement.  Z is suing for breach of that contract bc Kurtz entered into later agreements without his approval. Their SH agreement violates the norm that says can’t limit board’s discretion – Z argues that the agreement is valid b/c close corporation. However, articles don’t have statement identifying as closed.
· Majority has sympathy for Z, ct exercising its equitable powers, says K may be held estopped to rely on the absence of the amendments to the corporate charter bc K would have had to file anyway.
· Dissent felt that this was going against statutory language and was slippery slope. Legislature intended requirement of having election in the articles. 
· DE sided with dissent when this later was at issue in DE. 
· Ling and Co. v. Trinity Sav. and Loan Assn (relisten - 11-2)  (SH agreements about transfer restrictions) Ling and Co – broker dealer. Bowman owns 1500 shares of Ling and Co, he took personal loan from Trinity, collateral was the LC shares. Bowman defaulted. Trinity wants to collect balance by foreclosing on the collateral, LC shares. LC says there is a restriction on ability to transfer share: 1) Consent provision: shares can’t be transferred without consent of NYSE. 2) Right of first refusal: can’t sell the shares unless you first offer them to other SH of LC. 
· If restraint is reasonable, only valid and enforceable against the transferee if they had either 1. Constructive notice b/c restriction conspicuously noted on certificate or 2. Transferee had Actual knowledge 
· Ct finds not conspicuous enough here. Ct remands on whether there was actual knowledge. Ct finds substance of restrictions are enforceable, consider them reasonable.
· Harrison v. Netcentric Corp. Agreement between Harrison (1 of 3 founders) and Netcentric, H bought 2.0 million shares at $0.0001/share – 40% of the shares would vest at a year after his employment as an officer and then the rest would continue to vest each quarter. H is counting on earning these shares over time but gets tired when he has only obtained 55%. The unvested shares went back to the company. 
· Behind the scenes at NetCentric: Board hires all new ppl and  want to keep one founder (not H), and fire other two (including) in officer positions, so that they can get back the unvested shares and offer to new board members. P says the termination was in bad faith and sues for that and breach of fid of maj. SH. 
· HELD: DE does not recognize broad fid duty: no breach of fid duty between majority and minority shareholders: 
· (Some states recognize this utmost fid duty, some don’t)
· HELD: No breach of good faith/fair dealing → the stocks were unvested and relied on his continued employment 
· P should have gotten shares up front or some other assurance in bargaining __________________
· Henry v. Phixios Holdings, Inc.: Walker, Delbert, Jacobson, three founders, established company, some wear more than one hat incorp – bylaws contained a stock transfer restriction agreement drafted by founders. Henry got 50K shares of Phixios, was sent an agreement after purchase but he didn't read/discuss. Corp says claimed Henry and Jacobson were competing with Phixios so they make  demand to inspect books to prove they were helping, not competing. SH meeting removes Jacobson, another revokes Jacobson and Henry’s stock pursuant to an agreement that says if you compete with the company, you’re out.
· 3 ways to restrict trade: 1. Noted on the certificate 2. The person had actual knowledge of the restriction 3. An agreement the SH affirmative assents to be bound by the terms of the restriction
· Here, no notice on the certificate or actual knowledge. No evidence the SH knew he was modifying his rights, he didn't expressly agree to it. Ct found he didn't assent, he is still a SH and can inspect the books.
· Here, the court says he didn’t know what the document said bc he didn’t read it, you can’t have consent to the restrictions when you are not aware 
· DEADLOCK 
·  Gearing v. Kelly: Kelly and Gearing founders. Gearing dies, but widow doesn't want to be on board so she puts daughter, Meech on board.  They put 4 members on the board so there could be equal management (50-G; 50-K). Board is Kelly sr. Kelly jr. Meecham and Lee. Everything ok until Lee resigns. Kelly sees opportunity for power grab: They have quorum and can fill vacancy on the board and then Kelly has 3 board members. Meech doesn't show up so that there is no quorum, → invalidates boardaction. Kellys elect new board member anyway 
· HELD: Meech is estopped from challenging the invalid election → bad faith
· Dissent holds: there wasn’t quorum, we should keep our nose out of power struggle 
· Meechams had no options here → even ifs she votes her shares as SH, there will still be deadlock and the hold overboard would remain 2 against 1. 
· She has 50% of SH voting power but not the same power in the board
· policy against allowing a director to refuse to attend meeting to frustrate corporate action until their demands are met. Should attend meetings as directors, fiduciary duty.
· Radom v. Neidorgg:  Founders are Random and Neirdorf. They grew the business, took salaries, but kept a lot of the money in the bank account to grow thte business. 30 years later, business is thriving and Neidorf dies. His 50% share is inherited by his wife – Ran's sister. Ran’s enemy.  Ran suing because she won't sign his checks. (This is strategy for her - there is huge $$ stored in the company, widow has right to it as SH, but only when board gives dividends. Brother can get salary and doesn’t need dividends) He wants the court to order dissolution of the company bc they are 50-50 deadlocked. 
· HELD: No dissolution bc the company was thriving despite personal issues. There is not a right to involuntary dissolution – but the court has discretion to do dissolution  
· MBCA 14.30 – you can petition the ct to dissolve the corporation, but it is discretionary. Ct may, it is in the ct’s discretion.
· Court says they can do dissolution when the deadlock is doing harm to the company - (strategy - Ran won’t want to harm corp: will incentivize him to do reasonable buy out)  
· DISSENT: has sympathy for him --> Radom's options 1. keep working for no salary 2. he could start competing business, --> this would be a whole different suit  3. He could quit and start a competing business → this ruins an effective, money making business and makes him start over 4. Dissolution - breaks economic continuity, this company is making jobs!  
· Prof thinks solution is dissolution → law evolves to this
· Fought v. Morris: 4 founders made SH agreement to have right of first refusal. One leaves and follows their SH agreement. The next founder to bail sells to Morris. Fought was supposed to be offered equal right to purchase, but seller sold to Morris bc Morris added bonus: taking his name off loan. Now Fought minority SH. Fought sues Morris for breach of fiduciary duty. Morris argues he did not breach fiduciary duty, bc this conduct was performed in his role as a SH and SH do not fid duties to one another. 
· Ct finds Morris breached his fiduciary duty to SH by engaging in a “squeeze out.”
· Argument that  there should be fiduciary duties between shareholders because it is a closely held corporation (plight of minority shareholders → makes it more like a partnership where you do have fid duties to one another and there is mandatory dissolution) 
· Ct remands to lower ct to determine appropriate relief – likely will still result in deadlock down the line, putting Fought and Morris as ½ SH 
· Most generous and expansive approach to fiduciary duty – treating SH more like a partnership, imposing partnership duties on all the SH in the closely held corporation.
· DE did NOT follow this same suit with closely held corps
· Sinclair Oil Corp. v. Levie: (Public company case w controlling shareholder)  Sinclair is parent company of Sinven and Sin int. Sinven is basically Venezuelan branch of Sinclair. Sinclair elects the entire board of both corps (interlocking directors) Minority shareholder of Sinven is P. P brings derivative suit against Sinclair, complains about 1. amount of dividends, 2. claim that Sinclair breached a K, and 3. that business opportunity denied on Sinven. P argues the court should use entire fairness standard when determining the issues; D argues business judgment rule.  Court has to decide what standard to use to use
·   Entire fairness (fair dealing and fair price) only be applied when fiduciary duty + self-dealing
· In Parent/subsidiary relationship -  when the parent, by virtue of domination of the subsidiary, causes the subsidiary to act in a way that the parent receives something to the detriment to minority SH of the subsidiary.
· Court Holds 
· 1. Dividends were legally paid and don’t require entire fairness. There is no self-dealing here because the dividends were paid out to both the minority SH and the majority
· 2. Breach of Contract - Contract with Sin. Int. but Sin. Int. wasn’t meeting contract terms: was paying late and didn’t order minimum purchase. Sinven board doesn’t sue Sinclair → this requires entire fairness bc Parent acts in a way that benefits itself and hurts sub. Burden shifts to PARENT to show it was FAIR and they couldn’t prove that!  
· 3. Business Opportunity -  Ps didn’t show that any opportunities were Sinven’s - parent gets to choose how to allocate opportunities that come to parent.
· Kirkides v. Atlas: Atlas foods is owned by siblings Alex (58%), John(38%), Louise (3%). John and Louise suing Alex for buyout of their shares – claiming Alex has been oppressive. Ct had to decide if the conduct was oppressive and unfairly prejudicial.  Court looks at 2 approaches
· 1: Reasonable expectations: Whether the reasonable expectations of minority SH would be frustrated by actions of majority.
· 2: Conduct of the majority: SC approach here, whether they have acted, are acting, or will act in a manner that is illegal fraudulent oppressive or unfairly prejudicial either to the corporation or any SH. Looking for the classic “squeeze out/freeze out” – owners use position, information or powers of control to eliminate minority SHs. Controlling SH will fire/deprive minority SH from income stream, and will give herself a bonus/ lavish compensation.
· Therefore you can avoid these kind of losses with plannings at the outcome. 
· Buy-Sell Agreements: In lieu of suing for breach of fiduciary duty or dissolution, the board should plan ahead and make use of a buy-sell agreement.
· The buy-sell agreement creates a binding duty for the corporation to buy out the shares of whoever triggers the buy-sell agreement. 
· Court uses conduct method.
· Best to negotiate a buy-sell agreement is at the outset of establishing the corporation -  you are not going to know who is going to want buy out so you will want to negotiated a fair way to calculate the price (typically you hire an expert) 
· The two biggest issues are (1) what is going to trigger the buy-sell and (2) what is going to be paid.
· Death is usually the most common trigger of the buy-sell agreement (Galler case)
· How do you determine the value of the corporation at the time of the buy-sell agreement?
· 1. One way is book value, but, the value of the company could signif. change in the fure
· Most often, people get the business appraised at the date that the buy-sell agreement gets triggered – but then there is a question of which expert you choose
Federal Security Law
· Rule 10(b)(5) – securities claims: prohibits fraud, prohibits any person from making any untrue statement of a material fact, or from omitting to state material facts necessary to make the statements you’re making not misleading. 
· No express cause of action in the language in the statute, so this is largely judge-made law
· In the case of a publicly traded stock, securities fraud claims will often take the form of class action lawsuit.
· In case of face dealings (Dupuy), reliance is not hard to show
· If no face dealings, presumption of reliance – available w/ open market transactions, misrepresentations or nondisclosure, where P doesn't have to prove they would have done something differently if they had known about an omitted fact.
· Mandatory disclosure is required in securities filings – have to be completely truthful, no misstatements of material facts, also the NYSE.
· CL fraud required misstatement of material fact - under 10(b)(5) misleading facts w/ material info omitted can make liability- lower bar so its easier to bring claim
· Elements of a 10b5 violation: ANALYSIS 
· 1. Federal ct has to have jdx:
· 1. At some point in the transaction, some use was made of the instrumentalities or facilities of interstate commerce (ex – check in a bank, mailing a letter, trading on stock exchange, phone call) 
· 2. Fraud has to occur in connection with purchase or sale of a security (debt securities and equity) (usually not a barrier for P - very broadly - just has to touch)
· 2. Standing to sue for rule of 10-b5 violations – 
· Defendants broad - any person 
· Plaintiffs more narrow: 
· Actual private buyers or Sellers 
· The SEC 
· 3. The scienter requirement 
· Intent to deceive, manipulate, or defraud 
· Negligence not enough
· Is gross recklessness enough – open Q? Different results in lower courts. SC hasn’t given answer.
· 4. Material Fact – Basic 
· Backwards looking (hard information) - reasonable test
· Forwards Looking (soft information) - probability and magnitude 
· High magnitude can compensate for low probability and vice versa
· 5.	Reliance and Causation: 
· Reliance establishes Ds misrepresentation caused  the harm the P suffers.
· Actual Reliance – Dupuy 
· Transactional Causation - Basic Ct accepted “fraud on the market theory” which generally will give a rise to a rebuttable presumption of reliance (ie- transaction causation) in cases involving:
· Misrepresentations 
· Non-disclosure
· In Dura (not assigned) the Ct established that the P must prove that the D’s misrepresentation proximately caused the P’s economic loss 
· 6. Conduct that violates Rule 10b5: 
· Fraud – Basic (our purposes – what we’re concerned with) 
· Insider trading – Traditional, Misappropriation, Tipper-Tippee Liability 
· 7. Damages – “Economic Loss” was suffered as a result of what the conduct was lost in.
· Dupuy v. Dupuy : (jdx for 10b5 established by intrastate bcommunications) Small closely held business owned by brothers and mom – brothers are equal owners. Milton gets sick and can't work – business then run by evil brother Clarence. C misrepresented value of business and buys shares from M at low price. M would have sold at a higher price, or kept. M sues for violation of Rule 10(b)5 - federal securities law. Issue of federal jdx. 
· Court holds intrastate communications/use of the telephone qualifies under 10b5, if you use the banks, mail a check, trade on stock exchange, instrumentality of interstate commerce, if at some point you use the facilities of interstate commerce, can get into federal ct. 
· Legislative drafted with broad intent behind it. Want to back it and not make it narrow in scope.
· CL fraud has punitive damages - so people want to use it. Attach it as pendant claim
· There is a duty to disclose when there is a relationship of trust and confidence!!- Incentivizing full disclosure 
· Basic v. Levinson (relisten 13-1) (Securities fraud class action lawsuit) Basic was the target of a takeover bid but publicly denied merger negotiations 3X. P is SH who sold their stock starting after the first denial. If P knew, he wouldn’t have sold bc share value would go up.  
· Ct finds Basic’s denial is a misrepresentation of a material fact.
· Standard for materiality: omitted fact is material if there is a substantial likelihood that a reasonable SH would consider it important in deciding how to vote. (DE)
· Ct here adopts balancing test for future events: probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity
· Materiality is a fact specific inquiry. If probable, merger is big event!
· Reliance:
· Ct creates presumption of reliance for open market transactions based on the fraud on the market theory: Publicly traded means there is an efficient market for basic stock. An investor relies on the integrity of the trading price. Publicly available information is reflected in the price. Investors reliance on public material misrepresentation can be presumed. Up to D to overcome the presumption of reliance.
· Basic would have to rebut this presumption here, show another reason for this. Difficult to overcome
·  have to show another reason why SH sold his shares or would have anyways.
· Key takeaway: Rule 10b5 doesn't create a duty to speak, but if you open your mouth, you better make sure your statements are completely truthful and not misleading and do not omit facts necessary to make your statements not misleading. Silence by itself doesn’t create a 10b5 violation.
· Insider Trading
· Goodwin v. Agassiz (Director buying or selling stock)  P owned 700 shares of CMC. and sold these shares in open market.  D, The president of CMC decided to purchase shares because he had insider knowledge that the CMC was securing rights to land that tested rich with copper deposits. Public sale with brokers, not face to face, and it was random that D bought from P. P brings the lawsuit based on a breach of fiduciary duty because the D failed to tell the P about the geologist’s test theory.
· Ct says two reasons P loses (1) geologist theory might not be material - potentially speculative, soft information. (2) Need a relationship of trust and confidence that creates an affirmative duty to disclose. This was anonymous, so D had no duty to disclose. D made no representations
· Policy: undue burden on a director to require him to find every individual buyer/seller in open market stock transactions and disclose everything he knows
· Exception: When the director with information personally seeks a SH to buy the shares without making disclosures of material facts, that will be scrutinized and court may provide equitable relief
· Unethical/fundamentally unfair for director to do transactions w someone hiding material facts to either take their gains or push his own losses. Applied where there is a duty of disclosure - like to SH. Harder for CL to protect third parties who are not SHs bc lack of duty 
· Cady, Roberts & Co.  (classic theory of insider trading liability - Disclose or abstain rule) Board of Cady decides to significantly reduce their regular dividend. This indicates bad news, corp not doing well; will cause stock price to go down. Cowdin, a Cady board member and broker at Gintel calls coworker during the break and tells him to sell Gintel’s Cady stock before the news was made public. Loss avoided aspect bc Gintel avoided the subsequent drop in price after bad news was made public. 
· An affirmative duty to disclose requires: 
· 1) the existence of a relationship giving access, directly or indirectly, to information intended to be available only for a corporate purpose and not for anyone’s personal benefit, and 
· 2) the inherent unfairness involved where a party takes advantage of info knowing it is unavailable to those with whom he is dealing. 
· Held: The failure to disclose to public was a violation of 10(b)(5). To avoid liability, board members needed to either 1. reveal the information (which realistically they cannot - the information belongds to the company and revealing it would breach the board member’s fid duty to the company and open him up to liability ) or 2. Abstain from trading until information becomes public
· Insiders must disclose the information or abstain from trading!!  
· Public policy – two principles 1. director has a relationship w trust and confidence – that fid relationship gives them access to non-public information used for the corporations benefit, – not your benefit 2. its just fundamentally unfair!! The directors will always know more  
· Tip: Instead of declaring dividends, its a good idea to buy back shares to pay out SH. When you pay dividends, people come to expect it.
· SEC v. Texas Gulf Sulphur - (parody of information policy objective theory: creating a level playing field) SEC bringing civil action against Texas, mining company that conducted test and found mineral rich land in Canada. Directors who know info silently buy a bunch of Texas stock. No material statements made. 
· Court enforces the Cady duty to disclose or abstain triggered duty under 10b5 by coming into possession of material, nonpublic information. Typically can’t disclose as practical matter.
· Test used for materiality: Probability X Magnitude
·  evidence of the probability is the insiders buying high amount of shares when no one else was → high probability here
· The policy behind this is that outsiders and insiders should have equal risk and equal footing – parody of information theory
· High water mark  in terms of public policy for rule 10b5 
· Insiders CAN trade sometimes: You should set up specific timings when you can do it – like after (public )quarterly reports or after annual reports for 30 days 
· How long do you have to wait after releasing the info? There has to be effective time for info to get around. Not specifically set and varies depending on the size of the corp
· Insiders have to wait for  public disclosure, and then effective dissemination
· 10b51 –something ab insider delegating decision making authority for selling shares to someone else – all of the trading is done outside of the discretion of the company insider → commonly critiqued - are the insiders really staying out of it?
· Tipping Issue: Insiders here were found guilty for tipping, sharing the information with others (known as “tippees”/ insiders known as “tippers”).
· Tipping violates 10(b)(5) by sharing info with non-company insiders.  
· Court only determines here that TIPPING violates, not hearing/using a tip
· Policy: very stong incentive not to give tips – bc the whole tip thing is basically a workaround 
· Chiarella v. U.S - Chiallara works in a print shop. He is printing a tender offer from bidder company (principal) to the target company of a merger. Good news case. Print company promises to treat it as confidential and all employees are bonded. Chiallara figured out corp identities, bought shares of the target, then sold them after the tender offer was public. Profited 30k
· SC reversed trial and appeals holding that Chiarella violated 10(b)(5)
· HELD: Chiarella is not subject to 10b-5 duty (fid duties or duty to disclose)
· Duty to disclose based on relationship of trust!
· RULE: if you are going to sue under 10-b-5 based on possession of non-public material information- possession is not enough to give rise to duty to disclose or abstain from duty. . Facts have to show relationship of trust and confidence sufficient to impose affirmative disclosure agreement 
· Here, this was open market, D had no duty to disclose 
· Maybe different result if he was hired by the target corp bc there would be a duty of loyalty  
· US v. O’Hagan:  O’Hagan, was a partner at the law firm that for Grand Met in its tender offer of Pillsbury.  OH did not work on case personally. While tender offer was confidential, OH purchased Pillsbury shares and options.  When info went public, Pillsbury stock skyrocketed, OH sold his shares and profited  $4 million.  The SEC brought charges against OH for violating 10b-5 using the misappropriation theory.
· Can’t apply the classical theory of liability because OH does not owe a fiduciary duty to Pillsbury shareholders and has no relationship of trust/confidence to Pills SH. Anonymous silent trade.
· Court uses Misappropriation Theory: a person commits fraud when someone misappropriates confidential information in breach of a duty owed to the source of the material information.  Here, O’Hagan, as partner at firm owes a duty to GrandMet, who owns the material information. He misappropriated, confidential info in breach of fid duty owed to the source of the info 
· Policy – we want to protect the public's faith and confidence to participate in the market 
· If OH wasn’t guilty:  fundamentally unfair because it was a riskless transaction → unfair to the investors who sold for a lower price
· Like Chiarella →  still grounded in a fid breach to SOMEONE.  
· Dirks v. SEC : Secrist, officer at Equity funding, tipped Dirks ab internal fraud to expose fraud. Dirks investigated and didn’t trade but told his clients, who then sold their Equity shares. The SEC sues Dirks under 10b-5 for tipping his clients. SEC held Dirks violated 10(b)(5) bc tippee inherits fid duty when tippee gets info and violates that duty when they share w someone likely to buy or sell. 
· Dirk’s job is financial analyst: he gets information, digests it and its implication and then shares recommendations with his clients who invest in those companies. That is a public good and helps reflect accurate stock prices. Even playing field, more ppl invest, Everyone benefits. 
· Tipper tippee chain: Secreist (tipper) tells Dirks (first level tippee) – he tells clents (subtippees) 
· HELD: an insider breaches their fid duty if he gives information to the tippee in order to personally benefit, directly or indirectly 
·  Benefits include pecuniary gain, reputational benefit, or making a tip to a relative or friend.  Where the insider does not violate any fiduciary duty, the tippee cannot be deemed to violate a fiduciary duty either.  
· However, the tippee is liable when the info was used and received improperly and the tippee know or should know of the breach (scienter requirement)
· Here, Secrist receives personal benefit, he’s just exposing fraud. No benefit - no breach - no tippee liability.
· Policy: Protect public good of market analysts and watchdog. There is also no way info could be disseminated all at once. We still need to stop tipping bc it is an indirect method of insider trading.
· Salman v. US: (Broad interpretation of personal benefit) Maher works for Citigroup and does M&As. Michael is his brother. Salman is Michael's friends. Maher innocently tells Michael ab innovative cancer treatments and other insider info. Michael buys stock w that info. Maher finds out but still helps. 
· Maher, tipper, tips Michael. Michael, tippee, tips Salman, sub tippee.  
· Requirement of a meaningful relationship to show personal benefit from giving tip as gift. 
· Salman argues:  there was no personal benefit for Maher, also benefit needs to be penicury
· Court reaffirms Dirks: there is a permissible inference that there is personal benefit to the tipper when gifting info to friend  but need meaningful relationship → fact specific inquiry 
Section 16(b) Short Swing Trading
· 16(b) requires certain statutory insiders to turn over any profit that they make to their company from ground-trip trading. If you buy and sell within 6 months of each other, Congress presumes that this is based on being in possession of material insider information
· Elements
· 1. Plaintiff must be a “reporting company.” “public” “1934 act”
· It is the company's cause of action against the statutory insider, or if corporation fails to sue, a SH can file derivative suit for company’s damages.
· Only considers equity securities and stock of a publicly traded company, whose shares are traded on a NYSE- different from 10b-5 which includes debt OR equity + closely held corps
· 2. Defendant must be a “statutory insider”:
· Director OR officer – either at the time she bought or sold. 
· Beneficial owners of more than 10% of the company’s shares, when she bought AND sold. 
· 3. Defendant must have bought and sold equity securities within a rolling six-month period (“short swing trading”). 
· No fraud is required - SL
· No requirement that trading be based on defendant’s use of inside information
· Requires SALE THO→ not required for 10(b)
· 4. All “profits” from such short swing trading are recoverable by the corporation.
· Calculate it in a way to prevent the plaintiff from making any profit
LLP: A limited partnership 
· Requires at least one limited partner and one general partner
· General partners: have managerial control and personal liability for the debts of the business 
· Limited partners: are passive but invest money for limited partnership interests 
· Not liable for debts of business 
· Only thing that limited partners are at risk of losing is the amount that they invest
· Under the old UPA, limited partners would be personally liable if they participated in the management. 
· Delaney:  Landlord Delaney sued Fidelity Lease for breach of contract (no payment). Three promoters want to start a fast food place but need cash. They pull in limited partners for funds. They list themselves as limited partners but also do the management. For a general partner, the three promoters create a new business (Interlease) solely for the purpose of being a general partner. Interlease is the only general partner. Other limited partners did not manage: off the hook. Three promoters  made Interlease to be the general partner to avoid personal loss, Interlease was marginally capitalized so there was little to no recovery.
· Court held: Delaney went into this contract knowing it was LLP and could have done due diligence to see that general partner was undercapitalized corporation. Here they went in with eyes open.
· Prof thinks its about making a contract that allocates risk appropriately  
· The drafters revised this and implemented a new standard of liability for limited partners.  
· Under RUPA §303, if you invest as a limited partner, you are not personally liable for any debts – whether voluntary or involuntary – even if you manage.
· How to Form a Limited Partnership 
· LLPs cannot be formed inadvertently because only the state has the power to grant investors limited liability.  Therefore, to form a LLP, you must file a certificate of limited partnership with the state. 
· Most important doc: Limited Partnership Agreement, includes the rights and responsibilities of partners
· The partnership agreement is not publicly filed.
· Partners have broad freedom of contract to tailor this agreement.
LLC - Limited Liability Companies (LLCs) 
· The LLC statute was created in the 1990s, so case law is sparse. For this reason, courts will analogize to either partnership or corporation doctrines.
· An LLC is a hybrid business entity, with some characteristics of a partnership and some characteristics of a corporation. 
· Members = owners of the LLC
· There is no personal liability on the owners (“members”) of the LLC.
· BUT Potential cash flow problem for those trying to pay income taxes
· LLC qualifies as a pass-through entity for tax purposes. 
· Organizing a Business as an LLC
· The state grants limited liability, so you must file with the state
· You have broad freedom of contract to tailor the operating agreement
· No limitation imposed on what you can contribute in exchange for what you can exchange to become a member in an LLC
· In CA, the LLC creates a shield of limited liability UNLESS the court pierces the corporate veil
· Operating a Business as an LLC
· The LLC can be member managed or manager managed
· Operating agreement – everything is set out here → key document
· Operating agreement has to designate how the LLC is going to be managed
· If the LLC is member-managed, then the LLC is going to look very similar to a partnership
· If the LLC is manager-managed, then the LLC is going to look more similar to a corporation
· The managers can be members, but they don’t have to be.  They can be managers that the LLC brings in to manage the LLC.
· Scope of Fiduciary Duties in the LLC
· The LLC statute in Delaware allows you the broad freedom to eliminate all fiduciary duties.
· Other states say that you can define the scope of fiduciary duties, but you cannot eliminate ALL fiduciary duties – as a matter of equity, you should have at least some fiduciary duties
· There is a huge divide over this
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