Business Associations Final Outline
Date: 8/23/2022
Class: 1
Topic: Introduction to Business Associations; Agency – Definition & Formation
Assigned Reading(s): G&S 1-42 (skim); G&S 43-60 (Gorton, Cargill); Rest. 3rd Agency (Rest.) §§ 1.01 – 1.03
Cases: A. Gay Jenson Farms Co. v. Cargill, Inc.; Gorton v. Doty
Business Entities & Forms: 
· Rights of Actors Within Businesses: 
· Who controls the decision making? 
· Who bears the risk? 
· What are the duties owed to one another? 
Business Associations provides a governance structure that allocates roles, rights, and responsibilities among the various actors in a business. 
Menu of Business:
· Sole Proprietorship (ex: opening a hot dog stand): One person owns all the business’s assets, owns all of the profits derived from its operations, and has unilateral management authority. 
· Partnerships: the only multi-member entity that can be created without a government filing, and so it is also the only such entity that can be created by accident.
· Corporations
· Hybrids (LLPs, LLCs)
Agency (Restatement 3d § 1): agency is the fiduciary relationship that arises when one person (1) (a “principal”) manifests assent to another person (an “agent”) (2) that the agent shall act on the principal’s behalf and subject to the principal’s control, and (3) the agent manifests assent or otherwise consents so to act. 
· You do NOT need a contract for there to be agency.
· You do NOT need intent either. 
Legal Consequences of Establishing Agency Relationship: 
· The agent’s actions may create liability for the principal
· These actions can bind the principal to a 3rd party in a contract. 
· The principal may be liable for the agent’s torts. 
· The agent owes a fiduciary duty to the principal. 
Remember the principal-agent–third party (PAT) triangle. 
Cases: 
· Gorton v. Doty: the condition given by Doty to Garst is crucial here to establish control. 
· That Doty thereby at least consented that Garst should act for her and in her behalf, in driving her car to and from the football game, is clear from her act in volunteering the use of her car upon the express condition that he should drive it, and further, that Garst consented to so act for Doty is equally clear by his act in driving the car. 
· A. Gay Jenson Farms Co. v. Cargill, Inc.: a creditor becomes a principal at the point at which it assumes de facto control over the conduct (management) of the debtor. 
· The more measures you take, the more likely you will be considered a principal. 
· Take into the account the totality of all of the different factors. 
_____________________________________________________________
Date: 8/25/2022
Class: 2
Topic: Agency—Binding Principal in Contract (Actual & Apparent Authority)
Assigned Reading(s): G&S 71-75; G&S 79-83; Udall v. TD Escrow; Rest. §§ 2.01-2.03; 6.01; Rest. §§ 1.04, 2.06
Cases: Essco Geometric v. Harvard Industries; Udall v. TD Escrow
Agents acting with authority may bind principals. 
· Authority is always the starting point for analysis of contract actions. 
· You only need one type of authority (actual or apparent) to be binding. 
· The burden of establishing the authority depends on the context of the lawsuit. 
· Often, it is the third party that has the burden. 
Authority: The legal power of an agent to act on behalf of a principal. 
Actual Authority: is authority that a principal manifestly gives by written words, spoken words, or conduct indicating to the agent the principal’s intent to create that authority. The agent reasonably believes, in accordance with the principal’s manifestations to the agent, that the principal wishes the agent to act that way. 
· Focus on the beliefs of the agent.
· We don’t care so much about what the third party thinks. 
· Past customs and practices come into play here. 
· Reasonable person standard (someone standing in the agent’s shoes).
Express Actual Authority: the principal tells the agent to do “X,” and the agent does “X.” 
Implied Actual Authority: the agent has actual authority to take action designated or implied in the principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives, as the agent reasonably understands the principal’s manifestations and objectives when the agent determines how to act. 
· (ex) In order to do “X,” the agent has to do “Y” first. 
· Custom: if it is customary for a certain type of agent to have certain powers, then the agent has actual (implied) authority to exercise such powers unless the principal expressly directs otherwise. 
Apparent Authority: the power held by an agent to affect a principal’s legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations. 
· Focus on the third party here, not the agent. 
Principal’s Liability in Contract: when an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal, the principal and the third party are parties to the contract. 
Cases:
· Udall v. TD Escrow: The appropriate analysis focused on whether Udall believed, based on T.D.’s manifestations, that ABC had authority to act for T.D. to sell the property on T.D.’s behalf and whether that belief was objectively reasonable. 
· Not the third party’s job to question the bid. 
· Was it reasonable to think the initial asking price was not a mistake?
· Essco Geometric v. Harvard Industries: apparent authority through past customs.
· No actual express authority because Gray received the rule changes from Kruske that clearly stated that he alone did not have the power to sign the contract. 
· For over 20 years, Harvard allowed Best (purchasing manager at the time) to solicit bids and ultimately select vendors.
· Nobody informed Diversified of the changes.
_____________________________________________________________
Date: 8/30/2022
Class: 3
Topic: Agency – Binding Principal in Contract (Estoppel, Ratification); Liability of Agent and 3rd Party; Tort Liability – Agent & Principal (Introduction)
Assigned Reading(s): G&S 73-74; Watteau (BS); Rest. 3d § 2.06;
G&S 75-76; Hoddeson (BS); § 2.05; G&S 124-129; §§ 4.01, 4.05-0.7; §§ 6.01-6.04, 6.10, 6.11
Cases: Watteau v. Fenwick; Hoddeson v. Koos Bros.
Types of Principals (Rest. 3d. § 1.04(2)):
· Disclosed: at the time of the transaction, the 3rd party knows (1) they are dealing with an agent acting for a principal and (2) the principal’s identity.
· Undisclosed: at the time of the transaction, the 3rd party has no notice that they are dealing with an agent acting for a principal. 
· Partially Disclosed/Unidentified: at the time of the transaction, the 3rd party knows that (1) they are dealing with an agent but (2) has no notice of the principal’s identity. 
Restatement 3d. § 2.06(1): an undisclosed principal is subject to liability to a third party who is justifiably induced to make a detrimental change in position by an agent acting on the principal’s behalf and without actual authority if the principal, having notice of the agent’s conduct, did not take reasonable steps to notify them of the facts. 
· If the agent continues to act outside their scope of authority and enters into a forbidden contract AND the principal is aware, the principal is estopped from denying authority because the principal knew what the agent was doing. 
Restatement 3d. § 2.06(2): an undisclosed principal may NOT rely on instructions that reduce the agent’s authority to less than the authority a third party would reasonably believe the agent to have under the same circumstances if the principal had been disclosed. 
· The Court will look at the context of the situation created by the principal and examine whether it was reasonable for the 3rd party to believe that the agent had the authority to undertake that action. 
· Think about the Watteau example. 
Cases:
· Hoddeson v. Koos Bros.: The duty of the proprietor encircles the existence of reasonable care and vigilance to protect the customer from loss occasioned by the deceptions of an apparent salesman. 
· No actual authority 
· No apparent authority either because there was no manifestation from the principal. 
· BUT maybe yes on estoppel theory below.
Restatement 3d. § 2.05 Estoppel to Deny Existence of Agency Relationship: a person who has not made a manifestation that an actor has authority as an agent is subject to liability from a third party who (1) justifiably is induced to make a (2) detrimental change in position because the transaction is believed to be on the person’s account if
· The person intentionally or carelessly caused such belief, or 
· Having notice of such belief and that it might induce others to change their positions, the person did NOT take reasonable steps to notify them of the facts. 
Restatement 3d. § 4.01 Ratification: the affirmance of a prior act done by another, whereby the act is given effect as if done by an agent acting with actual authority. 
· § 4.02 retroactively creates the effects of actual authority.
· § 4.07: ratification is an ALL OR NOTHING type of thing.
· A principal cannot ratify part of the contract. 
Affirmation Nuances: 
· The principal can expressly manifest assent;
· Affirmance can be implied by conduct that justifies a reasonable assumption of consent;
· Accepting or retaining benefits (when it is possible to decline them);
· Silence or failure to act (can’t wait forever);
· Once the principal knows something is wrong and they wait, the assumption is that they ratified. 
· Bring a lawsuit to enforce.
· The principal is accepting the contract by trying to enforce it.
· Ratification is NOT valid if it is made without knowledge of material facts involved in the original act when the person is unaware of such lack of knowledge. 
Ratification & the Third Party: In order to ratify a previously unauthorized contract, the would-be-principal, who must have sufficient legal capacity to have been a party to the underlying contract in the first place, must in some way manifest assent to be bound by the contract. 
Ratification will NOT be effective where it would be unfair to bind the third-party to the contract. 
· Prior to ratification, the 3rd party manifested intent to withdraw from the transaction; or 
· There is a material change in circumstances (between transaction and ratification) that would make it inequitable to bind the 3rd party.
· (ex) Sold house burned down. 
Agent’s Liability—Acting with Authority: when an agent acting with actual or apparent authority makes a contract on behalf of
· Disclosed principal → the agent is NOT a party to the contract unless otherwise agreed. 
· Undisclosed Principal → the agent is a party to the contract.
· Unidentified/Partially Disclosed Principal → agent is a party to the contract unless otherwise agreed. 
Agent’s Liability—Acting Without Authority: if the agent lacks actual authority but the principal is bound by the contract, the principal may recover damages from the agent. 
· Likewise, if the agent lacks authority but represents the principal otherwise, the agent is liable to 3rd parties if the principal refuses to ratify the contract and there is no other authority to bind the principal. 
· Implied warranty of authority 
· The 3rd party MUST NOT be aware of the lack of authority
3rd Party Bound to the Principal in the Contract: if the principal is bound because of actual/apparent authority, the 3rd party is bound as well. 
· In the case of an undisclosed principal, the 3rd party is generally bound by the contract except in situations where the third party had been deceived.  
· For ratifications, we saw the exceptions above. 
Agent’s Tort Liability: an agent is subject to liability to a 3rd party harmed by the agent’s tortious conduct. 
Principal’s Tort Liability: 
· Direct Liability: the principal asked the agent to do the action and the agent followed through (with the action being a tort). 
· The harm is caused by the principal’s negligence in selecting/training/supervising/controlling the agent.
· (ex) Person keeps falling asleep at the wheel.
· Vicarious Liability: the principle is NOT directly liable 
· Generally only applies to a tort committed by the employee agents.
_____________________________________________________________
Date: 9/1/2022
Class: 4
Topic: Agency – Binding Principal in Contract (Estoppel, Ratification); Liability of Agent and 3rd Party; Tort Liability – Agent & Principal (Introduction)
Assigned Reading(s): G&S 84-86; G&S 64-65; Millsap; Jackson; Perez; G&S 86-91; Rest. 3d. 7.01, 7.03, 7.05, 7.07
Cases: Millsap v. Federal Express Corp.; Jackson v.AEG; Lourim v. Swensen; Jackson v. Righter
Derivative/Vicarious Liability: an employer is subject to vicarious liability for a tort committed by its employee acting within the scope of employment. 
· The agent must be an employee-type agent and 
· The employee must be doing employee-type work. 
Steps:
1. Is the person who committed the tort an agent of the person you want to sue?
2. If yes, is the agent an employee?
3. If yes, is the employee’s conduct within the scope of employment? 
4. If yes, is the principal liable? 
Employee: an employee is an agent whose principal controls or has the right to control the manner and means of the agent’s performance of work. 
· Here, the principal does not just tell the agent what to do, but HOW to do it. 
· Or are they an independent contractor?
The reason for distinguishing the independent contractor from the employee is that the principal does not supervise the details of the independent contractor’s work and therefore is NOT in a good position to prevent negligent performance. 
· We would want to hold a principal responsible when 
· The principal is in a good position to prevent harm;
· The agent does NOT have any incentive to take specific care. 
View control in terms of appearance, performance, and financial risks. 
Cases: 
· Millsap v. Federal Express Corp.: Most significant factor in determining the existence of an employer-IC relationship is the right to control the manner and means by which the work is to be performed. 
· If control may be exercised only as to the result of the work and not the means by which it is accomplished, an independent contractor relationship is established. 
· Pence has a financial risk himself → if the car breaks down, he is screwed; he has to get it fixed.
· Jackson v.AEG: AEG did NOT have control over how Dr. Murray treated Michael. A worker is an IC when they follow the employer’s desires only in the result of the work, and not the means by which it is achieved. 
· AEG gave Dr. Murray a lot of leeway. 
· Michael was really funding Dr. Murray.
Scope of Employment: an employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer’s control. 
· An employee’s act is NOT within the scope of employment when it occurs within an independent course of conduct NOT intended by the employee to serve any purpose of the employer.
When is an Agent’s Conduct Within the Scope of Employment?:
· The act must be of the general kind that the employee was hired to perform; and 
· The conduct must be substantially within the time and space limits authorized by the employment; and 
· Was this where the worker was supposed to be?
· Was this during working hours?
· The employee must be motivated at least partially by a purpose of serving the employer. 
Frolic & Detour: 
· A detour will lead the principal to be liable.
· A frolic will likely eliminate the principal’s liability. 
Cases:
· Perez v. Van Groningen: Where the question is for vicarious liability, the inquiry should be whether the risk was one that may fairly be regarded as typical of or broadly incidental to the enterprise undertaken by the employer.
· The employer’s liability extends beyond his actual or possible control of the employee to include risks inherent in or created by the enterprise. 
· As long as it is clear that at the time of the injury the employee was following his employer’s instructions to disk the orchard, the fact that he was not authorized to take a passenger is immaterial. 
· A master cannot escape liability by merely ordering his servant to act carefully. 
· If he could, few employers could ever be held liable. 
· There also does not need to be a benefit conferred upon the defendant. 
· Ask yourself: “Was the agent still occupying himself with the principal’s business within the scope of his employment?” 
· Lourim v. Swensen: the Court essentially says this is “close enough.”
· Policy reasons as well → there was great harm done here. 
· Compensation is NOT required for you to be an agent or an employee. 
· Accepting the allegations as true, a jury could reasonably find that the sexual assaults were merely the culmination of a progressive series of actions that involved the ordinary and authorized duties of a Boy Scout leader. 
· Jackson v. Righter: Here, Righter’s romantic involvement with Jackson was so clearly outside the scope of his employment that reasonable minds could not differ. An employee’s conduct is usually not in the scope of employment where the employee’s motivation for the activity is personal, even though some transaction of business or performance of duty may also occur.
· R’s conduct was not of the general type he was employed to perform.
· It didn’t serve N’s or U’s purpose either. 
· Not part of the job description. 
· R’s motives were personal. 
· Policy reasons → there was NOT great harm done here
· We don’t want employers to have to police relationships. 
_____________________________________________________________
Date: 9/6/2022
Class: 5
Topic: 
Assigned Reading(s): Majestic; Practice Problems; Question E (56-57); Murphy; Patterson; Franchise Transactional Exercise
Cases: Majestic Realty Associates, Inc. v. Toti Contracting Co., Inc.; Murphy v. Holiday Inns, Inc.; Miller v. McDonald’s Corp.; Patterson v. Dominos
If the agent/person is an independent contractor, the principal is generally NOT liable for torts committed by the independent contractor (or employees). The exceptions are where:
· The principal retains the right to control over the aspect of the work in which the tort occurs; 
· (ex) If the principal really takes interest in the chimney, and something goes wrong during the construction of the chimney, the principal can be held liable.
· The principal selects an incompetent contractor; or 
· The activity contracted for is a “nuisance per se” (inherently dangerous or ultra-hazardous). 
· There are certain types of activities that are so dangerous that the principal retains liability for them. 
Inherently Dangerous Activity: an activity that creates a peculiar risk of harm to others unless special precautions are taken. Here, there is liability because we want 
· To minimize the volume of that activity; and 
· You want as many people involved as possible in seeking to avoid the harm. 
Cases:
· Majestic Realty Associates, Inc. v. Toti Contracting Co., Inc.: ​​Section 416 of the Restatement propounds a rule which would impose liability upon the landowner who engages an independent contractor to do work which he should recognize as necessarily requiring the creation during its progress of a condition involving a peculiar risk of harm to others unless special precautions are taken, if the contractor is negligent in failing to take those precautions.
· Toti is an independent contractor of Majestic. 
· Toti’s president admitted he goofed when a crane swung the ball and destroyed the roof of M. 
· Ultra-hazardous liability is absolute: it necessarily involves a serious risk of harm to the person, land, etc. which cannot be eliminated by the exercise of utmost care, and is not a matter of common usage. 
· Inherently dangerous—there needs to be negligence. 
Franchisor-Franchisee Relationship: the franchisor offers certain guidance and benefits to the franchisee, but they also don’t want the franchisee to ruin their reputation or name. 
· Is there an “agency” relationship between the franchisor and the franchisee?
· Is there sufficient control under these “operating systems” to trigger tort liability of the franchisor?
Franchising is a system for the selective distribution of goods and/or services under a brand name through outlets owned by independent businessmen, called franchisees. 
· The degree to which a particular franchisor exercised general control over the means and manner of the franchisee’s operations is focused on. 
Policies Behind Franchise Cases:
· Risk Prevention: liability should arise from control or right to control the harmful activity.
· Residual Interest: franchisor should be liable because it has a relatively large interest in the successful operation of the franchisee. 
· Deep Pocket/Risk Spreading: any supplier with a deep pocket and any connection to the accident should be held liable. 
· Appearances: the franchisor should be held liable because it creates the appearance of responsibility.
· The public is led to believe that the franchisor owns the establishment. 
Cases:
· Murphy v. Holiday Inns, Inc.: the nature and extent of the control agreed upon is paramount. 
· Court says Holiday Inn exercises some control, but not necessarily specific control. It is a more broad overview.
· Besty Len handles all the day-to-day operations.
· Betsy Len makes the business decisions. 
· If a franchise contract so regulates the activities of the franchisee as to vest the franchisor with control within the definition of agency, the agency relationship arises even though the parties expressly deny it. 
· Miller v. McDonald’s Corp.: regarding control, look at the specific cause of the tort. If, in practical effect, the franchise agreement goes beyond the stage of setting standards, and allocates to the franchisor the right to exercise control over the daily operations of the franchise, an agency relationship exists.
· McDonalds would send in inspectors. Failure could result in the loss of the franchise. 
· McDonalds had control over the way in which 3K performed at least food handling and preparation. 
· Patterson v. Dominos: a franchisor (here in this instance) becomes potentially liable for actions of the franchisee’s employees only if it has retained or assumed a general right of control over factors such as hiring, direction, supervision, discipline, discharge, and relevant day-to-day aspects of the workplace behavior of the franchisee’s employees. This is the instrumentality approach. The degree to which a particular franchisor exercised general control over the means and manner of the franchisee’s operations is focused on. 
· Here, Dominos did not have control over supervision. 
· Dominos had no procedure for processing sexual harassment complaints by employees of a franchisee.
_____________________________________________________________
Date: 9/8/2022
Class: 6
Topic: 
Assigned Reading(s): G&S 344-354; 360-365; 382-384; Rest. §§ 8.01-8.13; Rest §§ 3.06-3.11; G&S 141-145
Cases: British American & Eastern Co. v. V. Wirth, Ltd.; Graphic Directions, Inc. v. Bush; Town & Country House & Home Service, Inc. v. Newbery
Agent’s Fiduciary Duties: if you are an agent, you have to be respectful and honor the principal’s wishes.
· Gratuitous agents still owe these duties. 
Duty of Care: subject to any agreement with the principal, an agent has a duty to act with the care, competence, and diligence normally exercised by agents in similar circumstances. 
· If an agent claims/possesses special skills/knowledge, the agent has a duty to act with the care, competence, and diligence normally exercised by agents with such skills and knowledge. 
· The measure of care is based on both who you are and what you know.
· Parties could contract around “default rules.”
Duty to Follow Instructions: the agent has a duty to take action only within the scope of the agent’s actual authority. 
· An agent has the duty to comply with all lawful instructions received from the principal concerning the agent’s actions on behalf of the principal. 
· If an agent’s actions goes beyond the scope of the agent’s actual authority and causes the principal loss, the agent is subject to liability to the principal. 
Duty to Provide Information: the agent has the duty to use reasonable effort to provide the principal with the facts the agent knows when 
· The agent knows or has reason to know the principal would wish to have the facts or the facts are material to the agent’s duties; and 
· The facts can be provided to the principal without violating a superior duty to another person. 
Duty of Loyalty: § 8.01 General Fiduciary Duty Principle: an agent has a fiduciary duty to act loyally for the principal’s benefit in ALL matters connected with the agency relationship. 
· The agent subordinates their interest to those of the principal and places the principal’s interest first as to matters connected with the agency relationship. 
§ 8.02 Material Benefit Arising out of the Position: an agent has a duty NOT to acquire a material benefit from a third party in connection with transactions conducted or other actions taken on behalf of the principal or otherwise through the agent’s use of the agent’s position. 
· Excess Benefits Rule: any excess belongs to the principal. 
· All the agent should receive is the agreed upon compensation. 
· Application to Gratuities: depends on what the content of the agreement is between the agent and the principal.
· Also, this is where custom would come into play.
· (ex) Is it a custom that waiters get to keep their tips? 
· If YES, then this would be an implied clause. 
· Business Opportunities: all agents have a fiduciary duty to the principal NOT to take personal advantage of an opportunity and NOT to give the opportunity to a third person. 
· This is applicable when either the nature of the opportunity or the circumstances under which the agent learned of it require that the agent offer the opportunity to the principal. 
· Did you get this opportunity because of your role? 
· The agent should refer the opportunity to the principal if either the nature of the opportunity or the circumstances require them to do so;
· The agent may take the opportunity if they fully disclose it and the nature of the conflict, and the principal rejects the opportunity. 
§ 8.03 Acting as/on Behalf of an Adverse Party: an agent has a duty NOT to deal with the principal as/on behalf of an adverse party in a transaction connected with the agency relationship. 
· Here, you would NOT be looking out for the principal’s interest. 
· The agent MUST disclose adverse interests to the principal so that the principal can evaluate how best to protect its interests. 
§ 8.04 Competing Against the Principal: throughout the duration of an agency relationship, an agent has a duty to refrain from competing with the principal and from taking action on behalf of or otherwise assisting the principal’s competitors. 
· However, during that time, an agent MAY take action (not otherwise wrongful) to prepare for competition following termination of the agency relationship. 
· Preparing to Compete: the agent is NOT free, while still employed, to commence doing business as a competitor or to solicit customers away from the principal. 
· The agent can’t lie to the principal or try to leave them in a disadvantageous position. 
· The agent is free to make arrangements for setting up a new business (finding a new space, etc.).
· BUT NOT during work hours or using the principal’s property. This includes confidential information. 
§ 8.05 Use of the Principal’s Property/Confidential Information: an agent has a duty NOT to (1) use the principal’s property or (2) use/communicate the principal’s confidential information for the agent’s own purposes or those of a third party. 
· Think about insider trading.
· The agent has to account for any profits made by the use of such information even if the principal is NOT harmed. 
· This duty does NOT end even when the agency relationship ends. 
Duties After Termination of Agency: the agent is free to compete with the principal.
· However, the agent would be subject to any agreed upon non-compete agreement. 
· The agent is NOT free to use or disclose a principal’s trade secrets or other confidential information. 
Cases: 
· British American & Eastern Co. v. V. Wirth, Ltd.: § 8.02 Material Benefit Arising out of Position—an agent’s contract action for compensation from his principal can be defeated if the principal shows that the agent breached his trust by accepting from the principal’s customers, without the principal’s knowledge, monies intended to influence the agent’s actions concerning a matter affecting the principal’s interest.
· S agreed to work as W’s agent for a while.
· The duty of loyalty issue is that S accepted a bribe. 
· This should go to the principal because it was a material benefit. 
· Here, the harm does NOT matter. The principal just has to prove there was an excess exchanged. 
· The strong public policy against all kinds of bribery requires that injury be presumed under these circumstances.
· Graphic Directions, Inc. v. Bush: § 8.04 Duty Not to Compete. 
· While still employed, an employee may make preparations to compete after termination of his employment and may advise current customers that he will be leaving. 
· However, pre-termination solicitation of customers for a new competing business violates the employee’s duty of loyalty. 
· However, here, the principal couldn’t prove damages. 
· Town & Country House & Home Service, Inc. v. Newbery: Even where a solicitor of business does not operate fraudulently under the banner of his former employer, he still may not solicit the latter’s customers who are NOT openly engaged in business in advertised locations or whose availability as patrons cannot readily be ascertained but whose trade and patronage have been secured by years of business effort and advertising, and the expenditure of time and money, constituting a part of the good-will business which enterprise and foresight have built up. 
· TCHHS used a very personalized, unique approach to home cleaning. 
· Newbery and the others took the list (trade secret) and solicited customers. They did not solicit customers outside of the list. 
· It would be different if these customers had been equally available to appellants and respondents, but, as had been related, these customers had been screened by respondent at considerable effort and expense, without which their receptivity and willingness to do business with this kind of a service organization could not be known. 
§ 8.06(1) Principal’s Consent: conduct by an agent that would otherwise constitute a breach of duty of loyalty does NOT constitute a breach if a principal consents to the conduct and 
· In obtaining consent, the agent acts in good faith and discloses all material facts that would reasonably affect the principal’s judgment; and 
· The consent concerns either a specific act or transaction, or acts or transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship. 
· Blanket waivers are frowned upon. 
§ 3.06 Termination of Actual Authority: an agent’s actual authority may be terminated by 
1. The agent’s death/cessation of existence;
2. The principal’s death/cessation of existence;
· Once the agent has notice if the principal is an individual; 
3. The principal loses capacity to do an act;
· Once the agent has notice if the principal is an individual; 
· Automatic if the principal is NOT an individual;
4. An agreement between the principal and agent or the occurrence of circumstances from which the agent should reasonably conclude that the principal would no longer assent;
· Think about the passing of time here.
5. Manifestation of revocation by the principal to the agent, or of renunciation by the agent to the principal. 
· This is effective when the other party has notice.
§ 3.11 Termination of Apparent Authority: ends when it is no longer reasonable for the third party with whom an agent deals to believe that agent continues to act with actual authority. 
· Lingering apparent authority. 
· Termination of actual authority does NOT by itself end any apparent authority held by an agent. 
_____________________________________________________________
Date: 9/13/2022
Class: 7
Topic: 
Assigned Reading(s): Fenwick (BS); G&S 152-164; 175-178; CCC §§ 16101, 16103, 16202, 16308; Sound Bite Exercise 
Cases: Fenwick v. Unemployment Compensation Commission; Martin v. Peyton; In re Marriage of Hassiepen
Partnerships
Partnerships: an association of two or more persons to carry on as co-owners of a business for profit. 
· There are no formal requirements. 
· Intent is not a prerequisite; neither is a partnership agreement.
· Normally, a partnership will consist of co-owners sharing profits and control.
· Each partner can bind the other in contracts.
· The partnership is also liable for a partner’s torts. 
· Obligations are personal obligations of the partners.
· (ex) If there is a judgment issued and only part of it is paid by the company, the rest comes from the partners’ pockets. 
· Fiduciary duties are owed to partners. 
· Partners are entitled to shared control. 
· Partners are entitled to shared profits. 
Partnerships—Sources of Law: partnership law is codified. 
· For this class, we will focus on California Partnership Law located in the California Corporation Code. 
Factors to Establish a Partnership:
· The intention of the parties; 
· The conduct of the parties toward third parties;
· The economic risk;
· Is there a right to share profits?
· What is the capital contribution?
· Is there an obligation to share in losses?
· Who has ownership of the property?
· What are the rights/obligations upon dissolution? 
· What are the control and management rights? 
Cal. Corp. Code § 16103. Partnership Agreement: “Relations among the partners and between the partners and the partnership are governed by the partnership agreement. To the extent the partnership agreement does NOT provide otherwise, this chapter governs the relations among the partners and between the partners and the partnership. 
· Lawyers need to be specific and lay out their desires in the partnership agreement OR ELSE the default rules listed above will apply. 
Partnership Exceptions: a person who receives a share of the profits of a business is presumed to be a partner, UNLESS the profits were received in payment for . . .
· Wages or other compensation to an employee;
· See Fenwick v. Unemployment Compensation Commission.
· In payment of interest or other charge on a loan, even if the amount of payment varies with the profits of the business. 
· See Martin v. Peyton. 
Cases:
· Fenwick v. Unemployment Compensation Commission:
· The burden of proof is on whoever is asserting that there was a partnership. 
· Even though Fenwick and Cheshire shared profits, it was really intended to act as a wage.
· Cheshire also didn’t put any of her own capital in. 
· Fenwick seems to have full control still. 
· Only Fenwick is liable for the debts.
· In re Marriage of Hassiepen:
· Here, the economic risk factor is vital.
· Brenda has money at stake (she used her own credit cards).
· Brenda has access to the joint bank account where the money enters.
· Also, while Kevin performed the actual electrical work, Brenda does seem to have some control over the business. She seems to have real power over decision making. 
Debt v. Equity: 
· A creditor always recovers their money first.
· The equity holders then recover whatever is left. 
Cases:
· Martin v. Peyton:
· This is a risky transaction for PPF → KNK is already doing poorly.
· But they are friends. 
· The amount of payment back was capped → this was meant to be an interest payment. 
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Class: 8
Topic: Partnership Governance Issues
Assigned Reading(s): G&S 214-223; CCC §§ 16301, 306, 401; Foley Agreement (BS); G&S 223-224; G&S 227-230; CCC §§ 305-306 
Cases: National Biscuit Company, Inc. v. Stroud; Summers v. Dooley; Gearhart v. Angelhoff; Roach v. Mead
Partner as an Agent—Ordinary Course of Business § 16301(1): an act of a partner for carrying on in the ordinary course the partnership or business of the kind carried on by the partnership business binds the partnership, UNLESS the partner (1) had no authority to act for the partnership in the particular matter and (2) the person with whom the partner was dealing knew or had received a notification that the partner lacked authority. 
· Essentially, both apparent and actual authority need to be removed. 
· Each partner is an agent of the partnership for the purpose of its business. 
Partner as an Agent—Extraordinary Course of Business § 16301(2): an act of a partner that is NOT apparently for carrying on in the ordinary course the partnership business or business of the kind carried on by the partnership binds the partnership ONLY IF the act was authorized by the other partners. 
· To determine whether an act is outside the ordinary course of business, you can ask:
· Does it change the nature of the business?
· Generally, actions that expand the business and increase the risk are considered outside of the ordinary course of business.
· Context here matters. 
· When an action is NOT in the ordinary course of the business, there is no apparent authority. 
Partner’s Personal Liability for Partnership Obligations § 16306: 
· § 16306(a): all partners are jointly and severally liable for all obligations of the partnership.
· § 16306(b): a new partner is NOT personally liable for obligations incurred before admission.
· § 16306(c): limited liability partnerships (LLPs).
Partnership Liability to Third Parties:
· Was the P1’s act in the ordinary course of the partnership?
· If YES → Was P1 expressly prohibited from the act?
· If YES → Did the 3rd party have notice of the lack of authorization?
· If YES → Partnership is NOT bound.
· If NO → Partnership is bound.
· If NO → Partnership is bound
· If NO → Was P1’s act expressly authorized? 
· If YES → Partnership is bound. 
· If NO → Partnership is not bound.
Partner Rights § 16401: the below are default rules; partnership agreements can contract around these default rules. 
· § 16401(f): each partner has equal rights in the management and conduct of the partnership business.
· One partner = one vote.
· § 16401(i): a person may become a partner only with the consent of all of the partners. 
· § 16401(j): resolving differences:
· A difference arising as to a matter in the ordinary course of business of a partnership may be decided by a majority of the partners. 
· An act that is outside the ordinary course of business of a partnership may be undertaken only with the consent of all of the partners. 
Cases: 
· National Biscuit Company, Inc. v. Stroud: S could not restrict the power and authority of F to buy bread for the partnership as a going concern, for such a purchase was an “ordinary matter connected with the partnership business,” for the purpose of its business and within its scope, because in the very nature of things S was not, and could not be, a majority of the partners.
· Freeman acted in the ordinary course of the business. 
· Freeman was not expressly prohibited from doing so. 
· In order to change this and to take away Freeman’s authority here, there would need to be a majority vote in favor of that. 
· Summers v. Dooley: Any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners. 
· It is clear that there is supposed to be equal rights in the management and conduct of the partnership business upon all of the partners. 
· If the partners are equally divided, those who forbid a change must have their way. 
Important to note that it is okay to agree to a dictatorship. 
· Partners are free to make an agreement that suits them and gets around the default rules. 
Partnership Liability for Partner’s Torts § 16305(a): a partnership is liable for loss or injury caused as a result of (1) a wrongful act of a partner acting in the ordinary course of business of the partnership or (2) with authority of the partnership. 
· If it is outside the ordinary course of the partnership, the act must have been authorized for there to be liability. 
· Keep in mind that ALL partners are jointly and severally liable for ALL obligations of the partnership. 
Roadmap: 
1. Did the partner commit a tort?
2. Was that tort committed in the ordinary course of business? 
The belief of the third party is very important. 
Cases: 
· Gearhart v. Angelhoff: Partners acting within the scope of the business are jointly liable for the tortious acts of another partner. 
· The Court held that maintenance of order in a bar is a normal business activity. 
· Roach v. Mead: if a third person reasonably believes that the services he has requested of a member of a partnership is undertaken as a part of the partnership business, the partnership should be bound for a breach of trust incident to that employment even though those engaged in the practice would regard as unusual the performance of such services by a firm in that business.
· Here, Roach reasonably thought Mead was offering legal advice.
· When a lawyer borrows money from a client, this court requires that the lawyer advise the client about the legal aspects of the loan.
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Topic: Capital Accounts
Assigned Reading(s): G&S 186-194; G&S 200-205; Kovacik (BS); CCC §§ 16401, 16807; CC §§ 16203-16204, 16501-16503; Milwaukee Health Partnership Agreement §§ 6,8,11 (BS); [Capital Accounts Exercise & Module]
Cases: Richert v. Handly; Kessler v. Antinora; Kovacik v. Reed
Economic Rights of Partners: 
· Sharing of business’ profits and losses
· Distribution of firm assets
Sharing Profits & Losses § 16401(b): each partner is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits. 
· If the agreement is silent as to profits and losses, both will be shared equally. 
· Even though partners are entitled or chargeable, they do NOT receive/pay money as the partnership makes/loses money. 
· This is where the partnership capital accounts come into play. 
Draws § 16401(h): unless specified in partnership agreements, partners are NOT entitled to any salary or to withdraw their share of the profits periodically. 
· The agreement can provide for periodic draws → these amounts are deducted from the partnership capital accounts. 
· If the agreement is silent as to draws, then look to the ordinary course of business or maybe there would be a vote of the majority of partners.
Rules for Distribution: if the business (or all assets) is sold for cash, each partner is entitled to receive an amount equal to his or her entry in the capital account. 
Capital Accounts: running balance that starts with each partner’s capital contribution and 
· Adds share of profits or additional contributions; 
· Subtracts shares of losses or draws. 
Any excess or deficit relative to the capital account balance is shared in accordance with each partner’s share of gain and loss. 
The pecking order for asset distribution of a partnership is:
1. Obligations to creditors;
· This includes partners who are creditors (salary);
2. Whatever is left is distributed to the partners based on their distribution rights. 
· The profits and losses from the liquidation of the partnership assets shall be credited and charged to the partners’ accounts. 
· The partnership shall make a distribution to a partner in an equal amount equal to any excess of the credits over the charges in the partner’s account. 
· A partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partner’s account. 
How to Treat Capital Losses: 
· Cal. Corp. Code § 16401(b): partners who share profits equally share losses equally
· Cal. Corp. Code § 16807(a): creditors are paid first
· Cal. Corp. Code § 16807(b): a partner shall contribute an amount equal to any excess of the charges over the credits in the partner’s accounts. 
Cases: 
· Richert v. Handly: Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute toward losses, whether of capital or otherwise, sustained by the partnership according to his share in the profits. 
· Follows the default rule of the code. 
· Kessler v. Antinora: “upon sale of the house” → parties contracted around the default rule.
· The Court wants the outcome of Kovacik, but also does not want to completely ignore the default, applicable rule seen in Richert. 
· There is a clear intent that K would be repaid his investment from the sale of the house only, not by A. 
· Kovacik v. Reed: Where one partner or joint adventurer contributes the money capital as against the other’s skill and labor, neither party is liable to the other for contribution for any loss sustained. Thus, upon loss of the money the party who contributed it is not entitled to recover any part of it from the party who contributed services only.
· Both parties lost out on capital. 
· Both parties seemed to value what the other was bringing. 
· This is the default rule in California. 
RUPA § 401(b) is similar to UPA § 18(a): each partner is entitled to equal share of profits and chargeable with a share of losses in proportion to share of the profits. 
· The Official Comments reject the Kovacik rule. 
Courts may not apply the Kovacik rule where:
· Service partner was compensated for work; 
· Service partner made a capital contribution, even if that contribution was nominal. 
Money and service partners are free to contract around the default rule. 
Ownership of Partner Property § 16501: a partner is NOT a co-owner of partnership property and has no interest in partnership property that can be transferred, either voluntarily or involuntarily. 
· The property belongs to the partnership, not the partners. 
Partnership Property § 16204: 
· Any asset acquired in the name of the partnership;
· If the partnership is NOT named, the property acquired by a partner if the document transferring title indicates buyer was acting in capacity as partner;
· Property purchased with partnership funds is presumed to be.
Rights of Partner in Partnership § 16101(12): partner’s interest in the partnership means all of a partner’s interest in the partnership, including the partner’s transferable interest and all management and other rights. 
· The only transferable interest of a partner is the partner’s share of the profits and losses and the right to receive distributions. This interest is personal property. 
· Only financial rights are transferable, not managerial rights. 
· A transfer of a partner’s transferable interest in the partnership does NOT 
· Cause the partner’s dissolution or a dissociation of the partnership business (by itself); 
· Entitle the transferee to participate in the management or conduct of the partnership business or to require access to information. 
· The transferor retains rights and duties of a partner other than the interest in distributions transferred. 
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Date: 9/22/2022
Class: 10
Topic: Fiduciary Duties; Agency Law; Dissolution
Assigned Reading(s): G&S 364-371; 384-388; CCC §§ 16103, 16403, 16404; UPA §§ 29-32, 38, 40; Owen vs. Cohen (BSP); G&S 260-63
Cases: Meinhard v. Salmon; Owen v. Cohen; Page v. Page
Partner Duties in General:
· Cal. Corp. Code § 16404(a): the fiduciary duties a partner owes to the other partner(s) are the (1) duty of loyalty and (2) the duty of care.
· Cal. Corp. Code § 16404(a) Duty of Loyalty: a partner’s duty of loyalty to the partnership and other partners includes all of the following:
· Accounting for any benefit/profit derived in the conduct of the partnership or the use of its information or property (including partnership opportunity);
· NOT dealing as or on behalf of a party with an interest adverse to the partnership; 
· NOT competing with the partnership in another partnership’s business before dissolution.
· Cal. Corp. Code § 16404(c) Duty of Care: a partner’s duty of care is limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law. 
· In order to violate their duty of care, the partner’s action MUST constitute at least gross negligence. 
· Unless the partner’s action(s) was at least grossly negligent, all partners ultimately share the financial loss. 
· Cal. Corp. Code § 16403(c): partners must furnish any information on the partnership’s business and affairs (within reason).
· Each partner and the partnership shall furnish to a partner both of the following:
· Without Demand: any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties.
· Would this information be needed by the other partners in order for them to make meaningful decisions to properly exercise their rights (through a vote)? 
· On Demand: any information concerning the partnership’s business and affairs, except to the extent unreasonable or otherwise improper.
· Cal. Corp. Code § 16403(b) Information Duties: a partnership shall provide partners access to its books and records. 
· The rights of access provide the opportunity to inspect and copy books and records during ordinary business hours. 
· Cal. Corp. Code § 16404(d): a partner shall discharge their duty under this chapter or under the partnership agreement and exercise any rights consistently with the obligation of good faith and fair dealing. 
· Every contract carries the implied obligation of good faith and fair dealing.
Cases: 
· Meinhard v. Salmon: Joint adventurers, like copartners, owe to one another, while the enterprise continues, the duty of the finest loyalty. 
· “A trustee is held to something stricter than the morals of the marketplace.”
· There is a very high standard pertaining to the duties owed between partners. 
· At the very least, Salmon should have disclosed the offer to Meinhard. The opportunity belongs to the partnership. 
· The very fact that Salmon was in control with exclusive powers of direction charged him more obviously with the duty of disclosure, since only through disclosure could opportunity be realized.
· Dissent: Andrews thinks this venture had an end date.
Roadmap to Determine Partner’s Duties:
1. What type of partnership is this?
2. What is the new opportunity?
Consider the following factors:
· Geography; 
· The type of the business;
· Does the partnership consist of general partners or joint ventures? 
· If it is more like a joint venture, then there is a more narrow view here of what the partnership is/surrounds.
· What are the partners’ statuses?
· How does the partner learn of the opportunity? 
· (ex) Salmon only learned of the opportunity because he was the manager and was present every day. 
· Is this during or near the end of the partnership? 
· The closer the partnership is toward ending, the more reasonable it is for partners to be looking out for themselves. 
Modifying Duties of Care & Information Cal. Corp. Code § 16103(b)(2),(4): 
· Duty of Care: the partnership agreement may NOT unreasonably reduce the duty of care. 
· (ex) Sufficient: absolving certain actions taken in good faith.
· (ex) Not Sufficient: absolving intentional misconduct.
· Information Duty: the partnership agreement may NOT unreasonably restrict the right to be furnished with information. 
· (ex) It is okay for the partners to request that they give each other notice before accessing the information. 
Modifying Duty of Loyalty Cal. Corp. Code § 16103(b)(3): the partnership agreement may NOT eliminate the duty of loyalty but MAY (if not manifestly unreasonable)
· Identify specific types or categories of activities that do NOT violate the duty of loyalty; or 
· All of the partners or a # or % may authorize or ratify, after full disclosure of all material facts, a specific act or transaction. 
Contracting Around the Duty of Loyalty: 
· This can include express standards, categories, or types of behavior that anticipate instances of split loyalty; 
· (ex) “The partners agree that any extension of the lease beyond the 20-year term of this venture will be exclusively the property of the managing partner X.” 
· This can limit the scope of the partnership business.
· (ex) “Venture is solely for the period of ___.”
· You cannot agree that there is NO duty of loyalty. 
Terminating the Partnership—Steps & Terminology (UPA): 
· Dissolution: there is a change in the relationship of the partners as they cease to be associated in the carrying of a firm’s business. 
· Business will continue but is “winding-down” at this point. 
· Winding-Up: liquidating partnership’s assets or business (as a going concern) in an orderly manner.
· Settling the partnership’s debts and obligations;
· Dividing between the partners the balance (the remaining assets and money). 
· Termination: the partnership ceases to exist. 
Causes of Dissolution UPA §§ 29 & 31: typically, 3 general ways:
1. By the will of a partner/partners;
· Any partner can dissolve a partnership.
2. By the occurrence of certain events;
3. By the decree of the court on application by a partner. 
A partner ALWAYS has the power, but not necessarily the right, to dissolve the partnership. 
· If the dissolution is wrongful, the “wrong partner” is liable for damages to the other partners and these partners can continue to run the business. 
Dissolution Caused Without Violation of an Agreement UPA § 31(1): a dissolution that does not violate the agreement can be through:
· By the termination of the definite term or particular undertaking specified in agreement; 
· By the express will of any partner when no definite term or particular undertaking is specified; 
· This would mean the partnership is at-will. 
· By the express will of ALL of the partners—either before or after the termination of any specified term or particular undertaking. 
· Expulsion of a partner per agreement terms. 
If none of the above situations apply from UPA § 31(1), the dissolving partner may be engaging in wrongful dissolution UNLESS
· One of the events in UPA §§ 31-35 has occurred and the partnership is dissolved by operation of law. 
· (ex) The partnership business is unlawful; there is a death of a partner; partner/partnership went bankrupt, etc.  
· UPA § 31(6): The partner gets a decree from the court dissolving the partnership.
· UPA § 32(1) Dissolution by Decree of Court (On Application by a Partner): a court shall decree a dissolution whenever:
· A partner is a lunatic—incapable or has been guilty of conduct prejudicially affecting the business;
· The partner wilfully/persistently commits a breach of the partnership agreement, or so conducts himself in partnership matters that it is not reasonably practicable to carry on the partnership business with him;
· The business can only be carried on at a loss;
· Other circumstances making dissolution equitable. 
Flow Chart for When Dissolution is Present Without Unanimous Consent:
Is the partnership at-will or does it have a term? 
· If it is at-will, then there is a right to dissolve. 
· If it has a term, has the term been met?
· If the term has been met, then there is a right to dissolve.
· If the term has NOT been met, then there is NO right to dissolve. 
Consequences of Wrongful Dissolution UPA § 38: the ex-partners have the right to damages caused by the wrongful dissolution and can choose to:
· Liquidate the partnership’s property/assets and distribute the proceeds to the partners; or
· Continue the business until the term is met and pay the “wrong partner” value of the interest. 
Essentially, the partner who wrongfully dissolves gets the value of his interest in the partnership (excluding goodwill) minus any damages caused.
Cases: 
· Owen v. Cohen: When a partner continually antagonizes the other partner to the extent that business is adversely affected, the partnership can rightly be dissolved.
· Owen advances a loan that is to be repaid by the profits. 
· Owen and Cohen don’t get along at all. 
· Owen wants the Court to dissolve the partnership. 
· But he does not know if he can do so because this partnership could be a term-one because of the loan. 
· Cohen’s behavior made it impossible for the business to continue, let alone remain profitable. 
· Page v. Page: Power to dissolve by a partner must be exercised in good faith → the Court has to further determine whether H.B. was acting in bad faith. 
· Both brothers invested capital, but H.B. also made a loan. 
· The outlook improved and the business began making some money. 
· H.B. wants to dissolve—he’s a creditor, so he would get paid first and would likely get the entire business. 
· Court says this is a partnership at-will—there was no specification on how H.B.’s loan would be repaid or when. 
· The younger brother is alleging bad faith on the part of H.B. 
· A partner may not dissolve a partnership to gain the benefits of the business for himself, unless he fully compensates his co-partner for his share of the prospective business opportunity. 
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Topic: 
Assigned Reading(s): G&S 243-256; Corrales (BS); CCC §§ 16801, 807, 601-603; 701-703; Dissociation Handout (BS); UPA v. CCC/RUPA Comparison Chart (BS)
Cases: Corrales v. Corrales
Dissociation: terminates a partner’s rights & obligations in the partnership and requires the partnership to buy out the dissociating partner’s interest in the partnership. 
· RUPA created dissociation as an alternative to dissolution → the partner has the power to dissociate at any time, rightfully or wrongfully. 
· Dissolution forces the partnership to be wound-up and eventually terminated. 
· This still exists, but there are fewer avenues toward this. 
· Dissociation allows a partner to be expelled (via judicial decree/partnership agreement) or to withdraw WITHOUT the partnership becoming involved in the process of dissolution. 
· There is a buyout mechanism of the dissociated partner’s interest in the partnership. 
Dissociation of a Partner: this can be done by 
· Cal. Corp. Code § 16601(1): an act of a dissociating partner.
· If the partnership is at-will, this is a right.
· Cal. Corp. Code § 16602(b):If the partnership is a term partnership and the terms have NOT been met, the partner has the power but not the right. This would be a wrongful dissociation. 
· Cal. Corp. Code § 16601(6)-(10): operation of law.
· (ex) Death, bankruptcy, incapacity, unlawfulness, etc.
· Cal. Corp. Code § 16602(b)(2)(A): by right within ninety days of 
· A partner’s wrongful dissociation → every partner now gets that right now for 90 days. 
· One of the operations of law events occurring. 
· Cal. Corp. Code § 16601(2)-(3): terms of the partnership agreement.
· Here, the partnership agreement might have provided a mechanism for a partner to dissociate.
· Here, the agreement may provide for expulsion rules. 
· Cal. Corp. Code § 16601(4): unanimous vote of all other partners. 
· This is limited to specific circumstances. 
· (ex) When a partner has sold their economic rights (NOT management rights) → now, that partner does not have any economic motivation. 
· (ex) When there is no agreement for expulsion rules. 
· Cal. Corp. Code § 16601(5): by court order → [on application by the partnership/another partner] a partner can be expelled by judicial determination because of any of the following:
(a) The partner engaged in wrongful conduct that adversely and materially affected the partnership business;
(b) The partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners under § 16404.
· Duty of Loyalty/Care
(c) The partner engaged in conduct relating to the partnership business that makes it unreasonably practicable to carry on the business in partnership with the partner. 
Effect of a Partner’s Dissociation Cal. Corp. Code § 16603: upon a partner’s dissociation, a partner’s
· Right to participate in management and conduct of the partnership business terminates;
· Duty of loyalty under § 16404(b)(3) terminates, meaning you can compete now;
· Duty of loyalty under § 16404(b)(1)-(2) and duty of care under § 16404(c) continue ONLY with regard to matters arising and events occurring before the partner’s dissociation. 
· Using partnership property, opportunities, information.
· Dealing as an adverse party.
Dissociated Partner’s Power to Bind Cal. Corp. Code § 16702: for two years after the dissociation, the partnership is bound by an act of a dissociated partner [that would have bound the partnership before dissociation] if:
· The 3rd party did NOT have notice of the partner’s dissociation and 
· The 3rd party reasonably believed that the dissociated partner was a partner at the time.
The dissociated partner is liable to the partnership for any damage caused from such obligation. 
Dissociated Partner’s Liability to 3rd Parties Cal. Corp. Code § 16703(a): the partner’s dissociation does NOT discharge their liability for a partnership obligation incurred BEFORE dissociation.
· NOT liable for any events occurring after the dissociation, except within 2 years the partner’s dissociation, if at the time of entering into transaction the 3rd party:
· Reasonably believed that the dissociated partner was then a partner; 
· Did not have notice of the partner’s dissociation;
· Is not deemed to have had knowledge under subdivision (e) of 16303 or notice under subdivision (c) of 16704.
Buying Out the Dissociated Partner Cal. Corp. Code § 16701: upon dissociation, the partnership HAS to purchase the dissociated partner’s interest in the partnership. The buyout price is what the partner would receive on dissolution if the assets were sold at a price equal to the GREATER of (1) the liquidation value or (2) the value based on a sale of the business as a going concern.  
· Any damages caused from a partner’s wrongful dissociation are offset from this buyout price. 
· A partner who wrongfully dissociates BEFORE THE END OF THE TERM is NOT entitled to payment until the END OF THE TERM. 
· This is unless the partner who is dissociating can prove the partnership is flush with funds. 
· Goodwill: the amount that a buyer of a profitable ongoing business is willing to pay over and above the liquidation value of its assets. 
Dissolution of a Partnership Cal. Corp. Code:
· By majority vote of partners, if the partnership is a partnership at-will [§ 16801(1)] [cf. RUPA (1997)]
· By dissociation of a partner through operation of law or by wrongful dissociation, unless a majority of remaining partners agree to continue [§ 16801(2)(A)]
· By unanimous vote of all partners [§ 16801(2)(B)]
· By terms of partnership agreement [§ 16801(2)(C),(3)]
· By operation of law due to unlawfulness [§ 16801(4)]
· By court order [§ 16801(5)]: Economic purpose frustrated; partner conduct makes it not reasonably practicable to carry on the partnership business.
The “Settlement of Accounts” & “Contributions Among Partners” are the same as covered earlier (pay creditors first).
Cases: 
· Corrales v. Corrales: there cannot be a dissociation with two people → this would have to be a dissolution. 
· This matters when determining how/when to pay creditors. 
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Assigned Reading(s): G&S p.398—417; Moneywatch (BS); Rest. 3d. § 6.04; G&S p.474—485
Cases: McArthur v. Times Printing Co.; Robertson v. Levy; Baatz v. Arrow Bar; Walkovszky v. Carlton
Corporations: 
· Closely Held Corporations
· Private Corporations 
· Public Corporations
Internal Affairs Doctrine: the law of the state of incorporation governs the internal affairs of the corporation. 
· Most corporations are either incorporated in the state where their principal place of business is in or Delaware. 
Delaware Law: the largest body of precedent interpreting its corporation code. 
· Relatively stable and modern;
· Has a special court for business matters with a reputation for excellence and experience in corporate law (Chancery Court);
· Procedures that facilitate timely decisions; 
Departures from the Internal Affairs Doctrine: 
· Cal. Corp. Code § 2115: with the exception of publicly traded corporations, this § makes “foreign corporations” (more than half of their taxable income, property, payroll, and outstanding voting shares within California) subject to certain provisions of the Cal. Corp. Code as quasi-California corporations. 
Qualification of Foreign Corporations to do Business in a State: a business incorporated in one state may conduct business in another if it is “qualified” to do business in that state. 
· To qualify, the corporation usually has to file a form and attach a certified copy of its certificate and/or a certificate of good standing from its state of incorporation, pay a filing fee, and appoint a local agent to receive service of process. 
Forming a Corporation:
· Del. § 102(a) What Must be in the Certificate of Incorporation: 
· Corporate name;
· Classes and number of authorized shares;
· Name and street address of the corporation’s initial registered office and agent; 
· Name and address of incorporators;
· (In Del.) If the power ends at incorporation, the name of initial directors is needed as well.
· Purpose of the corporation.
· Del. § 102(b) What MAY be in the Certificate of Incorporation: 
· Provisions NOT inconsistent with law regarding how to manage the corporation; 
· Imposition of personal liability on the shareholders for debts of the corporation;
· Eliminating or limiting the liability of a director to the corporation or its shareholders;
· Provisions permitting or mandating indemnification of a director for liability;
· Duration of the corporation (default rule → last forever). 
Roadmap for Forming a Corporation:
1. Pick a state;
2. Draft the Articles of Incorporation;
3. File the Articles of Incorporation with the Secretary of State;
· The corporation is now alive (assuming they were filed correctly).
4. Hold an organizational meeting pursuant to § 108.
· Finalize the initial set of directors;
· Appoint the officers;
· Adopt the pre-incorporation contracts;
· Authorize issuance of shares;
· Adopt bylaws (Del. § 109; MBCA § 2.06)
· Del. § 109 Bylaws: the Articles of Incorporation indicate whether the power to amend the bylaws is vested in either the board or the shareholders. 
Promoters: a person who takes the preliminary steps in organizing a corporation and acts on behalf of a business before it is incorporated. A promoter is involved in
· Making contracts;
· Procuring stock subscriptions;
· Securing a corporate charter; etc. 
Cases: 
· McArthur v. Times Printing Co.: liability for a corporation for contracts entered into by the promoter → While a corporation is NOT bound by engagements made on its behalf by its promoters before its organization, it may, after its organization, make such engagements its own contracts. 
· Adoption or acceptance can be express, or can be implied from actions (acquiescence).  
· Generally speaking, once a corporation begins to obtain benefits from those contracts, the corporation will be said to have adopted it. 
· Moneywatch Companies v. Wilbers: liability of a promoter for contracts entered into by the promoter → Promoters are released from liability only where the contract provides that performance is to be the obligation of the corporation, the corporation is ultimately formed, and the corporation then formally adopts the contract. 
Defective Incorporation—De Facto Corporation: this is as if the corporation actually existed. Here, we will treat the firm as a corporation and grant the shareholders limited liability if the organizers:
· Can point to a state statute under which the corporation can be validly incorporated; 
· In good faith tried to incorporate and comply with that statute; 
· Have acted and done business as a corporation. 
This does NOT protect a person who was aware that the incorporation effort was defective at the time. 
· NOTE: This is not available in many states. 
Defective Incorporation—Corporation by Estoppel: grant shareholders limited liability against contract creditors IF the person dealing with the firm
· Thought it was dealing with a corporation; 
· Would earn a windfall if now they are allowed to argue that the firm was NOT a corporation; 
· (ex) The creditor had NO expectation of recovering individual assets of the owners at the time they entered the contract.
What the third party believed is extremely important here. 
· Were the terms of the deal such that the third party would NOT have access to the personal assets of the shareholders? Did they know they were dealing with a corporation? 
· NOTE: This is available in many jurisdictions. 
Cases:
· Robertson v. Levy: Berdejo says that there probably could have been a strong argument for a de facto corporation. 
· Court says that under § 139, if an individual or group of individuals assumes to act as a corp. before the certificate of incorp. has been issued, joint and several liability applies.
· Timberlane Equipment Co. v. Davenport: corporation by estoppel argument might not work here because it is unclear what the third party believed. It appears as if they believed they were dealing with a partnership (the promoter did NOT make it clear that they were acting on behalf of a corporation). 
Piercing the Veil: this is appropriate when
· The Defendant uses the corporation as a mere instrumentality.
· Was the corporation essentially the defendant’s alter ego?
· Did the defendant treat the corporation as if it was NOT truly a separate, distinct person? 
· Was the defendant committing fraud or other wrongdoing?
· Did this result in an unjust loss or injury to the plaintiff? 
· Would it be unfair to not let the third parties access the shareholders themselves? 
Factors for Piercing the Corporate Veil:
· Fraudulent representation by the corporation directors; 
· Undercapitalization; 
· Is there very little money in the corporation on purpose? 
· Failure to observe corporate formalities;
· Absence of corporate records; 
· Payment by the corporation of individual obligations; 
· Use of the corporation to promote fraud, injustice, or illegalities;
· Are there separate corporate books and records?
· Does the shareholder make decisions on his own or are there shareholder/board meetings?
· Does the corporation have its own bank account? 
· Is there a commingling of funds?
Before a corporation’s obligations can be legally recognized as those of a particular person, it must be made to appear that the corporation is NOT only influenced and governed by that person, but also that 
1. There is a unity of interest and ownership that the individuality/separateness of such person and corporation has ceased; and 
2. The facts are such that an adherence to the fiction of the separate existence would sanction a fraud or promote injustice. 
Courts are more willing to pierce the corporate veil for involuntary creditors. These creditors don’t choose to be involved here (hit by a car, etc.). Also, if there’s only one shareholder, then this may look suspicious. 
Classifying Cases—Piercing the Veil:
· Who is the plaintiff? 
· Is it a voluntary or involuntary creditor? 
· If it is a voluntary creditor, then maybe they should have done better due diligence. 
· What is the identity of the shareholders?
· The more shareholders there are, the harder it will become to pierce the corporate veil. 
Parent-Subsidiary Piercing: are there really two separate entities? If the court allows the third party to pierce the veil here, all the third party would get is access to the parent’s assets. 
· Are there common directors, officers, business departments, etc.?
· Does the parent finance the subsidiary? 
· Does the parent pay the salary and expenses of the subsidiary?
· Is all of the subsidiary’s business given to it by the parent?
· Are the daily operations NOT kept separate?
· Does the subsidiary NOT observe corporate formalities?
· Does the subsidiary operate with grossly inadequate capital? 
· Do the corporations file consolidated financial statements and tax returns? 
Enterprise Liability Doctrine—Horizontal Piercing: the third party is trying to gain access to the assets of the sister subsidiary. The third party has to establish that the two subsidiaries are really the same business enterprise. 
· Do the sister subsidiaries share a common business name, address, or phone number?
· Do the sister subsidiaries share the same shareholders, officers, or common employees?
· Are there services rendered by employees of one corporation on behalf of another?
· Is there payment of wages by one corporation to another corporation’s employees?
· Is there a common record keeping/accounting? 
· Is the allocation of profits & losses unclear between the two corporations? 
· Are there undocumented transfers between the corporations? 
Cases: 
· Baatz v. Arrow Bar: When continued recognition of a corporation as a separate legal entity would produce injustices and inequitable consequences, then a court has sufficient reason to pierce the corporate veil. 
· Walkovszky v. Carlton: In order to maintain a cause of action for piercing the corporate veil, the plaintiff must allege that a shareholder used the corporate form to conduct business in his individual capacity.
· W can try and establish horizontal enterprise liability on the sister subsidiaries of Seon Cab Corporation. 
· Carlton is the majority shareholder of all the different subsidiaries;
· All the subsidiaries operate the same;
· All the subsidiaries use the same dispatch operator, drivers, phone number, etc. 
· Tougher to establish parent-subsidiary piercing because Carlton followed corporate formalities. 
Reverse Triangle Piercing: 
1. Parent-Subsidiary Piercing → but perhaps the parent still doesn’t have enough assets. Therefore, go after another subsidiary of the parent. 
2. Reverse Pierce the Veil → have to use the same factors as above to show that the parent and the subsidiary of interest are really the same entity/business enterprise. 
_____________________________________________________________
Date: 10/4/2022
Class: 13
Topic: 
Assigned Reading(s): Del. §§ 141(b),(f),(g),(i); G&S p.433—439; G&S p.553—561; Kamin (BS)
Cases: Dodge v. Ford Motor Co.; Kamin v. American Express Company
Board Functions DGCL § 141(a): the business and affairs of every corporation organized under this chapter shall be managed by/under the direction of a board of directors. 
· Officers perform most of the day-to-day work. 
· As agents of the corporation, officers have both actual and apparent authority. 
· (ex) The Board grants the officers authority and then supervises and reviews the proposed plans. 
Board Composition DGCL § 141(b): shall consist of one or more members (has to be a natural person). 
· The number of directors shall be fixed by the bylaws, UNLESS the certificate of incorporation fixes the number of directors.
· Here, a change in the number of directors shall be made only by amendment of the certificate. 
· Directors do NOT need to be stockholders unless they are required to be so. 
· The certificate of incorporation/bylaws may prescribe other qualifications. 
Authorizing a Transaction DGCL § 141(b): a majority of the total number of directors shall constitute a quorum for the transaction of business unless the certificate of incorporation or the bylaws require a greater number. 
· Unless the certificate of incorporation provides otherwise, the bylaws may provide a lower number for a quorum, but no less than ⅓ of the board. 
The vote of the majority of the directors present at a meeting at which a quorum is present shall be the act of the board of directors unless the certificate of incorporation or the bylaws require a vote of a greater number. 
Shareholder Primacy: it is NOT within the lawful powers of the board to shape and conduct the affairs of a corporation for the merely incidental benefit of shareholders and for the primary purpose of benefiting others. 
· A business corporation is organized/carried on primarily for the profit of the stockholders. 
· The discretion of the directors is to be exercised in the choice of means to attain that end, and DOES NOT extend to a change in the end itself. 
Business Judgment Rule: there is a rebuttable presumption that directors (in performing their functions) are honest and that their decisions are informed and rationally undertaken. 
· Therefore, the judges will NOT second-guess the board’s decisions. 
· However, questionable facts may cause judges to take a second look. 
· (ex) Bad faith; fraud; illegality; lack of a rational business purpose (waste ((ex) paying an officer money for not doing anything))); failure to become informed in decision-making; conflict of interest; failure to oversee the corporation’s activities; etc. 
A Guide to Managing a Corporation: 
1. Give the Board of Directors a goal or end. 
· Shareholder’s wealth maximization (profits).
2. Give the Board of Directors ample discretion in choosing how to attain this end.
· Business Judgment Rule;
3. Limit this discretion with 
· Fiduciary Duties;
· Duty of Loyalty; 
· Duty of Care; 
· Limited/Periodic voting by the shareholders.
Cases: 
· Dodge v. Ford Motor Co.: A business corporation is organized and carried on primarily for the profit of the stockholders. 
· Special Dividends → a business corporation is organized and carried on primarily for the profit of the stockholders. 
· Ford wants to lower the prices of the cars and increase wages. 
· This could lead to less competition. 
· Enjoin Construction → Court uses the business judgment rule. 
· The Board of Directors is in the best position to make the decisions for the company. A judge does not have the requisite expertise to make the informed decision. 
· Kamin v. American Express Company: “A complaint which alleges merely that some course of action other than that pursued by the [board] would have been more advantageous gives rise to no cognizable cause of action. The directors’ room rather than the courtroom is the appropriate forum for thrashing out purely business questions which will have an impact on profits, market prices, competitive situations, or tax advantages.”
· Board decided to give the bad shares to the shareholders as a dividend. 
· Shareholders are upset because the loss could have been used to lessen their taxes. 
· The Board was aware of the circumstances, but had to make a decision. 
_____________________________________________________________
Date: 10/6/2022
Class: 14
Topic: 
Assigned Reading(s): [Intro to M&A Materials]; G&S p.561—571; G&S p.640—645; Del § 102(b)(7); Del § 145
Cases: Smith v. Van Gorkom 
Cases: 
· Smith v. Van Gorkom: the issue here is one of process, not substance → The determination of whether a business judgment is an informed one turns on whether the directors have informed themselves “prior to making a business decision, of all material information reasonably available to them.”
· Shareholders are bringing a lawsuit against the Board → they thought the $55/share was too low.
· Burden of proof is on the people claiming the Board was uninformed (shareholders). 
· Board did NOT reach an informed decision:
· Did NOT adequately inform themselves as to VG’s role in forcing the “sale” of the Company and in establishing the per share purchase price;
· Were uninformed as to the intrinsic value of the Company;
· Did not even read the copies nor hold an auction.
· Board shouldn’t have relied on VG because this was not his expertise and he was not fully informed. 
· There was a lack of preparation, engagement, and independent assessment. 
Protecting Directors from Liability:
· Exculpation of Directors’ Care Failure DGCL § 102(b)(7): the certificate of incorporation may contain a provision eliminating or limiting the personal liability of a director to the corporation or its stockholders for monetary damages for breach of fiduciary duty as a director, provided that such provision shall NOT eliminate or limit the liability of a director: 
· (i) For any breach of the director's duty of loyalty to the corporation or its stockholders; 
· (ii) For acts or omissions NOT in good faith or which involve intentional misconduct or a knowing violation of law; 
· (iii) Under § 174 of this title; or 
· (iv) For any transaction from which the director derived an improper personal benefit.  
· Indemnification Del. § 145: if the director successfully defends the lawsuit, the director shall be indemnified. 
· If the director unsuccessfully defends the lawsuit, then 
· There is NO indemnification IF the director/person is liable to the corporation UNLESS the court permits. 
· If the suit is by a third party (and the director loses the lawsuit), indemnification may be appropriate if (1) the director acted in good faith and (2) in a manner reasonably believed to be in the best interests of the corporation, and (3) had no reasonable cause to believe the conduct was unlawful. 
· Director & Officer Insurance Provisions Del. § 145(g): ​​A corporation shall have power to purchase and maintain insurance on behalf of any person who is or was a director, officer, employee or agent of the corporation, against ANY liability asserted against such person and incurred by such person in ANY such capacity, whether or not the corporation would have the power to indemnify such person against such liability under this section.
_____________________________________________________________
Date: 10/13/2022
Class: 15
Topic: 
Assigned Reading(s): Bayer (BS); Del. § 144; G&S 591—596; G&S 602—613
Cases: Bayer v. Beran; Marciano v. Nakash; Broz v. Cellular Information Systems, Inc.; Northeast Harbor Golf Club, Inc. v. Harris
Duty of Loyalty Troublesome Transactions
Duty of Loyalty Troublesome Transactions:
· Conflict of Interest
· Corporate Opportunities
· Transaction Detrimental to Minority 
DGCL § 144(a)(3): no contract/transaction between a corporation and one or more of its directors/officers, or between an organization in which one or more of its directors/officers are directors/officers or have a financial interest, shall be voidable solely for this reason IF 
· The contract/transaction is fair as to the corporation as of the time it is authorized/approved or ratified by the board of directors/committee/stockholders. 
Hallmarks of a Fair Transaction:
· The transaction must be valuable to the corporation as judged by its needs and scope of business;
· Does it make sense for the corporation to enter into this type of contract?
· Examine the transparency and role of the interested director in the initiation, negotiation, and approval. 
· The transaction must replicate an arm’s length transaction by falling into the range of reasonableness. 
· Courts will carefully scrutinize terms (specifically price) to determine whether an interested director advanced their interest at the expense of the corporation. 
· Essentially, are the terms fair?
Cases: 
· Bayer v. Beran: There is nothing to base any claim of breach of fiduciary duty. 
· The Board discussed how to best advertise, and settled on a radio opera program and subsequently hired a director’s wife to sing. 
· Is there a conflict of interest? → Yes, she is married to the CEO. 
· Was the transaction fair to the corporation? → Yes
· The program fit the corporation’s needs, and the CEO did not approach the Board about this. 
· She was paid a market price and seemed to be a solid singer. 
· A consultant bargained the price with the wife. 
Ratification/Cleansing Under § 144: mechanisms that could cleanse the conflict and make it “disappear” before the court can make a determination about the fairness of the transaction.
· § 144(a): no contract/transaction between a corporation and one or more of its directors/officers [or between a corporation and any other corporation/partnership/association/other organization in which one or more of its directors/officer are directors/officers or have a financial interest, shall be voidable solely for this reason IF 
· § 144(a)(1): (1) the material facts as to the director’s/officer’s relationship/interest and as to the contract/transaction are disclosed or are known to the board of directors and (2) the board in good faith authorizes the transaction/contract (3) by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum. 
· A disinterested director is one that doesn’t have any financial interest in the transaction. 
· § 144(b): common or interested directors may be counted in determining the presence of a quorum at a meeting of the board of directors or of a committee which authorizes the contract or transaction. 
Approved: need a majority vote of the majority of the directors present at a meeting in which a quorum is present.
Cleansed: the board, in good faith, authorizes the transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors are less than a quorum. 
DGCL § 144(a)(2): no contract/transaction between a corporation and one or more of its directors/officers shall be void or voidable solely for this reason if 
· The material facts as to the director’s/officer’s relationship/interest and as to the contract/transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract/transaction is specifically approved in good faith by vote of the shareholders. 
Having the shareholders approve is a bit more burdensome. However, approval by the shareholders would eliminate 
· Duty of Care claims; 
· Duty of Loyalty claims against the directors;
· A fully informed vote by the shareholders shifts the burden of proof on the plaintiffs to show waste/gross negligence.
This is different from approval by the board—there, duty of care claims can still be brought. 
Duty of Loyalty Flow Chart:
Is there a conflict of interest? 
· If YES → was the transaction cleansed or ratified by the board or shareholders? 
· If YES → were the disinterested directors or shareholders following the standards set forth in § 144?
· If YES → then the plaintiff likely has to resort to the business judgment rule to try to void the contract.
· If NO → was the transaction fair to the corporation? Here, the burden is on the defendant. 
· If YES → then the plaintiff likely has to resort to the business judgment rule to try to void the contract.
· If NO → the transaction is voidable. 
· If NO → there is no duty of loyalty issue. 
Cases: 
· Marciano v. Nakash: Interested director transactions are still valid if they are intrinsically fair.
· §144 provides for a statutory safe harbor provision holding that interested director transactions are not voidable solely for self-interest.
Corporate Opportunity Doctrine: there is no appropriating business prospects that a firm is capable of and might be interested in pursuing.
· The incentives of the firm and the fiduciary are likely to be in profound opposition. 
Corporate Opportunity Factors: 
· Nature of the Opportunity: 
· Line of Business Test—is this the type of activity the corporation would undertake? 
· Courts mostly take a very broad view of this. 
· Source of the Opportunity: how did the fiduciary learn of this opportunity? 
· If the fiduciary learned of this opportunity through their personal capacity, courts would be less likely to label the business opportunity as a corporate opportunity. 
· Ability of a Corporation to Exploit Opportunity: the financial or legal constraints faced by the corporation.
· Does the corporation have enough money to take advantage of that opportunity? 
Corporate Opportunity Doctrine Flow Chart:
· Is it a corporate opportunity? 
· If YES → was the opportunity rejected by the corporation after full disclosure? 
· If YES → the fiduciary can take the opportunity.
· If NO → this is where it gets tricky. 
· If NO → the fiduciary can take the opportunity. 
Cases: 
· Broz v. Cellular Information Systems, Inc.: a corporate officer/director may NOT take a business opportunity for his own if certain factors are present (see above and also Final Outline).
· CIS had been selling licenses out of the area → it would appear they weren’t, at the time, trying to expand. 
· Broz learned of the opportunity through his “RFBC hat,” not CIS.
· Daniels didn’t call CIS because CIS was in financial trouble. 
· Northeast Harbor Golf Club, Inc. v. Harris: The central feature of the ALI test is the strict requirement of full disclosure prior to taking advantage of any corporate opportunity. The corporation then must formally reject the opportunity. 
· Board authorized a lawsuit against Harris for the breach of her fiduciary duty to act in the best interests of the corporation.
· Harris learned of the opportunity through her role with the Club (it wasn’t personal). 
Contracting out of Corporate Opportunity Doctrine DGCL § 122(17): every corporation shall have the power to renounce, (1) in its certificate of incorporation OR by action of its board of directors, (2) ANY interest/expectancy of the corporation in/in being offered an opportunity to participate in specified business opportunities/specified classes or categories of business opportunities that (3) are presented to the corporation or one or more of its officers/directors/stockholders.
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Date: 10/18/2022
Class: 16
Topic: 
Assigned Reading(s): Cleansing Practice Problem; G&S p.572—574; G&S p.541—548; G&S p.625—629; Marchand (BS); Question #4 from Practice Exam
Cases: Francis v. United Jersey Bank; Stone v. Ritter; Marchand v. Barnhill
Duty to be Informed: the following are basic obligations of a member of the board:
· To have a rudimentary understanding of the firm’s business;
· To exercise ordinary, prudent care. 
· To monitor and keep informed of the corporation’s affairs;
· To read & understand the financial statements;
· To NOT rely on subordinates when they (themselves) have notice that the subordinates are acting inappropriately. 
· If the board member sees something shady, they need to further inquire and object.
· IF necessary, the board member may have to resign to protect themselves. 
Caremark Standard: a director’s obligation includes a duty to attempt in good faith to assure that corporate information and reporting systems exist, and that failure to do so may, in theory at least, render a director liable for losses caused by non-compliance with legal standards. 
· Discourages turning a blind eye. 
· Caremark was originally decided as a duty of care case.
· Delaware made Caremark optional. 
Caremark Post Stone v. Ritter:
· Redefined Caremark claims from duty of care to duty of loyalty issues.
· Not acting in good faith breaches the duty of loyalty. 
· Corporations CANNOT insulate directors. 
Cases: 
· Francis v. United Jersey Bank: Directors are under a continuing obligation to keep informed about the activities of the corporation.
· “The Duty of Care & the Failure to Act”
· A bank director is likely held to a stricter accountability than the director of an ordinary business. 
· Directorial management does NOT require a detailed inspection of day-to-day activities, but rather a general monitoring of corporate affairs and policies. 
· One of the responsibilities of a director is to attend meetings of the board of which he or she is a member. 
· Stone v. Ritter: necessary conditions for director oversight liability include (1) directors utterly failed to implement ANY reporting or information system or controls; or (2) having implemented such a system, the directors consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems acquiring their attention. 
· Imposition of liability requires a showing that the directors KNEW that they were NOT discharging their fiduciary obligations. 
· This court said if you breach the Caremark standard → you breach the duty of loyalty, not care. 
· In the absence of red flags, good faith in the context of oversight is measured by the directors’ actions to assure a reasonable information and reporting system exists. 
· Here, a reasonable reporting system existed.
· The KPMG report reflects that AmSouth’s Board dedicated considerable resources to the BSA/AML compliance program and put into place numerous procedures and systems to attempt to ensure compliance.
· Marchand v. Barnhill: The complaint alleges particularized facts that support a reasonable inference that the Blue Bell board failed to implement any system to monitor Blue Bell’s food safety performance or compliance. 
· Main compliance issue would be food safety. 
· Did the board do enough? → NO!
· There was no board committee aimed at promoting food safety. 
· There were actual red flags → customers were complaining!
· Whatever reports were being made were NOT flowing to the board. 
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Date: 10/20/2022
Class: 17
Topic: 
Assigned Reading(s): G&S p.584—590; G&S p.596—601; G&S p.732—740
Cases: Sinclair Oil Corp. v. Levien; In re Wheelabrator Technologies, Inc. v. Shareholders Litigation; Perlman v. Feldmann; Zetlin v. Hanson Holdings, Inc.
Duty of Loyalty Issue—Transaction Detrimental to the Minority Shareholders
Roadmap if There is a Controlling Shareholder: When there is a controlling shareholder in the picture, courts will be a little more skeptical and look at the intentions/deal more closely. 
Is there a conflict of interest? 
· If YES → Was the conflict cleansed? 
· If YES → Was the conflict cleansed by either disinterested shareholders or disinterested directors? 
· If YES → Burden falls on the plaintiff to show that according to the business judgment rule, the transaction was NOT fair. 
· If NO → The burden is on the Board to show that the transaction was fair to the corporation according to the business judgment rule. 
· If the board FAILS to do so, the transaction is voidable. 
Roadmap—Fiduciary Duty of Shareholders: if the shareholder dominates/controls the corporation, they owe the subsidiaries a fiduciary duty. 
Does the shareholder dominate or control the corporation? 
· If YES → Was there self-dealing? In other words, did the shareholder receive a benefit to the exclusion of and at the expense of the subsidiary (minority shareholders)? 
· If YES → Was the transaction fair to the subsidiary (minority shareholders)? Here, the burden is on the defendant to show this. 
· If NO → The burden is on the plaintiff to show that the transaction does NOT pass the business judgment rule. 
· If NO → the shareholder does not owe a fiduciary duty in this respect. 
Cases: 
· In re Wheelabrator Technologies, Inc. v. Shareholders Litigation: Where there has been independent shareholder ratification of interested director actions, the objecting shareholder has the burden of showing that no person or ordinary sound business judgment would say that the consideration received for the options was a fair exchange for the options granted. 
· The conflict of interest is that four board members of Waste are on the board of Wheel and a merger between the two companies is in the works. 
· Wheel had the disinterested directors vote on the merger to cleanse it and they approved it.
· Wheel also had their disinterested shareholders vote on the merger to cleanse it and they approved it as well. 
· Therefore, because the merger was cleansed, the burden is on the plaintiff to rebut the business judgment rule. 
Duties Owed by Controlling Shareholders: shareholders acting as shareholders owe one another NOT fiduciary duties except
· In a close corporation, shareholders may owe each other duties similar as to partners;
· (ex) People have come together to do business (and incorporated) but are still acting like a partnership. 
· A controlling shareholder may owe fiduciary duties to the minority shareholders.
Cases:
· Sinclair Oil Corp. v. Levien: When the parent has received a benefit to the exclusion and at the expense of the subsidiary, use the intrinsic fairness test. 
· Sinclair owned 97% of Sinven’s shares. The remaining 3% was owned by the public. 
· The key question is whether Sinclair received a benefit from Sinven at the exclusion or expense of the minority (3%) shareholders? 
· Issue #1 Excessive Dividends → plaintiff has to show the action violates the business judgment rule because the minority shareholders also received the same benefit (the dividend paid out). 
· Issue #2 Business Opportunities/Expansion Policy → Court says this business opportunity did NOT belong to Sinven. 
· Issue #3 Breach of Contract → Sinclair owned 100% of Sinclair International, so they are getting a benefit at the expense of the minority shareholders when they don’t allow Sinven to bring a lawsuit here for breach of contract. 
Sales of Control: the controlling shareholder decides to sell its controlling stake to a third party, often at a price that incorporates a control premium. 
Cases: 
· Perlman v. Feldmann: The actions of defendants in siphoning off for personal gain corporate advantages to be derived from a favorable market situation do NOT betoken the necessary undivided loyalty owed by the fiduciary to his principal.
· If there was a possibility of corporate gain, the minority stockholders are entitled to recover. 
· When the sale necessarily results in a sacrifice of this element of corporate goodwill and consequent unusual profit to the fiduciary who has caused the sacrifice, he should account for his gains.
· Zetlin v. Hanson Holdings, Inc.: Absent looting (stealing) of corporate assets, conversion of a corporate opportunity, fraud, or other acts of bad faith, a controlling stockholder is free to sell, and a purchaser is free to buy, that controlling interest at a premium price. 
· The premium is the added amount an investor is willing to pay for the privilege of directly influencing the corporation’s affairs. 
_____________________________________________________________
Date: 10/25/2022
Class: 18
Topic: Shareholder Suits & Derivative Actions
Assigned Reading(s): G&S p.662—664, p.G&S 668—677; G&S p.684—689 (not Auerbach); Derivative Suit Practice Problem
Cases: Grimes v. Donald; Zapata Corp. v. Maldonado
Derivative Suit: a suit in equity against the corporation to compel it [the corporation] to sue a third party. 
· When a corporation suffers harm, the shareholders are indirectly harmed by the decrease in their share’s values. BUT, direct harm is to the corporation.
· Therefore, the corporation has to sue because they are the victim. The cause of action belongs to the corporation because it arises out of an injury done to a corporate entity. 
· They are the entity that lost money.
· Since a corporation is an independent legal person, it can sue and be sued. 
· This decision to sue is likely a business decision. 
· The shareholder is trying to push the corporation to bring the lawsuit. 
Direct Actions: suit alleging a loss to a shareholder.
· Arising from an injury directly to the shareholder. 
· Brought by the shareholder in his or her own name as the cause of action belongs to the shareholder in their capacity. Examples include:
· Forced payment of a declared dividend; 
· Compelled inspection of books and records;
· Protect voting rights;
· Securities fraud. 
Questions to Determine Whether a Claim is Derivative or Direct: 
1. Who suffered the alleged harm? 
· Who suffered the most direct injury? 
· To whom did the defendant’s duty run? 
· Shareholder → Direct Claim
· Corporation → Derivative Claim
2. Who would receive the benefit of any recovery or other remedy? 
· Shareholder → Direct Claim
· Corporation → Derivative Claim
Procedural Hurdles to the Derivative Action:
1. Plaintiff Qualifications: the plaintiff must have been a shareholder at the time of the alleged wrong and maintained that status throughout the litigation. 
· The plaintiff MUST fairly and adequately represent the interests of the shareholders. 
2. Demand Requirement: the shareholder MUST first approach the Board and demand that it pursue legal action. 
· Letter from the shareholder to the Board.
· The letter has to be sufficiently specific to apprise the Board of the nature of the cause of action and its merits. 
· (ex) Identify the alleged wrongdoers; describe the factual basis of the wrongful acts and the harm caused to the corporation; request remedial relief. 

There is an EXCEPTION: if the demand would be futile.
· This would be when the Board is disabled by some conflict and would not be able to make an independent and unbiased judgment. 
· Shareholder has to establish that AT LEAST half the board is disabled. 
If the plaintiff makes a demand, this serves as a concession that demand was required → the plaintiff can no longer claim that demand was excused. 
· When the Board receives the demand and if they choose not to bring the suit, the court will defer to the Board and apply the business judgment rule standard to them. 
· The burden would be on the shareholder. 
3. Special Litigation Committees: the Board sets aside the conflicted directors and finds independent members that can make the decision in unbiased ways. 
· These members decide whether the lawsuit is in the best interest of the corporation or not. 
· The Board needs to provide the SLC with the resources they need. 
Delaware Approach: courts need to apply a two-step test to the motion: 
(1) Court should inquire as to the independence and good faith of the committee and the basis supporting its conclusions. 
· Burden should be on the corporation to show this. 
(2) The court should determine, using its own independent business judgment, whether the motion should be granted.
Derivative Litigation Tree:
Direct or Derivative? 
· If direct, then the plaintiff sues.
· If derivative, was demand futile? 
· If YES (demand excused) → plaintiff sues.
· Special Litigation Committees may come into play here as well. 
· If NO (demand required) → was demand refused? 
· If YES → was demand refusal wrongful under the BJR (presumption on the plaintiff)? 
· If YES →  plaintiff sues.
· If NO →  no suit. 
· If NO → the Board sues.
If a demand is made and rejected, the board rejecting the demand is entitled to the presumption of the business judgment rule unless the stockholder can allege facts with particularity creating a reasonable doubt that the board is entitled to the benefit of the presumption.
Test for Futility: the court must assess on a director by director basis. 
· Whether the director received a material personal benefit from the alleged misconduct; 
· Whether the director faces a substantial likelihood of liability on any of the claims; and 
· Whether the director lacks independence from someone who received a material personal benefit from the alleged misconduct or who would face a substantial likelihood of liability on any part of the claim. 
If the answer is YES to any of these questions pertaining to at least half the members of the board, then demand is futile. 
Cases: 
· Grimes v. Donald: The Court of Chancery held that, by making demand upon the board, plaintiff has in effect conceded that the board was in a position to consider and act upon his demand. 
· Abdication claim → direct claim because it is a right of a shareholder to elect the people that manage the firm. They weren’t given an opportunity to do so. 
· But Grimes loses on the merits. 
· Excessive compensation claim → derivative suit because the corporation was the entity that was harmed directly. 
· Seems like Grimes made a mistake by making a demand. 
· Zapata Corp. v. Maldonado: apply the test for SLC
· Demand is excused because it is futile. 
· The Board creates a Special Litigation Committee.
· SLC recommended dismissing the suit. 
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Public Corporations: usually consist of a large number of investors with no relationship. 
· The investors are mostly interested in the share price.
· Dividends may not matter as much.
· If the investors are dissatisfied, they can sell their shares in the market. 
Close Corporations: similar to the partnership in that the shareholders are heavily involved. 
· This is a small, tightly knit group of participants. 
· Often, their livelihood depends on the salaries and dividends. 
· They are interested in the company’s performance and dividends, NOT the share price. 
· Conflicts can lead to deadlock or oppression. 
· There is generally no ready market to dispose of the shares. 
Locked In: close corporations often restrict share transfers.
· Even if there are no formal restrictions, there is no secondary market. 
· Can’t get out of the deadlock in decision-making.
Frozen Out: the minority may have no control over the corporation’s activities and decisions. 
· They may be denied compensation if they are denied employment. 
· Oppression → there basically is no escape. 
Minority shareholders are protected from oppression in close corporations through either 
1. Liberal Dissolution Statutes: allowing shareholders to obtain their value of their interest and NOT having to wait until the corporation resolves. 
· (Majority of the Board of Directors) + (Majority of the Outstanding Shareholders) + (Filing of the Certificate of Dissolution)
· Pertaining to votes.
· Unanimous Shareholder Consent + Filing
· There may be judicial dissolutions in some instances. 
2. Imposition of expansive fiduciary duties. 
The Wilkes Test: shareholders in a close corporation owe each other a duty of strict good faith, subject to
· The controlling shareholder must show a legitimate business objective for the challenged action;
· If this objective is demonstrated, the minority must show that the controlling group can accomplish it in a manner less harmful to the minority’s interest;
· If this is shown, the court balances the legitimate business purpose against the practicability of the proposed alternative. 
** Note: Delaware does NOT follow this test. They think you should protect yourself when contracting. 
Cases: 
· Wilkes v. Springside Nursing Home: see the Wilkes test above.
· The severance of Wilkes from the payroll resulted not from misconduct or neglect of duties, but because of the personal desire of Q, R, and Connor to prevent him from continuing to receive money from the corporation. 
· Stockholders in close corporations owe one another substantially the same fiduciary duty in the operation of the enterprise that partners owe to one another. 
Shareholder Agreements: generally, there are two types of shareholder agreements we will focus on:
1. Acting like Shareholders: constraining discretion that is NOT subject to fiduciary duties.
· These agreements are generally okay. 
· (ex) Electing directors; restrictions on transfers; etc.
2. Acting like Board Members: constraining discretion that is subject to fiduciary duties.
· These agreements are more problematic. 
· (ex) Actions that are typically in the domain of directors/officers (think about appointing officers). 
· Ask: Does it impermissibly constrain the director’s discretion? 
General Rule: directors must exercise independent business judgment on behalf of ALL shareholders → if the directors agree in advance to limit that judgment, then the shareholders do NOT receive the benefit of their independence. 
McQuade v. Stoneham: designed to protect minority shareholders who were not parties to the agreement. 
Clark v. Dodge: if the corporation has no other minority shareholders that are not party to the agreement, the rule is unnecessary. 
Galler v. Galler: the shareholders’ agreement is valid even if not all the shareholders are parties to it if 
· The terms are reasonable and fair to the minority shareholders and 
· The minority shareholders don’t object. 
Cases:
· McQuade v. Stoneham: Directors may not by agreements entered into as stockholders abrogate their independent judgment. 
· Elected Directors → enforceable because this is a shareholder’s common duty. 
· Appointed to specific officer positions → less enforceable because this is about how Stoneham would act as a board member.
· What if McQuade is really bad at his job? Stoneham has a fiduciary duty here. 
· Paid specified salaries → less enforceable as this is typically an action from the Board. 
· Clark v. Dodge: If the enforcement of a particular contract damages nobody—not even, in any perceptible degree, the public—one sees no reason for holding it illegal, even though it impinges slightly upon the broad provision of § 27.
· Out of the 4 “promises” Dodge made to Clark, only one seems to be enforceable: Dodge would vote for Clark to continue being a director of the corporation. 
· Galler v. Galler:  the controlling factor is the absence of an objecting minority interest, together with the absence of public detriment.
· The power to invalidate the agreements on the grounds of public policy is so far reaching and so easily abused that it should be called into action to set aside or annul the engagement of parties dealing on equal terms only in cases where there is a corrupt scheme and is made to disguise the real nature of the transaction.
Shareholder Voting
Who is Entitled to Vote?: the owner of a share on the record date, NOT the time of the shareholder meeting, is entitled to notice and vote. 
· Record date has to be within 10–60 days of the shareholder meeting. 
· Generally, each share is entitled to one vote UNLESS the certificate of incorporation specifies otherwise. 
When do Shareholders Vote?: at the annual shareholders meetings OR special shareholder meetings. 
· In order for shareholders to take action, there must be a quorum at the meeting. 
· This means the majority of the shares entitled to vote. 
How do Shareholders Participate?: shareholders may appear and vote either in person or by proxy. 
· The shareholder can appoint a proxy (agent) to vote their shares at the meeting by means of a proxy card. 
· These are revocable.
· The last one governs. 
What do Shareholders Vote on?: 
· Election of directors; 
· Fundamental corporate changes;
· (ex) the sale or transfer of a majority of a corporation's assets; merger, including parent and its subsidiary corporation; consolidation; or creation of a subsidiary corporation; etc.
· Amending articles and/or bylaws;
· Shareholder proposals
How are Votes Weighed?: 
· Default system is by straight voting. 
· If you own the majority of the shares, you basically control all the possibilities. 
· Cumulative voting is another option. 
· Can be adopted in a corporation’s bylaws or certificates. 
· Each shareholder’s number of votes is multiplied by the number of directors up for election. 
· Shareholders may split their votes on any number of candidates or use them all on a single candidate. 
· The candidate with the most votes is elected.  
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If a shareholder has “X” shares, the shareholder will be able to elect “N” directors.
N = ( (X–1) * (D+1) ) / S
· “X” = # of shares owned by shareholder
· “S” = total # of shares voted at the meeting
· “D” = # of directors to be elected
Classified Staggered Board DGCL § 141(d): “The directors of any corporation may by the certificate of corporation, or an initial bylaw, or by a bylaw adopted by a vote of the stockholders, be divided into 1, 2, or 3 classes.”
· Here, only some of the directors are elected each year.
· Benefits: this may keep continuity; sudden changes may be less likely. 
· Drawbacks: this would prevent takeovers. 
· (ex) A company that is struggling may have a low market price. An individual or another corporation may want to buy enough shares to gain control of the company and fix the company to sell at a profit. If there is a classified staggered board, this would be impossible. 
Removal of Directors DGCL §141(k): Any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, except:
· If the board is classified, then there needs to be cause (unless the Certificate of Incorporation states otherwise) or 
· If there is cumulative voting, a director can’t be removed without cause IF votes cast against removal would be enough to elect him. 
Reasons that Demonstrate Cause for Director Removal:
· Frequently missing meetings;
· Disclosing confidential or sensitive information about the corporation to unauthorized persons;
· Violating policies by serving on another board or becoming involved with a competitor;
· Engaging in insider trading regarding the corporation's securities;
· Violating the corporation's code of ethics;
· Acting in an inappropriate manner that leads to an unproductive boardroom environment.
Who Can You Vote For? → Incumbents: the nominating committee of the board nominates a slate of directors.
· The bylaws may contain proxy access provision that allows shareholders to nominate candidates for the board on the board’s proxy card. 
· The board identifies other issues to be voted on.
· At the company’s expense, management prepares a proxy statement and card and solicits shareholder votes. 
Who Can You Vote For? → Insurgents: an insurgent/dissident shareholder solicits votes in opposition to the incumbent board of directors.
· Electoral Contests: run a competing slate of directors against the incumbent board’s nominees.
· Issue Contests: solicit votes against a board proposal.
· (ex) Urging fellow shareholders to vote NO on a potential merger. 
· The insurgents must pay to send out “unofficial” proxy solicitation and materials to solicit proxies.
· Proxy contests are relatively rare because they are very expensive. 
Cases: 
· Rosenfeld v. Fairchild Engine & Airplane Corporation:  In a contest over policy, as compared to a purely personal power contest, corporate directors have the right to make reasonable and proper expenditures, subject to the scrutiny of the courts when duly challenged, from the corporate treasury for the purpose of persuading the stockholders of the correctness of their position and soliciting their support for policies which the directors believe, in all good faith, are in the best interests of the corporation.
· The proxy contest was an expensive affair, but the insurgents won and got control of the company. 
· The insurgents reimbursed the incumbent management for the expenses incurred during the contest and also reimbursed their own expenses. 
· It is the board’s job to explain why their policies are better.
· The company should reimburse those expenses as long as the expenses are reasonable and involve corporate policy. 
· Insurgents can use the company funds to reimburse their costs incurred in the proxy contest as long as it is approved by the majority of the disinterested shareholders. 
· This would cleanse it. 
	
	Win
	Lose

	Incumbent Board
	The cost is reimbursed. 
	The cost is reimbursed. 

	Insurgent Board
	The cost is reimbursed. 
· The insurgent board can move to reimburse themselves and seek the requisite shareholder approval to achieve this. 
	The cost is NOT reimbursed. 
· The incumbent board will NOT reimburse the failed insurgent board after they smeared the incumbent board’s name. 


Proxy Access Provision: generally speaking, this allows a group of shareholders with 3% aggregate ownership for the past 3 years to nominate up to 2 directors (or 25% of the board).
· Here, the group of shareholders can “piggyback” on the corporation’s proxy statement.
· This saves a lot of money. 
· This has to be adopted in the corporation’s constitutive documents.
Universal Proxy Rule 14a-19: under the existing system, the company and the insurgent shareholders disseminate to shareholders their own proxy statements and separate proxy cards that include their different nominees.
· The rule requires use of “universal” proxy cards in the director election contests at publicly traded issuers.
· The company and the insurgent are required to include a statement in its respective proxy statement referring shareholders to the other party’s proxy statement for information about the other party’s nominees.
Fundamental Corporate Changes: the three fundamental decisions in a firm’s life are (1) mergers, (2) sale of all (or substantially all) of the firm’s assets, and (3) dissolution. 
· These actions must be initiated by the board and then presented to the shareholders for approval, usually at a special meeting.
· Approval requires the majority of shares entitled to vote.
· This means the majority of ALL outstanding shares entitled to vote, NOT just the shares present for voting. 
Amending Certificate or Bylaws:
· Modifying Certificate of Incorporation: the directors shall adopt a resolution and holders of a majority of the outstanding stock must vote in favor of the amendment.
· Modifying Bylaws: the power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote (plus the directors if provided in the certificate).
Shareholder Proposals:
· Federal Securities Regulations: the 1934 Securities Exchange Act regulates companies once they are public. 
· We have to determine whether the company is subject to the 1934 SEA. There are 3 potential ways a company can satisfy this:
(1) Registered public offer under the 1933 Securities Act;
(2) Listing on a national exchange;
· (ex) NYSE, Nasdaq
(3) Over the counter stocks.
· Total assets exceeding $10 million AND at least 2,000 shareholders.
Proxy Regulation Under the SEA: regulation 14(a) contains the rules and regulations governing the proxy solicitation process. This includes 
· The information to be included in proxy statement and the 
· Communications that would cause a stockholder to grant, withhold or revoke a proxy.
Rule 14a-8 Shareholder Proposals: this rule allows qualifying shareholders to put a proposal before their fellow shareholders and have proxies solicited in favor of these in the company’s proxy statement
· Therefore, the expense is borne by the company.
· The company has to let them use the company proxy card and statement. 
· Issues could include both social proposals and governance issues.
Company Responses to Proposals: a company could either, with respect to a proposal, 
· Adopt the proposal as submitted;
· Negotiate with the proponent;
· Include the proposal with an opposing statement; or
· Try to exclude the proposal on procedural or substantive grounds.
· If the proposal is valid under Rule 14a-8, there must be a specific reason to exclude that proposal. 
Process for Excluding Proposal:
1. Management files a notice of intent to exclude with the SEC;
2. A copy is also sent to the proponent, who may reply;
3. SEC possible responses include: 
· Exclusion → issue a no-action letter;
· Should Include → notify the issuer of possible enforcement action if proposal is excluded.
· Intermediate Position → the proposal is NOT includible in the present form, but it can be cured.
Basic Eligibility Requirements:
· Ownership Requirements: the shareholder MUST own a given amount of shares for a given amount of time. 
· The proposal plus the supporting statement cannot exceed “X” amount of (perhaps 500) words.
· Only one proposal per corporation per year per shareholder
· Ineligible if the proposal has been submitted in the past and hasn’t met certain thresholds. 
NOT Proper Action for Shareholders Under Rule 14a-8(i)(1):
· “If the proposal is NOT a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization.”
· This means that shareholders have to be able to do this action under corporate law. 
· That is, the proposal must be an action which it is proper for shareholders to initiate.
· Look to state law to decide that question
· If shareholders not allowed to initiate, still OK if precatory (expressing a wish)
Proposal is NOT Relevant to the Firm’s Operations: if the proposal relates to operations which account for less than 5% of the company’s total assets and for less than 5% of its net earnings and gross sales and is not otherwise significantly related to the company’s business. 
Ordinary Business & Management Functions: a proposal dealing with a matter relating to the company’s ordinary and day to day business operations can be excluded.
· Aimed at proposals seeking to micromanage.
· Probing deep into complex matters that shareholders as a group are not in a position to make an informed judgment about.
· Significant strategic decisions or social policy issues which transcend ordinary business matters are not covered.
Cases: 
· Lovenheim v. Iroquois Brands, Ltd.: the meaning of significantly related is NOT limited to economic significance.
· The Court focuses on the “significantly related to the company’s business” part of the rule. 
· Lovenheim is pointing to the ethical or social significance of his proposal. 
DGCL § 220(b) Inspection Rights: any stockholder, in person or by [an] agent, shall, upon written demand under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose (must be useful to the shareholder), and to make copies and extracts from:
(1) The corporation's stock ledger, a list of its stockholders, and its other books and records;
(2) [subsidiary records under some conditions]
“A proper purpose shall mean a purpose reasonably related to such a person's interest as a stockholder.”
DGCL §220(c) Shareholder Inspection Rights: If the corporation… refuses to permit an inspection sought by a stockholder [or does not reply to the demand within 5 business days] the stockholder may apply to the Court of Chancery for an order to compel such inspection. The Court of Chancery [shall] determine whether or not the person seeking inspection is entitled to the inspection sought.
DGCL § 220(c) Director Inspection Rights: “Any director shall have the right to examine the corporation's stock ledger, a list of its stockholders and its other books and records for a purpose reasonably related to the director's position as a director. The burden of proof shall be upon the corporation to establish that the inspection such director seeks is for an improper purpose.”
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Cases: 
· Pillsbury v. Honeywell, Inc.: A stockholder is entitled to inspection for a proper purpose germane to his business interests. 
· Pillsbury wants Honeywell to produce its original shareholder ledger, current shareholder ledger, and all corporate records dealing with weapons and munitions manufacture. 
· He wanted to alert the other shareholders of his views and try to convince them of his position. 
· This probably isn’t a proper shareholder purpose. 
· If Pillsbury framed this request as being concerned about the company’s long-term future, he might have had a better case. 
· But for his opposition to Honeywell’s policy, petitioner probably would not have bought Honeywell stock, would not be interested in Honeywell’s profits and would not desire to communicate with Honeywell’s shareholders. 
· He does not have an economic interest as a shareholder for this demand. 
______________________________________________________
Securities Fraud & Rule 10b-5
This section surrounds when someone lies about the performance or future prospects of a business to manipulate the price of a security of the company. 
1934 Exchange Act § 10b: it is unlawful to use, “in connection with the purchase or sale of any security, any manipulative or deceptive device or contrivance” in violation of any SEC rule.
Rule 10b-5: prohibits fraudulent or misleading conduct in connection with any such purchase or sale.
· Jurisdictional Nexus: it shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange;
· This is usually always met. 
· Three Prohibitions: 
· (a) To employ any device, scheme, or artifice to defraud;
· (b) To make any untrue statement of a material fact or to omit to state a material fact necessary to make the statements made, in the light of the circumstances, not misleading;
· (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person.
· Transactional Nexus: in connection with the purchase or sale of any security.
· Regardless of whether the security is registered, listed on an exchange, etc. 
· Applies to BOTH issuer transactions (offerings) and secondary market transactions. 
· For our purposes, securities are stock. 
· Plaintiffs: has to either be a seller or a purchaser of a security. 
· The SEC can also be a plaintiff here. 
· Defendant(s) have to be a person whose fraudulent activity is in connection with the purchase or sale of a security by the plaintiff. 
· Broad → the Defendant does NOT have to be a buyer or seller of securities. 
· There does NOT need to be privity. 
· Have to ask, “Who committed the fraud?”
· Could either be a real person or an entity. 
Elements for a Rule 10b-5 Cause of Action: the plaintiff has the burden of proof as to every element.
1. Misrepresentation/Omission: an affirmative statement that is NOT true.
· For omissions → was there a duty to disclose? 
· If YES → then the omission can be actionable. 
· Did the person specifically ask the question? 
· Misrepresentations are always actionable.
2. Materiality: a substantial likelihood that a reasonable [investor] (1) would consider the fact important in deciding whether to buy or sell the security or (2) would have viewed the total mix of information made available to be significantly altered by disclosure of the fact.
· Materiality will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity. 
· Look at the process leading to the merger agreement and the different stages. 
· (ex) Did the company hire investment bankers and lawyers?
· How would the stock price react? 
· (ex) If the company reveals a fact but the value of the company does NOT move, then the fact likely was NOT material. 
· Measure materiality at the time the disclosure was made. 
3. Scienter: there needs to be intent to deceive, manipulate, or defraud. 
· Knowledge is enough;
· Recklessness might also be enough to satisfy the requirement;
· (ex) The person making the statement doesn’t know for certain it is false, but has reason to doubt its veracity. 
· Negligence is NOT enough for scienter. 
· If the speaker learns of the falsity of a previously made statement, they have to correct it. 
4. Reliance: plaintiff has to show that the alleged misrepresentation caused him to enter into a transaction.
· Easily satisfied in face-to-face transactions. 
· Harder when investors buy shares of large public companies in the secondary market. 
· Investors rarely read company’s reports or calls. They rely on analysts and the market to digest information.
· Fraud on the Market Theory: creates a presumption of reliance for securities traded in efficient markets.
· Efficient Markets: NY Stock Exchange, NASDAQ, etc.
· The stock price of a publicly-traded company reflects all publicly-available material information;
· Disclosed false information will affect stock price; 
· Investors “rely” on this information when they transact in the stock at market price, even if they didn’t themselves read the false information. 
· To invoke presumption, the plaintiff needs to have traded the shares between the misrepresentation and the time the truth was revealed. 
	
	Face-to-Face
	Open Market

	Affirmative Misrepresentation
	Investors must show individual reliance. 
	Presumed

	Omission with Duty to Disclose
	Presumed
	Presumed


5. Loss Causation: the plaintiff has the burden of proving that the defendant's alleged act or omission (fraud) caused the loss for which the plaintiff seeks to recover damages.
· Has to show that the subject of the fraudulent statement or omission was the cause of the actual loss suffered.
· If the plaintiff sells before the statement is disclosed, the plaintiff is not harmed by fraud.
6. Damages: courts have broad leeway here → the plaintiff cannot recover “a total amount in excess of his actual damages.” 
· No punitive damages though. 
· Most common measure is the difference between the contract price and the security’s true value at the time of the transaction. 
Insider Trading: buying/selling shares using inside information (information about the firm NOT publicly available). 
· Buying/selling shares using non-public information is NOT always insider trading. 
· Was it material? 
· Was there a duty to disclose? 
· (ex) CEO v. overhearing on a train.  
Cases:
· Basic Inc. v. Levinson:
· Basic’s stock begins acting oddly → prices are going up, and a lot of people are buying/selling. 
· 3 times, Basic made public statements denying that it was engaged in merger negotiations. 
· However, Basic ended up approving Combustion’s offer for all outstanding shares. 
· Materiality → when the company made the statements, the merger was NOT a foregone conclusion. 
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Insider Trading is all about omissions and determining whether there was a duty to disclose. 
· There is an expectation that investors have relatively equal access to material information. 
Cases: 
· SEC v. Texas Gulf Sulphur Co.: the insiders had a duty to disclose the information or abstain from trading. They probably should have just abstained because their company policy forbid them from saying anything. 
· Among other things, TGS’ finding was material based on the rise in stock price, the way the insiders were acting, and a reasonable investor would find that information important. 
· The insiders were definitely compelled by the drilling results → there were some individuals who had never purchased stocks or calls before that did so. 
· Anyone who has access to information intended to be available only for a corporate purpose may NOT take advantage of such information knowing it is unavailable to those with whom he is dealing. 
· Chiarella v. U.S.: the duty to disclose has to come from a preexisting duty that gives rise to that duty to disclose. One who fails to disclose material information prior to the consummation of a transaction commits fraud only when he is under a duty to do so.
· Chiarella was working for a printing press that was printing the “takeover letters” and figured out what was taking place. 
· Court focuses on who Chiarella owes a duty to.
· Even though he owed a duty to his employer, Company A, he traded with Company B (where he did not owe any duty). 
· Company A could likely sue Chiarella if they wanted to for any excess. 
After Chiarella v. U.S., Rule 10b-5 insider trading liability focused on the corporation that issued the securities/its shareholders. 
· “There can be NO duty to disclose where the person who has traded the inside information was NOT the corporation’s agent, fiduciary, or was NOT a person in whom the sellers of securities had placed their trust and confidence. 
Rule 14e-3 Tender Offers: it is illegal to trade in securities of a company that will be the target of a tender offer using information obtained (directly or indirectly) from 
· The bidder;
· The target; or
· Anyone connected to the bidder or the target (director, officer, employee, attorney, etc.).
There is NO breach of fiduciary duty required—solely having possession of material, nonpublic information about a pending tender offer means you have a duty to disclose or abstain. 
Tipper’s Breach of Fiduciary Duty: only if the purpose of the disclosure is to obtain, directly or indirectly, a personal benefit. 
· For the tippee’s liability, see Dirks v. SEC below. 
Constructive Insider: where the person (1) obtains material, nonpublic information from the issuer with (2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential and (3) the relationship at least implies such a duty. 
· This is someone who works for the company from time-to-time, not permanently. 
Cases:
· Dirks v. SEC: ​​a tippee assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information only when (1) the insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee and (2) the tippee knows or should know that there has been a breach.
· Dirks was an officer of a NY broker-dealer firm who specialized in providing investment analysis of insurance company securities to institutional investors. 
· Dirks received information from Secrist (a former officer of Equity Funding of America) that EFA was fraudulent.
· This allegation is the “inside information” here. 
· Dirks investigated, and throughout this investigation he openly discussed the information he had obtained with a number of clients and investors, who acted on this advice. 
· Secrist did NOT violate his fiduciary duty because of his motives. 
· Salman v. U.S.: a tipper breaches a fiduciary duty by making a gift of confidential information to “a trading relative.”
· Maher is a constructive insider—he was brought in by the biotech company to perform a service and received information through this. 
· Maher testified that he shared inside information with his brother to benefit him and with the expectation that his brother would trade on it.
Misappropriation Theory: the trader breaches his fiduciary duty NOT to the shareholders of the issuing company, but to the source of the information. 
· Using confidential information acquired during an agency for the agent’s own benefit. 
· This is the requisite deception needed for a Rule 10b-5 violation. 
“The fiduciary’s fraud is consummated, not when the fiduciary gains the confidential information, but when, without disclosure to his principal, he uses the information to purchase or sell securities.”
Cases: 
· U.S. v. O’Hagan: misappropriation theory
· O’Hagan worked for Grand Met, who was going to make a potential tender offer for the common stock of Pillsbury.
· O’Hagan then bought and later sold his Pillsbury stock and call options, making $4.3 million in profit. 
· O’Hagan could be liable under Rule 14e(3). 
· There is deception here, and hence, a duty to disclose → in order to trade with the information, O’Hagan should have asked Grand Met for permission. 
· Premises liability on a fiduciary-turned-trader’s deception of those who entrusted him with access to confidential information.
According to Rule 10b-5(2), the duty of trust/confidence arises (for the purposes of the misappropriation theory) to circumstances other than agency when:
· The person agrees to maintain the information in confidence;
· The people have a history/practice of sharing confidences, such that the recipient should reasonably know that the person communicating the information expects him to maintain confidentiality; or
· The information is obtained from a close family member, UNLESS the recipient shows that the history/practice indicates no expectation of confidentiality. 
Rule 10b-5(1)(c) Affirmative Defense: the purchase or sale of the stock is NOT on the basis of material, nonpublic information IF the person making the purchase/sale demonstrates that before becoming aware of that information, the person had:
· Entered into a binding contract to purchase or sell the security;
· Instructed another person to purchase or sell the security for the instructing person’s account; or 
· Adopted a written plan for trading securities. 
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1934 SEA § 16(b): any profit realized by:
· A beneficial owner of more than 10% of any class of any security or
· A person who is a director or an officer of the issuer of such security;
From any purchase and sale/sale and purchase, of any equity security of such issuer within any period of less than six months, shall be recoverable by the issuer. 
Any recovery (disgorgement) belongs to the company. 
· The corporation can bring an action or an individual shareholder can bring a derivative action. 
· NOTE: the SEC does NOT get involved here. 
· Courts also interpret § 16(b) to maximize the gains the company recovers. 
· This is a very anti-insider statute. 
To calculate a profit under § 16(b), there needs to be some shares that we can match. 
§ 16(b) only applies to companies that MUST register under the 1934 SEA Act. 
· Only applies to equity securities.
· § 16(b) does NOT apply to private companies that are NOT listed on the stock exchange.
· The Act aims to remove the temptation to use insider trading to make a profit. 
Sales & Purchases by 10% Owners: § 16(b) excludes “any transaction where such beneficial owner was NOT such BOTH at the time of the purchase and sale/sale and purchase of the security involved.” 
· For the Act to apply, the person MUST be a 10% stockholder at both the times of purchase and sale. 
· The purchase that makes an individual a 10% owner is NOT subject to § 16(b).
· BUT, immediately after, you are considered subject to § 16(b) (matchable).
· The sale that brings you below the 10% threshold is matchable. 
· BUT, immediately after, you are NOT matchable. 
Cases: 
· Reliance Electric Co. v Emerson Electric Co.: Use an objective standard—this is just smart business.
· Foremost-McKesson, Inc. v. Provident Securities Co.: A beneficial owner must account for the profits only if he was a beneficial owner “before the purchase.” 
Transactions by Directors & Officers: § 16(b) applies to transactions occurring while being an officer or director even IF the matching transaction occurs after the person is no longer a director/officer. 
· However, transactions occurring before becoming an officer/director are exempt. 
Director at the time of the initial transaction, but NOT at the time of the second transaction → NOT exempt. 
NOT a director at the time of the initial transaction, but a director at the time of the second transaction → Exempt.
______________________________________________________
Creditor Protection
A firm has assets, equity, and debt. 
Debt Claims: fixed → the lender is entitled to receive the principal back along with the interest. 
· Bonds: corporations go to the public for money. 
· Bank Debt
Debt claims ALWAYS come first. The shareholders (equity holders) receive whatever is left over AFTER the debt is paid. 
There is a tension because 
· Shareholders care about firm profitability; 
· Creditors care about firm solvency. 
Shareholders generally control the firm. 
_____________________________________________________________
Date: 11/15/2022
Class: 24
Topic: 
Assigned Reading(s): 
Cases: 
Solutions to Shareholder–Creditor Conflict:
· Uniform Fraudulent Transfer Act/Bankruptcy Code: transfers with the “actual intention to hinder, delay, or defraud” can be voided. 
· Corporate Law (piercing the corporate veil or maybe fiduciary duties)
· Important to note that that board does NOT owe a duty to the creditors (only to the shareholders). 
· Legal Restrictions on Distributions 
Limits on Distributions:
· Dividends 
· Capital Impairment Balance Sheet Test
· Revaluing Assets
· Repurchases: these are now treasury shares.
· These are NOT entitled to a dividend and NOT entitled to vote. 
· There needs to be a surplus in order for a company to repurchase → “Every corporation may purchase its own shares; provided, however, that no corporation shall purchase or redeem its own shares of capital stock for cash or other property when the capital of the corporation is impaired or when such purchase would cause any impairment of the capital of the corporation.”
· Liability for Illegal Distributions
DGCL § 170(a) Dividends: the directors of every corporation may declare and pay dividends upon the shares of its capital stock (1) out of its surplus, as defined in and computed in accordance with § 154 OR
· There needs to be enough surplus to support the dividend. 
· Dividends have to be paid out of surplus. 
(2) in case there shall be no surplus, out of its net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year. 
· This would be a nimble dividend. 
Del. § 154 Surplus: (Net Assets) — (Stated Capital)
· Net Assets = (Total Assets) — (Total Liabilities) 
· Stated Capital = par value of all issued stocks
· Paid in capital or capital stock
Par Value: the lowest price at which the company can issue shares. 
· The company CANNOT issue stock at a price below par. 
· Specified in the Articles of Incorporation. 
Assets: “stuff” the company owns
· Current Assets: cash, account receivables, inventory
· Long-Term Assets: not cash, and you don’t expect to turn this into cash within a year.
· (ex) Land, PPE, Intangibles
Liabilities: 
· Current Liabilities: accounts payable, short-term debt
· Long-Term Liabilities: long-term debt
Shareholders’ Equity: 
· Stated capital, surplus
Assets = Liabilities + Shareholders’ Equity
Maximum Dividend: (Net Assets) — (Stated Capital)
· Net Assets = (Total Assets) — (Total Liabilities)
Valuing Assets & Calculation of Surplus: a corporation is NOT bound by its balance sheets for purposes of determining available surplus.
· The board may properly revalue assets and liabilities to show a surplus on the basis of acceptable data and standards.
_____________________________________________________________
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DGCL § 160(a) Repurchases: in order for a company to purchase its own shares, there needs to be a surplus to support that distribution. 
DGCL § 174(a) Liability for Illegal Distributions: directors are liable for any illegal portions of distribution. 
· A director’s liability for illegal distributions CANNOT be exculpated. 
Basically, creditors protect themselves most often through creditor agreements containing covenants. 
Unincorporated Limited Liability Entities & LLCs 
Limited Partnerships (LP): don’t have as much control over the business as general partners, but also aren’t personally liable for the obligations of the partnership. 
· Often created to allow the general partners to raise capital from many investors. 
· General partner has full personal liability.
· A corporation can serve as a general partner. 
· General partners only have the duties of care and loyalty. 
Limited Liability Partnerships (LLPs): basically the same as a general partnership except that all partners are afforded limited liability protection. 
Limited Liability Companies (LLCs):
· “Members” are owners of the LLC. 
· Personal assets are NOT subject to attachment (similar to corporations). 
· Members may lose money invested. 
· The LLC is liable for actions of members or manager acting in the ordinary course of business or with authority. 
· However, in certain circumstances, piercing the veil theories may apply. 
· LLC does NOT pay taxes and income/losses pass through to members (similar to partnerships).
Default Rule: every member has rights (a vote) based on interests (units). 
· Most matters are decided by a majority vote.
· Significant matters may require unanimity. 
· This would be member-managed. 
· Fiduciary Duties: all members have a duty of care and duty of loyalty. 
· Similar to a partnership. 
Manager-managed would be structured as a board of directors, a CEO, or both. 
· Must be specified in the Articles of Organization. 
· Fiduciary Duties: the managers have a duty of care and duty of loyalty. 
· Usually, members do NOT have a duty to the LLC or its members. 
