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AGENCY LAW
I. Formation of the Agency Relationship
a. Agency Relationship—An agency relationship is formed where a principal manifests assent to a relationship in which an agent will act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent to the relationship.
i. Source of Law = Common law / Restatement

ii. Rationale

1. Principal can’t do everything him/herself
2. Principal can’t be everywhere at once

iii. Scope of Relationship
1. The substance is determinative—It does not matter that the parties have a contract disclaiming an agency relationship
2. Consideration is NOT required to form an agency relationship
3. Easy to form an agency relationship
iv. Elements [NOTICE: even the slightest agreements qualify]
1. Principal manifests assent to the relationship
a. SCOPE: Look to external manifestations of assent
i. Substance of relationship determinative over formal contract language
1. No contract required to form agency relationship
2. Contract language disclaiming agency relationship not determinative
3. Intent to form agency relationship not determinative (i.e., doesn’t matter whether parties intended to create an agency relationship)
4. Physical control of agent NOT required

ii. OBJECTIVE TEST: Would a reasonable person view the parties’ outward manifestations as satisfying the elements of an agency relationship?
2. Principal has the right to control the principal’s actions, AND agent acts on principal’s behalf
a. TEST: Principal’s Right to Control—The principal defines the initial scope of the agent’s actions, and the principal has the right to give interim instructions or direct the ultimate outcome to the agent once the agency relationship begins.

i. NOTE: Focus on whether the principal has the right to control, not whether the principal actually exercises the right.  

3. Agent manifests assent to the relationship
v. EXAMPLE: Patterson v. Domino’s Pizza, LLC.
1. Sui Juris (“franchisee”) was sued by a new hire, alleging she was sexually harassed by a manager. Domino’s agreement with franchisee placed franchisee in the sole position of hiring and firing new hires. Franchisee’s new hire contract stated franchisee employed them, NOT Domino’s. Domino’s Area Leader Claudia Lee helped franchisee when it first opened the store. Franchisee owner testified Lee never helped him train, recruit, or hire employees. Domino’s provided an orientation program for employees regarding how to use the computer system. The franchise contract made franchisee the sole supervisor of the franchisee location. Franchisee owner testified he investigated Patterson’s sexual harassment claims, and he did not need to take corrective action (despite having an inconclusive result) because the offending supervisor failed to show up for work ( fired. At some point, when franchisee owner informed Lee of Patterson’s complaint, Lee suggested franchisee “get rid of him.” Issue: Did Domino’s satisfy Element 2? Holding: Domino’s franchisee (named Sui Juris) was NOT Domino’s agent. Rationale: Domino’s did not exercise enough control over Sui Juris.
2. Advice to Domino’s
a. Do nothing—you won!

b. Keep contract language disclaiming agency relationship—it didn’t hurt you!
c. Establish better procedures for franchisee complaints
d. Refrain or train regional supervisors to refrain from recommending/advising/requiring franchisees implement their Domino’s procedures
e. Exert more control at your peril
vi. EXAMPLE: A. Gay Jensen Farms v. Cargill.
1. Warren operated grain elevators. Cargill approved a loan in exchange for Warren acting as Cargill’s “grain agent,” which gave Cargill a right of first refusal when Warren sought to purchase market grain. Warren and Cargill renegotiated the loan agreement, and Cargill increased Warren’s credit line in exchange for the right to inspect Warren’s books. The new contract also obligated Warren to provide Cargill annual financial statements, restricted Warren from making repairs or improvements over $5k, and restricted Warren from encumbering its assets without Cargill’s permission. After this renegotiation, Cargill instructed Warren to undertake recommended improvements. A few years later, the parties entered into an agency agreement, where Warren would contract with farmers on Cargill’s behalf to obtain growers for a new type of wheat. Cargill soon learned Warren’s spending was out of control, but it opted to increase the company’s credit limit twice. By that time, Warren was shipping Cargill 90% of its grain, and if Cargill could not accept more, it would ship the excess to other companies. As Warren’s financial situation worsened, Cargill sent a regional manager to work with Warren on a day-to-day basis and in monthly planning meetings. Cargill’s regional office kept a daily debit position sheet on Warren. Further, Cargill opened a bank account in Warren’s name (but funded by Cargill) from which Warren could write checks. When Warren closed, it owed Cargill $4 million and the plaintiff farmers $2 million. Cargill urged the court to find it was a creditor or supplier. Issue: Was Warren an agent of Cargill? Holding: Yes. Rationale: The following all show Cargill exercised a principal’s power: Cargill recommended action to Warren, Cargill had the right of first refusal on grain, Warren couldn’t encumber its assets without Cargill’s approval, Cargill had a right of entry onto Warren’s property to inspect its books, Cargill’s financing all of Warren’s purchases of grain and operating expenses, and Cargill’s power to discontinue financing Warren’s operations. The court didn’t explicitly explain why it didn’t find Cargill fell into the creditor/debtor carve out.
2. Advice to Cargill
a. Reduce grain and seed inventory b/c Warren has too much and it’s not selling fast enough
b. Improve A/R collection

c. Reduce wholesale seed business and specialty grain operations

d. Reduce officer’s cash withdrawals
e. Prevent the bookkeeper from writing her own checks
3. Guttentag this case turned out wrong—the court should have applied the creditor/debtor carve-out
vii. CARVE-OUTS (Special agency relationships with different rules)
1. Creditor-Debtor (R, 3rd §14 O)—A creditor becomes a principal when it assumes de facto control over the debtor’s conduct.
a. TEST—De Facto Control—A creditor has de facto control when it takes direct control over the day-to-day operations.
i. Rationale: HIGH STANDARDS b/c do not want to make every lender/bank a principal
2. Buyer-Supplier (R, 3rd §14K)—One who contracts to obtain property from a third person and convey it to a purchaser is an agent ONLY IF it is agreed he will act primarily for the purchaser’s benefit and NOT for himself
a. TEST: Does the purported supplier sell the goods for a fixed price to the buyer/purported principal? 
i. Yes ( Not an agent / Pure supplier
ii. No ( Agent
b. EXAMPLE: Sally works in the textbook distribution business.  Phil needs 90 Business Association textbooks for his class, and Sally agrees to procure them.
i. Sally and Phil agree Phil will purchase each book for $15.
1. ( Sally is a pure supplier because she has an incentive to purchase the books at a lower price / has an incentive to increase her profit.  Ultimately, she acts independently of Phil.
ii. Sally and Phil agree Phil will pay $3 more for each book than Sally buys them.
1. ( Sally is Phil’s agent because her profit on each book is $3, regardless of her purchase price.  It looks like Sally works for Phil.
II. Duties of Agents and Principals [DEFAULT RULES]
a. Principal’s Duty of Loyalty to Agent

i. Reimburse and indemnify the agent for the following:

1. Promised payments (R, 3rd § 8.14)
2. Payments made by the agent while within the scope of actual authority

3. When the agent suffers a loss “that fairly should be borne by the principal in light of their relationship”

ii. Deal with the agent fairly and in good faith (R, 3rd § 8.15)
iii. Generally cooperate with the agent

iv. Not unreasonably interfere with agent’s performance of duties
b. Agent’s Fiduciary Duties to Principal (R, 3rd § 1.01)
i. Fiduciary Duty—The agent owes the principal a fiduciary duty with respect to matters within the agency relationship’s scope
1. Fiduciary Definition—Someone whose position gives them a special/heightened relationship of trust, confidence, or responsibility regarding certain obligations; and by nature of that relationship, the fiduciary must place the other’s interests above their own

2. Duty of Care—The agent owes the principal the duty to exercise reasonable care, competence, and diligence ordinarily exercised in similar circumstances.
a. Breach ( Ordinary negligence + actionable
3. Duty of Loyalty—Agent agrees to put the principal’s needs/interests before their own.  This means the agent shall:
a. NOT acquire material benefit from a 3rd party transaction (R, 3rd § 8.02)
b. NOT compete with the principal, but may prepare to compete (R, 3rd § 8.04); OR
c. NOT act adversely to the principal (R, 3rd § 8.03); OR
d. Keep account of the principal’s property (R, 3rd § 8.12); OR
e. Take a business opportunity belonging to the principal; OR
f. Provide information to the principal (R, 3rd § 8.11)
i. Duty of Information—The agent shall do the following:
1. Agent must furnish information it knows/has reason to know the principal would want

2. Provide facts material to agent’s duties to principal

g. NOT to use or disclose the principal’s confidential information (R, 3d § 8.05)
i. Duty of Confidentiality—The agent shall NOT disclose or misuse confidential information.
1. *** Survives agency relationship’s termination***
ii. Remedy for Breach—An agent liable for breach of his/her fiduciary duty owes the amount of any profit s/he made from the breach.
iii. EXAMPLE: General Automotive Mfg. v. Singer.
1. Singer worked as General Automotive’s general manager. Singer’s employment contract prohibited him from engaging in any other business of a permanent nature during his employment. Singer was invaluable to General Automotive b/c he had an impeccable reputation in the industry, and General Automotive had a low credit rating. Singer had broad managerial powers, including soliciting and procuring machine shop work. As time went on, Singer began deferring projects he received to companies other than General Automotive if he knew General Automotive lacked the equipment to complete it. Singer did not present the projects to General Automotive—he made a unilateral decision. When he deferred projects, he pocketed the difference between the price he quoted to complete the project and the actual cost other companies spent. Eventually, Singer started his own consulting business on the side, and he again did not alert General Automotive to this fact. Issue: Did Singer breach his fiduciary duty to General Automotive? Holding: Yes. Rationale: Singer was an agent, and he had a fiduciary duty to not compete with General Automotive. Singer’s consulting business was in competition with General Automotive and created a conflict of interest in procuring work for General Automotive versus his company. Further, Singer had a fiduciary duty to inform General Automotive of all business opportunities he received.
2. Advice to Singer
a. Negotiate around the “other business” clause in the employment contract
c. Modifying Agent’s Duties of Loyalty
i. Modifying Agent’s Duty of Loyalty (R, 3rd § 8.06)—Agent conduct that otherwise would breach these his/her duties is NOT a breach if the principal consents.
III. Relations to Third Parties in Contract
a. Contract Liability: Principals
i. General Rule—An agent may bind the principal to a contract when a valid contract is formed, AND the agent has the authority to bind the principal to the contract through either (1) actual authority, (2) apparent authority, (3) undisclosed principal liability, (4) ratification, or (5) estoppel.
1. Effect—Unless otherwise agreed, the authority to bind the principal in contract includes the authority to conduct the following acts:
a. (1) those incidental to the transaction;
b. (2) those that usually accompany the transaction; OR
c. (3) those that are reasonably necessary to accomplish the transaction.
2. Actual Authority (R, 3rd § 2.02)—Actual authority is the authority the agent reasonably believes s/he has based on the principal’s manifestations, expressed through words or conduct.
a. Express Authority (R, 3rd § 2.02)—Express authority is a type of actual authority that is proven by the principal’s direct/express statement conferring authority onto the agent (“designation”).
b. Implied Authority (R, 3d § 2.01)—An agent has implied authority when the agent reasonably believes the principal wants the agent to so act.
i. Burden of proof = circumstantial evidence

ii. EXAMPLE: Mill St. Church of Christ v. Hogan.

1. Mill Street Church hired Bill Hogan to paint the church. The church had hired Bill on numerous occasions to complete handyman jobs. Bill often hired his brother Sam to help, but this time the church’s elders decided Bill could hire a man named Gary Petty. The elders never informed Bill of this fact. Needing help, Bill approached an elder who suggested Bill hire Petty but conceded Petty was hard to reach. Bill then hired his brother, who fell off their ladder and broke his arm. The brother filed a workers’ comp claim, which the elders challenged. Issue: Did Bill have actual authority to hire Sam? Holding: Yes, actual authority includes the authority to take the steps the agent believes is reasonably necessary to complete his/her objective. Rationale: The elders never told Bill that he could only hire Petty, and the elders should have known Bill would need help since parts of the church were high. Since Bill had hired Sam multiple times on church projects, he had implied actual authority to hire Sam for this project.
iii. EXAMPLE: Store Manager Perry gives Sales Representative Alex a hat bearing the store’s logo. Perry’s act of giving Alex the hat gives Alex the implied authority to make sales on the company’s behalf.
3. Apparent Authority (R, 3rd § 2.03)—Apparent authority refers to an agent’s power when (1) a third party reasonably believes the agent has authority, AND (2) the belief is traceable to a manifestation by the principal.
a. ( May survive the agency relationship’s termination
b. TRIGGERS
i. Third party believes a person is an agent when the person is actually NOT
ii. Third party seeks to bind a principal to someone whom the principal gave the impression is an agent, but is NOT an agent in fact
c. EXAMPLE: Ophthalmic Surgeons, Ltd. v. Paychex, Inc.
i. Ophthalmic Surgeons, Ltd. (“OSL”) contracted with Paychex for payroll services. OSL designated Carleen Connor as its contact. After she left over ten years later, OSL discovered Connor directed Paychex to over-pay her multiple times, and she collected over $233,000 in overpayments. Paychex sent periodic reports to both Connor and OSL’s owner Andreoni. Andreoni maintained he never saw any reports. OSL sued Paychex to recover the payments under a theory of breach of contract. Paychex argued OSL gave Connor the authority to issue additional checks in her name. Issue: Did Connor have apparent authority to authorize additional checks in her name? Holding: Yes. Rationale: Andreoni should have removed both actual and apparent authority. He had to tell the accountant she lacked the authority to write her own checks, and he should have told Paychex the accountant was not allowed to write checks in her name or that he needed to authorize them before it could issue them.
ii. Advice to OSL
1. Have an independent company conduct a yearly audit
2. Don’t let people write their own checks
3. Check all reports you receive

4. Undisclosed Principal Liability / Inherent Agency Power—If the principal is fully disclosed, the agent does not have liability. If the principal is undisclosed, the agent has liability.
a. Mischievous Principal Test—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 but without actual authority IF the principal had notice the agent’s conduct might induce others to change their positions, AND the principal did not take reasonable steps to alert the third party(ies) of the facts.
i. Elements

1. Undisclosed principal

2. Agent induced 3rd party to detrimentally change position
3. Agent acted OBO principal without actual authority
4. Principal had notice & did nothing
b. Bad Agent Test—An undisclosed principal may NOT rely on instructions given an agent that qualify or 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 was disclosed.
i. Elements
1. (1) Undisclosed principal
2. (2) Principal cannot rely on instructions that reduce agent authority
3. (3) To less than an agent would have if the principal was disclosed
ii. EXAMPLE: Watteau v. Fenwick.

1. Watteau and other brewers bought Humble’s bar. Humble remained on staff as the general manager, but by their contract, Humble could not purchase goods for the bar except for bottled ales and mineral water. Disregarding this instruction, Humble purchased cigars and other items from Fenwick, from whom he often purchased when he owned the bar. Given their relationship, Fenwich still believed Humble owned the bar, and Humble never corrected him. Humble failed to pay his outstanding balance, Fenwick sought to receive the payment he was due. Issue: Is Watteau liable for Humble’s debt to Fenwick even though Humble’s purchase breached his contract? Holding: Yes. Rationale: A rule otherwise would place the burden of Humble’s deception on Fenwick, the innocent third party. Watteau was in a better position to know what Humble was doing, so he should bear the burden of Humble’s deception.
2. Question: Is there any basis for holding the defendants liable on a theory of actual or apparent authority?
a. No actual authority because Watteau told Humble he couldn’t buy things.
b. No apparent authority because Fenwick didn’t even know Watteau existed.
5. Ratification—A principal may retroactively bind himself to a contract made by an agent on the principal’s behalf and without the principal’s authority when the principal validates the contract after its formation.
a. ( All-or-nothing

b. Express Ratification—The principal objectively and affirmatively manifests assent to the transaction verbally or in writing.
c. Implied Ratification—The principal’s conduct justifies a reasonable assumption the principal assents to the transaction.
d. EXCEPTION—The principal cannot ratify if the situation materially changes.
i. EXAMPLE: Without Michael’s knowledge, Serena purchases him a Diet Coke, and she persuades Irving to keep the Diet Coke for Michael in a special fridge at Sonia’s.  Before Michael arrives at Sonia’s, a meteor hits the Earth and the Diet Coke recipe, along with all Diet Cokes, are now gone.  The only remaining Diet Coke is the one in Sonia’s special fridge.  Michael cannot now ratify Serena’s purchase (and I guess Serena owns the last Diet Coke on Earth).  
6. Estoppel—A person who has NOT made a manifestation that an actor has authority as an agent AND who is not otherwise liable as a party to a transaction purportedly done by the actor on that person’s account is subject to liability to a 3rd party who justifiably is induced to make a detrimental change in position b/c the transaction is believed to be on the person’s account IF (1) he intentionally or carelessly caused such belief; OR (2) knowing of such belief and that it might induce change, did not take reasonable steps to notify the 3rd party of the facts.
a. TRIGGER: No valid contract

b. *DISTINGUISH from apparent authority*
i. Apparent authority: Agent’s authority derives from the principal manifesting to a 3rd party that Agent is the principal’s agent
ii. Estoppel: Principal does not represent Agent is the principal’s agent
7. HYPO: Burns hires Smithers to work as a sales representative.  He gives Smithers a hat with the company logo.  Lisa walks in, and Smithers offers to sell Burns’s power plant to Lisa for $10.  Lisa agrees.
a. Must Burns honor the contract?  Yes, because Smithers had apparent authority (and potentially actual authority).
b. ( Can Smithers require Lisa to buy the power plant?  Yes if Burns had actual, apparent, or undisclosed principal authority, and they formed a valid contract.  
c. ( Can Burns always ratify the contract?  Not if Smithers had actual or apparent authority.
d. ( When can Burns enforce the contract against Lisa?
Question: Under what theories can the principal enforce contracts against the 3rd party?
· Actual authority (express + implied) = YES
· Apparent authority = YES
· Undisclosed principal/Inherent agent authority = YES
· Ratification = Yes, if the circumstances have not materially changed
· Estoppel = NO; Estoppel only applies against the principal.
b. Contract Liability: Agents
i. Agent’s contractual liability—When the agent binds the principal to a contract, the agent usually is NOT also liable on the contract UNLESS the third party and agent agree to the contrary.
1. Disclosed principal—When an agent with actual or apparent authority makes a contract OBO of a disclosed principal, the agent is NOT a party to the contract UNLESS the agent and 3rd party agree otherwise.
2. Unidentified principal—When an agent with actual or apparent authority makes a contract OBO of an unidentified principal, the agent IS a party to the contract UNLESS the agent and 3rd party agree otherwise.
3. Undisclosed principal—When an agent with actual makes a contract OBO of an undisclosed principal, the agent IS a party to the contract.
a. NOTICE: Narrower—requires actual authority AND the parties cannot contract out of agent’s liability

b. Policy: Incentivize agent to disclose principal’s existence

SAMPLE QUESTION: Paul contracts with Annie, hiring Annie to hire a manager for a grocery store.  Annie will receive $1,000 to perform this service.  As Paul anticipated, Annie shows the contract to several candidates for the manager job, including Thomas.  Paul then sends a letter to Annie revoking Annie’s authority to hire a manager for the store.  The revocation is NOT communicated to Thomas.  At this point:

(A) As to Thomas, Annie has actual implied authority to hire a manager for Paul’s store.

(B) As to Thomas, Annie has no authority to hire a manager for Paul’s store.

(C) As to Thomas, Annie has apparent authority to hire a manager for Paul’s store.

(D) As to Thomas, Annie has inherent agency power to hire a manager for Paul’s store

(E) None of the above.

Reasoning: Paul manifested/gave Annie the authority to hire through their employment contract.  That is the difference between apparent authority and estoppel.  In estoppel, Annie would act without any actual or apparent authority.  
IV. Relations to Third Parties in Tort
a. Principal Liability
i. Direct Liability—A principal has direct liability when the agent acts with actual authority to commit a tort, such as through the following:
1. The principal ratifies the agent’s tortious conduct.
2. The principal negligently selects, supervises, or otherwise controls the agent.
3. The principal contracted for an activity that is inherently dangerous.
4. The principal directs the agent to commit tortious conduct.
ii. Vicarious liability—A principal may be subject to vicarious liability when the agent is an employee AND commits a tort while acting within the scope of employment.
1. Employee Status—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.
a. ( Anyone not an employee is an independent contractor
b. NOTICE: Heightened standard of control (manner and means) as opposed to regular agent (ultimate goal)
c. Common Law Factors
i. Extent of control the agent and principal agreed the principal may exercise over details
ii. Whether the agent is engaged in a distinct occupation or business
iii. Whether the type of work done by the agent is customarily performed under a principal’s discretion or unsupervised
iv. The skill required in the agent’s occupation
v. Whether the agent or principal supplies the tools and other instrumentalities for the work
vi. The length of time the principal engages the agent
vii. Payment by the job or time worked
viii. Whether the agent’s work is part of the principal’s regular business
ix. Whether the principal and agent believe they’re creating an employment relationship
x. Whether the principal is in business
d. Consequences

i. Higher principal degree of control

ii. Principal may control the agent’s physical actions
2. Scope of Employment—An employee acts in the scope of employment when EITHER (1) performing work assigned by the employer, OR (2) engaging in a course of conduct subject to the employer’s control.
a. Detour—An employee acts within the scope of employment even when an employee temporarily engages in personal business or engages in acts unrelated to his/her employment for a short amount of time.
i. Temporary departure from scope of employment
b. Frolic—An employee acts OUTSIDE the scope of employment when s/he engages in an independent course of conduct NOT intended by the employee to serve any purpose of the employer.
i. Significant departure from scope of employment
c. Helpful Questions

i. Was the conduct of the same general nature as (or incidental to) the task the agent was employed to perform?
ii. Did the conduct occur substantially within the authorized time and spatial limits of employment?
iii. Was the conduct motivated at least in party by a purpose to serve the principal?
d. EXAMPLE: Clover v. Snowbird Ski Resort.

i. Zullinger worked as a chef at two restaurants in a ski resort called Snowbird. Snowbird gave all its employees skiis, so they could get around the resort faster. Zullinger’s supervisor often requested he check on one restaurant before starting his shift at the other. On the day in question, Zullinger stopped at one restaurant located mid-slope before his shift at the bottom of the hill. Before he went to the second restaurant, Zullinger and his buddies did four runs down the ski slope. On the very last one, Zullinger jumped off a crest and collided with Clover. Issue: Was Zullinger within the scope of employment when the accident occurred? Holding: Yes, he merely detoured from his employment. Rationale: The accident occurred on Zullinger’s final run, so he resumed his employment when he began his descent to the bottom of the hill where his shift would take place. Zullinger’s actions occurred during the time and normal spatial boundaries of his employment—he was on Snowbird property, using Snowbird skiis, and his supervisor did not tell him when he needed to be at either restaurant.
b. Agent Liability—An agent is always liable to a third party harmed by the agent’s tortious conduct.
V. Terminating an Agency Relationship

a. Notice Rule—Either party (principal or agent) may terminate the agency relationship at any time for any reason by communicating the termination to the other party (effective upon NOTICE)

i. Renunciation—Termination by the agent

ii. Revocation—Termination by the principal

b. Terminating Actual Authority
i. End by contractual provision
ii. End by expiration of a period of time
iii. Circumstances change—Circumstances occur from which the agent can reasonably conclude the principal no longer assents to the agency relationship

1. EXAMPLE: The parties establish an agency relationship for the purpose of obtaining P a rare baseball card.   One day, A visits P and learns X gifted P the rare card.  A has a reasonable basis to conclude P no longer wants A to obtain the card for him.

iv. Notice of termination at will
v. Purpose of agency relationship fulfilled
vi. Termination by law

c. Terminating Apparent Authority
i. An agent’s apparent authority ends when it is no longer reasonable for the third party to believe the agent has actual authority
ii. TEST: What does the third party know or should know about the termination of the agent’s authority?
d. Effect

i. Agent’s actual authority to bind the principal to contracts ends

1. NOTICE: Apparent authority does not automatically terminate ( Principal should notify all third parties that the agent no longer works for P

ii. Agent may compete with principal

iii. Agent may NOT disclose confidential information, including proprietary information
PARTNERSHIP LAW

I. Creating a Partnership (Use all 4 on final)
a. Legal Definition—A partnership forms when at least two people carry on a business as co-owners for a profit.
b. Opt-Out—A firm formed under any statute other than RUPA is NOT a partnership.
c. Economic Reality

i. Sharing Profits/Presumption—A person who receives a share of the partnership profits is presumed to be a partner, UNLESS the person receives profit as payment of any of the following:
1. Debt or loan
2. Independent contractor services OR employee wages
3. Rent
4. Retirement or health plan benefit
5. Interest or other charge
ii. Gross Receipts/No presumption—A person who receives a share of the partnership’s gross receipts alone is NOT entitled to any presumption of partnership.
iii. EXAMPLE: What is the difference between eggs and bacon? The chicken has a mere interest in the breakfast, whereas the pig is fully invested. Likewise, when trying to ascertain whether a person is a partner—partners are like pigs, and employees or “angel investors” are like chickens.
d. Common Law Factors

i. Parties’ intention

ii. Profit sharing

iii. Sharing losses

iv. Management structure (do the purported partners have equal management?)
v. Property ownership (What stuff does the PN use? To whom does it belong?)
vi. Rights of parties upon termination or dissolution

vii. Conduct in holding out to third parties
e. Source of Law = State law

f. EXAMPLE: Martin v. Peyton.

i. The partnership of Knauth, Nachod, & Kuhne was struggling financially. Partner Hall had friends who wanted to help him out. The friends agreed with the partnership to lend the partnership $2.5 million in securities, to be returned in two years. During the loan term, the partnership could use the securities to obtain business loans. In exchange, the partnership would temporarily turn over its securities. The partnership also invited the friends to join the partnership. The partnership’s creditors sued the friends, arguing the friends belonged to the partnership. Holding: Were the friends partners? Holding: No. Rationale: The friends’ securities were not comingled with the partnership’s assets. The partnership’s securities (held by the friends) accrued dividends payable to the partnership. While the trustees could inspect the partnership’s books and veto any business they found too speculative or injurious, the trustees could NOT initiate a transaction or bind the partnership unilaterally. While the trustees were given an interest in the partnership as further security for the loan, the amount they could withdraw was fixed, and the friends could not derive any other profit from the partnership.
g. Rationale

i. Sometimes need more than one owner, especially if they bring different things to the relationship (money vs. sweat equity)
II. Fiduciary Duties of Partners, Information Management, and Partnership Management

a. DEFAULT Fiduciary Duties—Each partner owes a fiduciary duty to both the partnership AND the other partners.
i. Duty of Care (RUPA § 409(c))—Each partner shall refrain from engaging in grossly negligent, reckless, or intentional misconduct, as well as knowing violations of law. (Ordinary negligence OK)
ii. Duty of Loyalty (RUPA § 409(b) (1997))
1. General Rule—Each partner owes the following duties of loyalty:
a. (1) to account to the partnership and hold as trustee for it all property, profit, and benefit the partner derives from the appropriation of a partnership opportunity
b. (2) to refrain from dealing as OR on behalf of a party with an adverse interest to the partnership
c. (3) to refrain from competing with the partnership in the partnership’s business before dissolution
2. Carve-Outs (RUPA § 409 (1997))
a. Partners may further their own self-interest
b. By unanimous vote after a full disclosure of all material facts, all partners may ratify or authorize a specific act or transaction by a partner that would otherwise violate the duty of loyalty
c. A partner may defend against a conflict-of-interest claim (i.e., dealing as OR on behalf of a party with an adverse interest to the partnership) by asserting the transaction was fair to the partnership
3. EXAMPLE: Meinhard v. Salmon.

a. Salmon obtained a lease for the Hotel Bristol for a period of 20 years.  He sought to change the building’s use from hotel to shops and offices. To do this, Meinhard and Salmon agreed to operate Hotel Bristol jointly.  Meinhard provided the capital, and Salmon agreed to work as the manager.  Toward the lease’s end, the Hotel’s owner sought to preemptively lease the property. Salmon agreed to renew the lease in Salmon’s solely owned company for another 20 years. Salmon never informed Meinhard of the new lease, and Meinhard only learned about the lease after Salmon finalized it. Meinhard sued. Issue: Does Meinhard have any interest in the property? (i.e., what is owned to Meinhard from the new lease?) Holding: Yes, Meinhard has a 51% interest in the lease because Salmon had a fiduciary duty to inform him of the business opportunity. Rationale: Partners owe each other a fiduciary duty to inform each other. Since Salmon received the lease opportunity during the partnership’s duration, he should have disclosed it to Meinhard. Salmon’s silence denied Meinhard an opportunity to compete or join in on the lease...

b. What Would Have Satisfied the Court?
i. Salmon’s silence bothered the court

ii. Disclosed the transaction after the fact, and then Meinhard could have ratified or vetoed it

iii. Drafting the partnership agreement to allow partners to pursue their own business ventures without informing the other

iv. Drafting the partnership agreement to allow partners to personally accept a business opportunity received during the partnership’s duration

iii. Information Duties (RUPA § 408 (1997))—Every partner shall:
1. (1) Maintain books and records
2. (2) Provide access to books and records
3. (3) Furnish, without demand, information required to exercise partnership rights
4. (4) Furnish any other information on demand UNLESS unreasonable or improper
iv. Modifying Fiduciary Duties (RUPA § 105)—The partnership agreement governs all relations between partners, but if the partnership agreement does not provide for a matter, RUPA governs.
1. EXCEPTION—The partnership agreement may NOT (1) unreasonably restrict access to the partnership’s books and records.
2. Carve-Out—If NOT manifestly unreasonable, the partnership agreement MAY:
a. (1) Alter or eliminate the duty of loyalty
b. (2) Identify specific types or categories of activities that do NOT violate the duty of loyalty;
c. (3) Alter the duty of care, but it may NOT authorize conduct involving bad faith, willful misconduct, or knowing violations of law.
d. TEST: Manifestly Unreasonable—The court shall decide as a matter of law whether a term is manifestly unreasonable by considering the circumstances existing at the time the partnership adopted the challenged agreement. 
i. Invalidation—The court may invalidate the term ONLY IF, in light of the partnership’s purposes and business, it is readily apparent that (1) the term’s objective is unreasonable, OR (2) the term is an unreasonable means to achieve the term’s objective
3. NOTICE: We didn’t cover modifying the Duty of Information.
4. EXAMPLE: Day v. Sidley & Austin.

a. Plaintiff Day was a partner with Sidley Austin and chairperson of the firm’s D.C. office. Between Feb. 1972 and July 1972, Sidley Austin began exploring a possible merger with Lieberman, Williams, Bennett, Baird and Minnow.  Sidley Austin invited Day to many meetings discussing the merger, but he did not attend. In October of that year, all S&A partners signed a final Partnership Agreement.  At an executive committee, meeting the partners agreed the firms would combine their offices, and the two former chairpersons would become co-chairs of the combined office.  S&A found a new office where the new combined firm would work. Day objected to the new structure, alleging he had a contractual right to work as the sole chairperson of the D.C. office.  He specifically alleged this position as sole chairperson was a condition precedent to him joining the firm and that he would not have voted in favor of the merger if he had known he would become a co-chair. Day sued S&A alleging fraud, breach of contract, conspiracy, wrongful dissolution/ouster of partner, and breach of fiduciary duty. Issue: Did S&A breach is partnership duties to Day? Holding: No. Rationale: The 1970 partnership agreement that added Day as a partner did not give Day special status as the sole chairperson, but it specified special arrangements for other partners. Further, the new partnership agreement gave S&A’s executive committee complete authority to decide questions of firm policy, which Day should have known means the appointment of chairpeople. Thus, Day could not have reasonably believed his status as chairperson was not subject to reshuffling.
b. Management Duties (DEFAULT Rules/May Contract Around)
i. Agency Relationship (RUPA § 301(1))—Every partner is an agent of the partnership for its business, and every partner can bind the partnership in its ordinary course of business, UNLESS (1) the partner lacks the authority to bind the partnership, AND (2) the third party knows this.
1. EXAMPLE: Nat’l Biscuit Co. v. Stroud.

a. C.N. Stroud and Earl Freeman created a general partnership together called Stroud’s Food Center. Stroud informed Plaintiff National Biscuit that he would NOT be personally liable for any additional bread supplied by National Biscuit. However, several months later, Freeman ordered $171 worth of bread from National Biscuit. Later that month, Freeman and Stroud dissolved the partnership, and the partnership dissolution assigned the partnership’s assets and A/R to Stroud. No one paid National Biscuit for its bread, so it sued Stroud. Issue: Is Stroud liable to pay for the bread even though he disavowed personal liability? Holding: Yes, a partner who acts with valid authority may bind the partnership in its ordinary course of business. Also, a majority of partners may bind the partnership against taking certain action. Rationale: Stroud and Freeman had equal power to bind the partnership. Freeman’s purchase was an “ordinary matter” connected with the business. Stroud could not prevent Freeman from buying the bread because he was not a majority of the partnership.
ii. Rights of Partners (RUPA § 401(h))—Each partner has equal rights in the management and conduct of the partnership’s business.
1. HYPO: A contributes 70% of the partnership capital, B contributes 20% of the partnership capital, and C contributes 10%. What are the voting rights of A, B, and C? Equally 1/3.
iii. Conflict Resolution

1. Ordinary Course of Business—A majority of partners may resolve a difference arising in the ordinary course of business.

2. Outside Ordinary Course—All partners must consent to any act outside the ordinary course of the partnership’s business OR to amend the partnership agreement.

3. HYPO: A, B, and C form a partnership to run a bakery. All agree between themselves that A shall have the exclusive authority to order supplies, B shall have executive authority to handle advertising, and C shall have exclusive authority to hire help for the partnership. Could the partnership be liable on an advertising contract that A entered into OBO the partnership?

a. Yes, but only if the advertising agency did not know A had no authority to bind the partnership for advertising. 

b. Rule: Every partner is an agent of the partnership, and any partner can bind the partnership to agreements relating to the partnership’s ordinary business, UNLESS both (1) the partner has no authority to do so, which A does not, and (2) the 3rd party knows the partner lacks the authority, which is unclear in the hypo.
III. Partner Liability to Third Parties

a. Partnership Property—Partners have NO property interest in partnership property.
i. Acquisition
1. General Rule—A partnership may acquire property in two ways: (1) it acquires the property in its name, OR (2) at least one partner acquires the property with a document transferring title and indicating the partner acquired the property in his/her capacity as a partner.
2. Presumption—Property purchased with partnership funds is presumed partnership property.
ii. Use—A partner may use or possess partnership property only on the partnership’s behalf.
iii. Debt Rules
1. Reimbursements (RUPA § 401(b))—The partnership shall reimburse a partner for any payments made by the partner in the course of the partner’s activities on the partnership’s behalf.
2. Indemnity—Unless incurred from the person’s breach [of the person’s duties of care and loyalty as a partner], the partnership shall indemnify and hold a person harmless for any claim or demand against the person and any debt or other liability incurred through person’s former or present capacity as a partner.
3. Loans (RUPA § 401(g))—A partner may extend a loan to the partnership that accrues interest from the payment/advance’s date.
iv. Transferrable Property Interest—The right to receive distributions from a partnership initially given to a person in his/her capacity as a partner. (RUPA § 102(23)).
1. Nature of Interest
a. Only partner property interest transferrable to a non-partner
b. Personal property
c. Divisible into fractions

2. Interest-Holder’s Rights
a. (1) To receive the partnership distributions to which the transferor was entitled
b. (2) To seek a judicial determination that it is equitable to wind up the partnership’s business (to prevent waste / careless spending)
c. (3) In the event the partnership dissolves and winds up, to receive specified information relating to the partnership from the dissolution date (RUPA § 503(c))
3. Limitations

a. Does NOT cause dissolution or dissociation
b. Does NOT entitle interest-holder to participate in the partnership
b. Partnership Liability (Mandatory Rules)
i. In Contract (RUPA § 301(1))— Every partner is an agent of the partnership for its business, and every partner can bind the partnership in its ordinary course of business, UNLESS (1) the partner lacks the authority to bind the partnership, AND (2) the third party knows this.
ii. In Tort (RUPA § 305)—The partnership is liable for a partner’s wrongful act or omission committed while acting in the partnership’s ordinary course of business.
iii. Effect of Liability (RUPA § 306(a))—All partners are jointly and severally liable for the partnership’s debts, obligations, and other liabilities.
c. Partnership Finances
i. Partnership Capital Account
1. Property Interest
a. Contributions belong to the partnership.
b. The partnership capital account is the only other property in which the partners have an interest, other than the transferrable partnership interest.
2. Rule (RUPA § 401(a) (1997 version))—A partnership capital account refers to an account for each partner containing a running balance of the following: (1) capital contributions, (2) the partner’s share of the profits, (3) the partner’s distributions, and (4) the partner’s share of losses, as shared by all partners.
a. Capital contributions—Capital contributions refers to the monetary value of either money or property each partner contributes to the partnership.
i. NOTICE: Does NOT include the value of sweat equity
ii. Distributing Profits—Partners may distribute partnership profits when specified by the partnership agreement or by agreement of a majority of partners. (No statute on point)
iii. Winding Up—Winding up refers to the process by which a partnership terminates its business, including settling outstanding accounts, liquidating assets, and generally addressing all matters necessary to terminate the partnership.
1. Process
a. (1) Partnership must apply its assets to pay off its debts, including its debts to partners (RUPA § 806)
b. (2a) If there is money left:
i. (i) The partnership returns each partner’s capital investments (“pay out” the capital accounts)
ii. (ii) If there is money left, then the partners agree on a manner to distribute the remainder
c. (2b) If there is no money left, the partners agree to contribute to the partnership an amount equal to the amount owed.
2. Treatment—Winding up is NOT considered part of the corporation’s normal business.
iv. Sharing Profits & Losses
1. Profits—By default, a partner is entitled to an equal share of the partnership’s profits. A partnership may change this rule by agreement. (RUPA, § 806(c)(1) (1997 version)).
2. Losses [GIVE BOTH RULES]
a. RUPA, § 806(c)(1) (1997 version)—By default, a partner is liable for a share of the partnership’s losses in proportion to the partner’s share of the profits. 
b. Kovacik Rule—When one partner contributes money and the other contributes sweat equity, neither is liable to the other for any loss suffered by the partnership (i.e., each partner bears his own loss).
c. Significance comes from joint and several liability
3. EXAMPLE: Kovacik v. Reed. [DEPARTURE FROM RUPA BUT GOOD LAW]
a. Plaintiff Kovacik was a licensed contractor who owned his own business. Kovacik approached Reed about a job. He proposed investing $10,000 into the job, and Reed would superintend and estimate the job. The parties agreed to split any profits equally.  They did not agree to share any loss. The pair bid on and was awarded a number of jobs in San Francisco. The partnership was dissolved almost a year later, and Kovacik sued to recover his losses from Reed. Issue: Is Reed liable for half of Kovacik’s monetary losses? Holding: No. Rationale: When one partner contributes money and the other contributes sweat equity, neither is liable to the other for any loss sustained.
b. What advice do you give Reed?
i. Don’t make any monetary contributions
ii. Create a partnership agreement, and negotiate for what you want

4. EXAMPLE: Guttentag puts in $1 million and his 2 other co-owners don’t put any money in.  Every partner is entitled to 1/3 of all the profits.  Guttentag receives a capital contribution of $1 million back upon dissolution.  If the partnership loses money, the partners are all liable for 1/3.

5. EXAMPLE: Guttentag puts in $1 million in exchange for 50% of the profit.  The partnership loses money ( Guttentag is liable for 50% of the losses and the other two are liable for 25% of the loss

HYPO 1: Bill Gates and Homer Simpson get into a PN to sell beer.  Gates invests $100.  Homer receives a salary of $40.  They agree to split the profits 50/50.  Moe sells beer on credit for $30 (Gates & Homer owe Moe $30). Homer & Gates sell their beer on eBay for $300. If Gates & Simpson were to wind up right now, how do they allocate their profits and losses?
The first thing that happens is that they pay Moe his $30.  Then they pay Homer’s wage (pay amounts owing to partners next other than capital contributions).  Then they pay the capital contributions.  Homer & Gates are left with $130 left to split equally.

HYPO 2: Same facts but Gates & Simpson sell their beer for $150 on eBay. If they were to wind up immediately after the sale, how do they allocate their profits and losses?
They pay Moe $30, pay Homer $40, and are left with $80 for the capital contribution. That’s not enough to pay back Gates’s contribution of $100.  Both Homer & Gates owe $10 [in other words, they both lose $10].

HYPO 3: Celia and Larry form a partnership to run a catering service. They do not make any agreements changing the default RUPA rules. Celia provides $250k in start-up money and does not work in the business.  Larry works full-time in the business but contributes no capital. The partnership ends after a year, paying off all creditors but with nothing left over. The partnership has suffered at $250k loss (per Celia’s $250k capital contribution). What happens upon dissolution?

For his year of work, Larry received nothing. Per the RUPA rules, Larry must pay $125k to the partnership, which will then distribute that amount to Celia. Both Larry and Celia will then have each lost $125k.

HYPO 4: A, B, and C are in a partnership, and it goes out of business.  They have not contracted around the default RUPA rules. A creditor of the partnership subsequently collects $21k from C on a debt owed by the partnership (while each A, B, and C were a part of it).  The partnership has no funds to reimburse C. Can C collect money from A and B, and if so, how much?

Yes, he can collect $7,000 from A and B. They all suffer a loss of $7,000

EXAMPLE: Payoff Model/Matrix

· Y axis is how much Reed gets, and X axis is how much the asset is worht

· As the value of the partnership goes up, how much does Reed get?

· So if the value of the PN business is $10,000 at the time they sell PN assets, Reed gets nothing b/c upon dissolution, the capital account gets repaid, Kovacik put in $10,000 to form the PN, so Kovacik gets repaid his capital investment

· What happens if the value is $15k?

· How much does Reed get? $2500 b/c the first $10k gets repaid to capital account to Kovacik, and then the next $5k is profit which is split 50/50

· What happens if the value is $5k? It depends

· If we apply the statute: The person who put in the capital is entitled to repayment, there is a $5k shortfall.  The PNs share liabilities 50/50, so Reed would owe Kovacik $2,500 to 

· If we apply the Kovacik holding: Reed owes nothing and only stands to gain if the PN’s value increases

· Payoff is contingent on the underlying asset’s value
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Red line reflects ownership interest (RUPA rule)

Green line reflects the option interest (Kovacik Rule)
· Option interest is more valuable b/c you lose nothing and have everything to gain

· ( Kovacik court values sweat equity

IV. Ending a Partnership

a. Dissociation—Dissociation occurs when any partner ceases association in carrying on the partnership’s business.
i. TEST (RUPA, § 601)—A partner dissocates when any of the following are met:
1. (1) The partner expresses his or her will to dissociate; OR
2. (2) An event anticipated by the partnership agreement occurs; OR

3. (3) The partner is expelled pursuant to the partnership agreement; OR
4. (4) The person stops carrying on the business as a co-owner, either by choice or by force. (Prentiss v. Sheffel)
ii. EXAMPLE: Prentiss v. Sheffel.

1. The plaintiffs and the defendant formed a partnership to purchase a shopping center. They did not draft a partnership agreement—they merely agreed to pay a certain proportion of the costs. Defendant never paid his share, and the relationship between the partners soured. The plaintiffs unilaterally decided to exclude Defendant from partnership duties, end the partnership, sold its assets, and purchased Defendant’s interest in the partnership. Issue: Was the dissolution proper? Holding: Yes, Defendant stopped carrying on the business as a co-owner for a profit, and even if he arguably didn’t, the plaintiffs froze him out such that he stopped carrying on the business as a co-owner for a profit. Further, the partnership was at-will. Rationale: There was no evidence the plaintiffs excluded Defendant in bad faith or for a wrongful purpose. Defendant also benefited from the sale because the plaintiffs bid up the value of his interest. Defendant could have participated in the sale, but he chose to refrain.

iii. Scope
1. Power to Dissociate (RUPA § 602(a))—Every partner has the power to dissociate at any time by withdrawing his or her express will to participate in the partnership.
2. Right to Dissociate—The law gives partners the right to dissociate under certain conditions. A partner who dissociates without the right has wrongfully dissociated.
a. Wrongful Dissociation Test (RUPA § 602(b))
i. A partner’s dissociation is wrongful ONLY IF EITHER:

1. The dissociation breaches an express term in the partnership agreement; OR
2. The partnership was formed for a definite term or particular undertaking, AND the partner withdraws before the partnership’s term or completion.
ii. NOTICE: Partners in a partnership-at-will ALWAYS have BOTH the power and the right to dissociate.
b. Consequences of Wrongful Dissociation (RUPA § 602(c))—A person who wrongfully dissociates is liable to BOTH the partnership and the other partners for damages caused by the dissociation.
b. Effects of Dissociation

i. Dissolution—Dissolution occurs when the partnership ceases to exist.
1. TEST (RUPA § 801)—Dissociation triggers dissolution when any of the following occur, and the partnership continues only to wind up:
a. (1) A partner in a partnership-at-will chooses to dissociate; OR
b. (2) In a partnership for a definite term or particular undertaking, EITHER
i. (a) Upon completion of the term or undertaking, OR
ii. (b) After wrongful dissociation, if at least half the remaining partners vote to wind up; OR
c. (3) An event anticipated in the partnership agreement occurs.
ii. Buyout and Continuation
1. Process

a. Buyout—If dissociation does NOT trigger dissolution, the remaining partners must buy out the dissociating partner’s interest, and the partnership may continue.
i. Steps (RUPA § 701)
1. (1) The partnership must purchase the dissociated partner’s interest; AND

2. (2) The buyout price is based on the partnership’s assets at the time of dissociation and equal to the greater of either (a) the partnership’s liquidation value, OR (b) the partnership’s value as a “going concern” (i.e., how much the business makes, including goodwill value); AND
3. (3) If applicable, any damages from wrongful dissociation are deducted from the value of the dissociated partner’s interest (RUPA § 701(c)).
ii. Payout to Wrongfully Dissociated Partner (RUPA § 701(h))—A wrongfully dissociated partner is NOT entitled to the buyout value UNTIL the partnership ends or completes its undertaking.
b. Types of Continuation
i. Pursuant to Partnership Agreement—After dissociation, a partnership may continue pursuant to the partnership agreement when the partner’s dissociation does NOT breach an express term of the partnership agreement.
ii. After Wrongful Dissociation—After wrongful dissociation, a partnership for a definite term or particular undertaking will continue until the term or undertaking completes, UNLESS at least 50% of partners vote to dissolve.
EXAMPLE: Pav-Saver v. Vasso.

PSC owns the Pav-Saver trademark. Dale is the manufacturer of the Pav-Saver “slip-form” paver. Dale partnered with both Meersman, the owner of Vasso Corp., and PSC to manufacture and sell Pav-Saver machines. Then then dissolved the partnership and with the same 3 partners, consolidated the names into PSC and Vasso. They drafted a partnership agreement in which they called themselves a “permanent partnership.” It also included a wrongful dissociation provision. When sales slumped, PSC sent Meersman and Dale a letter terminating the partnership. Meersman then moved into an office on PSC premises, physically ousted Dale, and began working as the company’s manager. PSC sued to dissolve the partnership (b/c Meersman was acting like the partnership continued), and Meersman counterclaimed, arguing PSC wrongfully dissociated. Issue: Did PSC wrongfully terminate the partnership, and if so, what are the damages? Holding: Yes, PSC wrongfully terminated the partnership. As a result, the partnership can continue to use the PSC patents—UPA supersedes the partnership agreement b/c Vasso decided to continue the business (allowed by statute), and he needs the patents to do so. Vasso’s liquidated damages are calculated by the PN agreement, and by statute, such calculation excludes the corporation’s good will value. Vasso is entitled to $384,000 in damages.

Based on old law: UPA § 32(2)—When dissolution is caused in contravention of a partnership agreement:

(1) The non-dissociating partners have a right to damages for the breach

(2) Other partners may continue the business

(3) The partner who wrongfully dissociated receives:

(a) If the business terminated, the remaining cash less damages

(b) If the business continues, the value of his/her interest less damages, EXCLUDING the value of good-will (Good-will = value of intangible assets, such as the business’s reputation, brand name value, and patents)
COMPARE: UPA § 32(2) vs. RUPA § 701(b) 
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Questions:
(1) What argument can you offer that the majority decision is wrong?
The majority’s decision contravenes the PN agreement to which all parties agreed. Since the patents were supposed to go back to PSC after termination, it seems the parties intended the partnership business to end after someone withdrew.
(2) Would PSC’s remedy be different under RUPA?
Yes, because RUPA does not exclude good will from its damage calculation, so PSC would likely have owed more.
(3) How important is the language in the PN agreement about forming a permanent PN?
Very important, as it gave PSC the power but not the right to dissociate. It provided the basis for Vasso to successfully argue PSC wrongfully terminated the partnership and was liable for damages.
Without this provision, PSC would have terminated with both the power and the right, and (under RUPA), the partnership would have to end.
( Advice to Pav Saver?

Seek judicial dissolution

CORPORATIONS
HISTORY & FORMATION
I. History of the Corporation

a. Justification for the Corporate Form
i. Designed for large-scale business, power, and growth
ii. Can accumulate capital from several sources
iii. Permanent existence, as opposed to other types of firms
iv. Satisfied need for entity that could hold large amounts of money and assets for a long time
b. Sources of Corporate Law
i. State Law: Internal Affairs Doctrine—The state of incorporation’s law governs the corporation’s internal affairs.
1. Model Business Corporations Act (MBCA)
2. Delaware Law (DGCL)
ii. Pseudo-Foreign Corporation Statutes (Jx dependent)

1. California Corporations Code § 2115—Subjects private, “foreign” (corporations incorporated in another state) corporations to the California Corporations Code if the corporation meets the following thresholds: (1) the corporation derives at least half its taxable income, property, and payroll from California; AND (2) at least half of the corporation’s outstanding voting shares are within California

2. Delaware—The Delaware Supreme Court ruled these statutes unconstitutional.
a. ( Delaware does NOT enforce these statutes

3. HYPO: Axis Corporation sells beach merchandise, including surf boards, wetsuits, and towels. Axis was founded by the John and Mary, who were born in California. When they started Axis, they pitched the company to investors in their area, and as a result, all Axis’s shareholders reside in California. Thirty-six of its forty stores are located in California, with the remainder scattered along the coastal cities in other states. However, Axis is incorporated in Delaware. What law governs Axis’s internal governance?

a. Answer: Delaware law. Although Cal. Corp. Code § 2115 seeks to require Axis to observe California’s corporate law (and Axis meets § 2115’s requirements), Delaware does not enforce such statutes. Since Axis is incorporated in Delaware, a Delaware court would apply Delaware law to Axis’s internal affairs.

iii. Federal Law (Primarily regulates public corporations)
1. Securities and Exchange Acts

2. Sarbanes Oxley Act of 2002

3. Dodd Frank Act of 2010

4. JOBS Act of 2012
iv. Production of Corporate Law
1. Almost 60% of domestic, publicly traded companies incorporated in Delaware, and 90% of domestic, publicly traded companies that re-incorporate do so in Delaware

2. ( Delaware has the largest body of precedent interpreting its corporate law

3. ( Delaware law influences other states’ corporate law

4. ( Delaware has a special court for business matters (“Court of Chancery”) that has a reputation for excellence in business law, and its supreme court is similarly well-respected
v. Critiques of the Internal Affairs Doctrine: Race to the Bottom or the Top?

1. Pros 
a. Competition makes America great
b. The law in Delaware is great for corporations
2. Cons

a. If the people allow corporations to choose which state works best for them, the people lose and corporations win because the law will protect corporations over the people (“Race to the Bottom”)
b. Delaware caters to the corporations
II. Defining Features of the Corporation

a. Corporation—A corporation is a legal person typically possessing the following attributes: (1) separate entity from its owners; (2) perpetual existence; (3) limited owner liability; (4) centralized management; (5) divisible ownership; AND (6) transferable shares and debts.
i. (1) Separate entity—The corporation has legal rights, including some constitutional rights like free speech
1. ( Formal creation requires state filing and approval
2. ( Separate taxpayer
a. Critique: Double Taxation Problem—The corporation pays taxes on profits, which are distributed to the shareholders as profits. The shareholders must pay taxes on those dividends.
ii. (2) Perpetual existence—The corporation exists indefinitely without affirmative action to dissolve.
iii. (3) Limited owner liability—Unless otherwise specified in the Articles of Incorporation, shareholders are NOT personally liable for the corporation’s acts or debts. (MBCA § 6.22(b))
1. EXCEPTION: Shareholders are personally liable for their own tortious acts or conduct.
2. ( Corporate ownership looks like an option interest, where the owner receives the benefit of profits without sharing the liability of loss
iv. (4) Centralized management
1. Board of Directors—The corporation’s board of directors (“BOD”) is the primary decisionmaker for the corporation, and it exercises and manages the corporation’s powers, business, and affairs. (MBCA § 8.01(b))
a. Key Elements
i. Shareholders elect the BOD
ii. Fiduciary duty to BOTH the corporation AND shareholders (NOT agents)
2. Corporate Officers—Corporate officers are managers or executives elected by the BOD to manage the corporation’s day-to-day operations subject to the BOD’s discretion.
a. Key Element: Fiduciary Duty as AGENTS to the corporation
3. Shareholders (aka stockholders)—Shareholders are equity investors who elect a board of directors and otherwise refrain from managing the corporation’s business and affairs.
a. NOTICE: Shareholders MAY work on the BOD, and in the shareholder’s capacity as a BOD, the shareholder may manage the corporation’s business and affairs.
v. (5) Divisible ownership (aka stock or shares)—The process of injecting money into the corporation is formalized in the purchase and sale of securities.
1. Security—A security is a long-term, permanent claim on the corporation’s assets and future earnings issued pursuant to formal contractual instruments.
a. Equity Security (stock or share)—An equity security is issued as a share of stock entitling a person to an ownership interest in the corporation.
i. Authorized Shares—The Articles of Incorporation state the total number of shares the corporation can issue.
ii. Consequences—Purchaser owns the corporation as a shareholder (or stockholder) and obtains those legal rights
b. Debt Security (bond)—A debt security is a promise to the investor that the corporation will repay the investment.
i. Consequences—Purchaser becomes a corporate creditor and is entitled to interest on debts
vi. (6) Transferable shares and debts—Equity and debt securities may be transferred ( owners and creditors change as they trade the securities
1. Significance

a. Decoupling ownership from management (thru centralized management) allows owners to come and go easily without destabilizing the business

b. Allowing transferable ownership shares allows ownership to flow without destabilizing the business

c. Increases firm’s attractiveness over other firm types

d. Allows corporation to exist indefinitely
2. Efficient Capital Market Hypothesis (“ECMH”)—Hypothesis says the share price reflects all publicly available information
III. Forming a Corporation
a. Key Documents

i. Articles of Incorporation (aka “Certificate of Incorporation” or “charter”)​
1. Generally
a. The corporation’s “Constitution”
b. Hard to change

c. Filed with the state
d. More fundamental
2. Required Info (DGCL § 102(a); MBCA § 202(a))—The Articles of Incorporation is the founding document for a corporation that must be filed with the state of incorporation and MUST include the following information: 
a. (1) the corporation’s name, 
b. (2) the number of shares the corporation is authorized to issue, 
c. (3) the corporation’s address, AND 
d. (4) the incorporators’ names.
3. OPTIONAL—The charter MAY include the following information: 
a. (1) the directors’ names; 
b. (2) the corporation’s purpose; 
c. (3) the corporation’s definitions, limitations, and regulatory powers; 
d. (4) provisions about the imposition of personal liability for the corporation’s debts
e. (5) a provision eliminating/limiting directors’ liability to the corporation or shareholders for money damages for errors and omissions, UNLESS the directors’ liability arises from (a) a financial benefit received by a director to which s/he is not entitled, (b) an intentional infliction of harm on the corporation or shareholders, AND (c) liability for directors who approve unlawful distributions to shareholders; (d) intentional violation of criminal law
f. (6) a provision permitting/requiring the corporation to indemnify a director to any person for any error or omission, UNLESS the liability arises from (a) a financial benefit received by a director to which s/he is not entitled, (b) an intentional infliction of harm on the corporation or shareholders, AND (c) liability for directors who approve unlawful distributions to shareholders; (d) intentional violation of criminal law
ii. Bylaws—The bylaws are a governing document that does not need filing with the state and outlines the corporation’s internal governance, such as the rules about director election, filing director vacancies, notice periods, and details for calling and holding shareholder and director meetings.
1. Generally
a. Like legislation

b. Easier to change

c. Some restrictions about what bylaws can change about the corporation
b. Process of Incorporation

i. Formal Requirements

1. Select state of incorporation
2. Reserve desired corporate name by application to the Secretary of State or other designated state office
3. Arrange for a registered corporate agent or registered agent for service of process (if the promoter is out of state)
4. Draft, execute, and file the Articles of Incorporation with the relevant state agency according to state law (DGCL § 102)
a. ( The secretary of state must accept the Articles if they meet the statutory requirements (DGCL § 103(c))
b. ( Properly filing the Articles brings the corporation into existence (DGCL § 106)
5. If the Articles of Incorporation do not state the directors, the promoter must select them at the first organizational meeting to serve until the first shareholder meeting (DGCL § 108)
ii. After Incorporation
1. If the certificate does not name directors, the corporation holds an organizational meeting with the promoters to elect directors (DGCL § 108)
2. After this meeting, the corporation accomplishes the following:
a. Appoints corporate officers (i.e., CEO, CFO, COO, President)
b. Adopts bylaws (DGCL § 109)
c. Adopts pre-incorporation promoters’ contracts
d. Authorizes the issuance of shares, stock certification, corporate seal, corporate account (bank account), etc.
3. Prepare BOD meeting minutes, open corporate books and records, issue shares, qualify to conduct business in relevant states, obtain permits, obtain a taxpayer ID number, etc.
4. Plan for shareholder meeting, as required

c. Promoter Liability [RARE]
i. Promoter (aka “founder” or “organizer”)—A promoter is a person who takes initiative in founding and organizing a business or enterprise
1. Distinguish: Incorporators—Incorporators have the limited and mechanical task of preparing incorporation documents and filing them with the state.
2. NOTICE: RARE because promoters can incorporate their businesses online, which means applications are processed faster and promoters have literally no reason to risk liability by making contracts pre-incorporation (as opposed to waiting to receiving docs by mail).
ii. Pre-incorporation liability—Absent a contrary intent manifested in the contract, a promoter is liable for contracts created on the future corporation’s behalf.
iii. Post-incorporation liability— A corporation is only subject to liability for a pre-incorporation contract if the corporation adopted it, and the promoter remains liable UNLESS all the following are true: (1) the corporation is formed; (2) the corporation adopted the pre-incorporation contract; AND (3) the parties agreed to release the promoter from liability in either the initial contract or in a novation.
1. Express adoption—The BOD passes a formal board resolution to adopt the contract.
2. Implied adoption—The board and officers knew about the contract and acquiesced in it.
iv. Fiduciary duties
1. To the corporation—Promoters have a fiduciary duty to deal with the future corporation in good faith and act fairly in transactions with the corporation.
2. To other promoters—Promoters must disclose relevant information to other relevant parties, such as opportunities and conflicts.
IV. Limitations and Imperfect Formation

a. Corporate Powers 
i. Broad by Statute—Corporations may engage in any lawful purpose, and they may enter into transactions that are reasonably incidental to their business purpose (DGCL §§ 121, 122)
ii. Ultra Vires Doctrine [RARE]
1. History
a. Purpose—Originally, corporations were limited to the purpose and powers enumerated in its charter, and the courts considered any actions taken outside the enumerated purpose and powers were “ultra vires” (over its lawful power) and void. Modern courts broadly allow corporations to engage in “any lawful purpose”

i. ( Rare application

b. Ultra Vires Doctrine—If a transaction extended beyond the corporation’s purpose or powers, either party to the transaction could disaffirm it.

i. EXAMPLE: If a railroad corporation chartered to run from New York to Boston decided to engage in shipping, a person could bring a lawsuit and say that was not a valid contract for the corporation to enter into.

2. Modern Application
a. Two potentially applicable situations:
i. Corporation commits illegal activity

ii. Corporation does something so disconnected from shareholders’ interests and what is “reasonable” or incidental to the main business that there is some aspect of waste/wastefulness involved in the prospect

1. Prof’s EXAMPLE: Apple decides to build a statue of an iPhone 100 sq. ft. large and then explode it.  It’s wasteful and beyond the corporation’s point.
b. Defective Incorporation

i. Rationale—Protect shareholders and directors from personal liability when they are ignorant of defective incorporation
ii. De Facto Incorporation—If a corporation was imperfectly formed (i.e., not incorporated), the law treats the entity as a corporation IF the organizers (1) tried to incorporate in good faith; AND (2) were entitled/had a legal right to incorporate; AND (3) acted as if they were a corporation.
1. EXAMPLE: Incorporation documents were lost in the mail

2. EXAMPLE: Mailed incorporation documents to the U.S. Secretary of State, not the state secretary of state

iii. Incorporation by Estoppel—If a corporation has not been formed, the law treats the entity as a corporation if a person transacting with the firm BOTH (1) knew the firm was not incorporated, AND (2) used this knowledge in entering into a contract such the person would realize a windfall if allowed to collect directly from the firm owners.
1. Stated Another Way, page 216—People who urge defendants to execute contracts in the corporate name knowing that the defendants have not incorporated are estopped to impose personal liability on the defendants.
2. TRIGGER: The organizers don’t try to incorporate
V. Partnership and Corporation Hybrids
a. Partnership-Like Hybrids
i. Hallmarks

1. Limited liability (Like corp)

2. Formal state filing requirements (like corp)

3. Pass through taxation (like PN)

4. Lots of wiggle room to change default rules (like PN)

ii. LLP—Limited liability form of general PN

1. Increased liability coverage than a PN ( shields partners from personal liability for PN debts, BUT a partner remains liable for his/her wrongful acts

2. Requires filing w/ the state

3. MUST include “LLP” in the name

iii. LP—Limited Partnership

1. Must file documents to register

2. Two different types of partners (Must have 1 of each)

a. Limited partners—Silent/passive partners without management rights. They are not personally liable UNLESS they participate in management or control of the LP (ULPA § 303(a) (1985 version))

i. Put in money, do NOT manage the company, and in exchange, have NO liability

b. General partners typically manage the business have may bind the PN. They are personally, jointly and severally, liable for PN debts

b. Corporation-Like Hybrids (Prof. says the differences come down to taxation)

i. LLC: Limited Liability Company (Best of both worlds—Full limited liability + PN tax treatment)

1. Must register w/ state 

2. Must provide governing rules (“operating agreement”) to the state

3. Types

a. Member managed—All members are managers

b. Manager managed—Some owners not managers and have no right to vote

4. Limitations on capital structure complexity and share transferability

a. ** Designed for small businesses

5. Some states treat LLCs unfavorably

ii. S Corporation (is incorporated)

1. Created by the tax code

2. Pass through taxation

3. Limited liability

4. Constrains on number of shareholders, source of corporate income, types of shareholders (1 class only), deductions on pass through losses

c. How to Choose

i. Hybrids best for small business

ii. Pure firms are best for larger companies or when state law forbids using a hybrid

VI. Corporate Limited Liability

a. General Rule: No Corporate Liability—A shareholder is NOT personally liable for the corporation’s acts or debts, BUT a shareholder may be personally liable for his/her own tortious conduct.
i. NOTICE: Corporate limited liability does NOT protect directors or employees.
b. EXCEPTION: Piercing the Corporate Veil [for closely held entities]
i. Piercing the Corporate Veil—“Piercing the corporate veil” refers to the legal process that allows plaintiffs to hold shareholders personally liable for the corporation’s acts or debts. 
1. Van Dorn Test—A plaintiff may piece the corporate veil when BOTH: (1) there is such a unity of interest and ownership that distinctions between the corporation and individual are meaningless; AND (2) the circumstances are such that adhering to the fiction of a distinct corporate existence would permit a fraud or promote injustice.
a. (1) Unity of Interest Factors (Sea-Land Services v. Pepper Source)
i. Lack of corporate formalities (e.g., no director meetings, no governing documents, no separate corporation bank account)
ii. Commingling funds and assets
iii. Severe under-capitalization, meaning the corporation is severely missing equity (not enough money to fund the “business”)
iv. Shareholder treats the corporate assets as his/her personal assets
b. (2) Work Fraud or Promote Injustice
i. Fraud—Misrepresentation or omission of a material fact, and the plaintiff relied on the misrepresentation or omission to his or her detriment.
ii. Injustice—A creditor plaintiff must show an injustice beyond its inability to collect a debt. (Sea-Land Services v. Pepper Source)
1. EXAMPLE: Sea-Land Services v. Pepper Source.
a. Pepper Source ordered Jamaican sweet peppers from Sea-Land and failed to pay the bill. Pepper Source was owned by a man named Gerald Marchese who owned five other companies. Marchese could not recall created Articles of Incorporation or bylaws for any of his businesses. He operated them all from the same office, on the same phone, with the same expense account. When he wanted, he “borrowed” money from each company without interest. He used money from each company to pay alimony, child support, and veterinarian costs. Sea-Land sued Marchese to collect Pepper Source’s debt. Issue: Has Sea-Land adequately pled facts allowing it to pierce the corporate veil? Held: Sea-Land adequately proved unity of interests, but it did not prove it would suffer an injustice other than a failure to collect its debt.
2. Pleading—The plaintiff must plead specific facts showing the shareholder and the corporation are essentially one.
a. EXAMPLE: Walkovsky v. Carlton.
i. Walkovsky was hit by a cab owned by one of Carlton’s cab companies. Carlton owned stock from 10 cab companies, and they each owned 2 cabs each and carry the minimum liability insurance. Walkovsky’s complaint alleged Carlton’s 10 companies operated as one—sharing financing, supplies, repairs, employees, and garaging. Walkovsky further alleged this scheme defrauded the public about who owned the cabs. Issue: Did Walkovsky adequately plead facts allowing him to pierce the corporate veil? Held: Complaint dismissed for insufficiently pleading unity of interests b/c Walkovsky did not plead any facts showing Carlton disrespected the corporate form. 
3. Solution = Commit to corporate recordkeeping
ii. Alternatives to Piercing
1. Enterprise Liability
a. Theory of Liability—The shareholder treats the sister corporations as a single business, so the plaintiff should have access to the sister corporations’ assets.
i. NOTICE: Does NOT seek to hold the shareholder personally liable
b. Proof—Only use the Van Dorn test once to show the shareholder was commingling sister corporations’ funds or otherwise treating them as one combined business entity (e.g., using the same office, supplies, etc.)
2. Piercing and Reverse Piercing

a. Theory of Liability—The plaintiff pierces the corporate veil and accesses the shareholder’s assets first, then the plaintiff “reverse pierces” to get at the sister corporations’ assets
b. Proof—The plaintiff must win the Van Dorn test twice—first to initially PCV, then again to pierce the sister corporations’ corporate veil
c. Effect/Rationale—The plaintiff accesses a larger pot of money
CORPORATIONS
INTERNAL GOVERNANCE & FIDUCIARY DUTIES
I. Introduction to the Board Fiduciary Duties
a. The Board of Directors, Generally
i. Powers
1. Primary decisionmaker for the corporation as a collective
2. Collectively hold the authority to act and bind the corporation
a. ( A single director has no power
3. Fiduciary duty to BOTH the corporation AND shareholders (NOT AGENTS!!!)
4. Subject to certain limitations, the board may delegate authority to officers
ii. Director Election
1. Directors nominate directors for election, and shareholders vote to elect board members at the annual stockholder meeting
2. Directors may work at the corporation as CEO or other high-level position
3. Directors tend to hold CEO or other executive officer positions at other corporations
iii. Board Action
1. Board Meetings (DGCL § 141(b))—The BOD may take action by a majority vote at a board meeting where the total number of directors constitutes a quorum, UNLESS the Articles of Incorporation or bylaws require a greater number.

a. Quorum (DGCL § 141(f))—One-third of directors must be present, unless the corporation’s Articles of Incorporation or bylaws require a different number.
b. Type of Meeting (DGCL § 8.20)—The BOD may meet at either a regular or special meeting.
c. Notice of Meeting
i. Regular Meeting (MBCA § 8.22)—Regular meetings need no notice.
ii. Special Meeting (MBCA § 8.22)—Special meetings require two days’ notice.
iii. Waiver (MBCA § 8.23(a)–(b))—A director may, in writing, waive notice of meetings, but a director’s attendance waives any required notice unless the director objects
2. Action by Written Consent (MBCA § 8.20)—The BOD may act without a board meeting by unanimous written consent.

II. To Whom Fiduciary Duties Are Owed
a. Creditors—Creditors are those who own debt securities.
i. Duty to Creditors—Contract law governs the BOD’s duties to creditors.
1. NOTICE: No fiduciary duty to debtors.
2. Considerations
a. Interpretation of express terms
b. Implied duty of good faith and fair dealing
b. Shareholders
i. Duty to Shareholders—The corporation must act in a manner that will primarily benefit the corporation and its shareholders. (Dodge v. Ford Motors)
1. EXAMPLE: Dodge v. Ford Motors.
a. The Dodge brothers owned 10% of Ford Motors. From 1911 to 1916, the company paid $1.2 million in dividends each year and $45 million total in special dividends. In 1917, Ford Motors announced it would stop issuing the special dividends. Mr. Ford explicitly stated he wanted to increase the number of cars Ford Motors produced annually to give people more jobs and more cars, even though this would initially result in diminished returns for shareholders. Issue: Was Ford’s dividend plan improper? Held: No. Ford Motors cannot undertake a business plan that has a mere incidental benefit to the shareholders.

i. Advice to Ford:

b. Just say, “I think this will benefit the company and shareholders” and nothing else
2. Carve-Outs 
a. Constituency statutes— A constituency statute expressly allows a corporation to consider stakeholder and other constituencies’ interests along with shareholders’ interests.
i. Jx Dependent: Delaware does NOT have one
ii. EXAMPLE, Oh. Rev. Code § 1701.59(E): For the purposes of this section, a director, in determining what the director reasonably believes to be in the best interests of the corporation, shall consider the interests of the corporation’s shareholders and, in the director’s discretion, may consider any of the following:

1. (1) the interest of the corporation’s employees, suppliers, creditors, and customers;

2. (2) the economy of the state and nation;

3. (3) Community and societal considerations;

4. (4) The long-term as well as short-term interests of the corporation and its shareholders, including the possibility that these interests may be best served by the continued independence of the corporation. 

b. Charitable giving—All fifty states allow corporations to donate to charity.
i. TEST–Was the gift reasonable in value and in purpose?
ii. EXAMPLE: Theodora Holding Corp. v. Henderson
1. Girard Henderson held the majority of stock for Alexander Dawson, Inc. His ex-wife, Theodora Henderson held shares thru a holding company. Girard wanted to donate a tract of land to the Foundation to run a camp for underprivileged boys. The land was worth $528,000, and that year, the corporation’s income was $19,144,229.06. Issue: Was the donation improper? Held: The gift was reasonable b/c it was incredibly small in comparison to the company’s income; the “loss” to the shareholders (i.e., a potential dividend) amounted to $0.15/dollar or $80,000 total. 
c. Political spending—A corporation’s decision to pursue an independent political expenditure is treated as an ordinary business transaction subject to the business judgement rule, UNLESS the situation involves a conflict of interest, illegality, or fraud.
d. Benefit corporation—A nontraditional corporation that requires its charter to include a specified public beneficent purpose, alone or together with a for-profit purpose, and who requires BOD to consider corporate decisions’ impact on non-shareholder interests
i. Effect = Corporation enjoys the benefits of corporation status without being held to the shareholder primacy rule
ii. Honorable Mention—B Corporations are corporations certified by B Lab for meeting their standards for social and environmental performance
ii. Competing Theories of Corporate Purpose
1. **Shareholder Primacy—A corporation is shareholders’ private property whose primary purpose is to generate as much revenue for the shareholders as legally possible.
2. Corporate Social Responsibility—A corporation is a legal person with a dual profit-generating and social service purpose that impacts “stakeholders.” 
a. Stakeholders—Refers to everyone affected by the corporation’s existence, including shareholders, directors, employees, and the community
b. Trend—Most corporations undertake CSR roles now
i. EXAMPLE: Disney’s ESG Report

1. Statement: “We remain deeply committed to doing our part to ensure that in growing our business, we are operating with integrity, taking care of our people, and doing good in our world.

a. ( Is this a mix of shareholder primacy AND corporate social responsibility? a/k/a it’s in Disney’s interest to make the world better so it can continue to make more money?
III. Directors’ Duty of Care—Diligence in Performing Tasks
a. Business Judgment Rule—Courts broadly defer to the Board of Directors and refuse to review BOD decisions, UNLESS the Board’s actions involve one of the following: (1) The BOD did not act in the honest belief the action was in the corporation’s best interests; OR (2) [RARE] The Board’s action was based on an uninformed investigation; OR (3) The Board’s action involves a conflict of interest.
i. NOTICE: Does NOT apply to Director inaction
ii. EXCEPTIONS ELABORATED
1. (1) The BOD did not act in the honest belief the action was in the corporation’s best interests
a. EXAMPLE: Dodge v. Ford Motors.

i. The Dodge brothers owned 10% of Ford Motors. From 1911 to 1916, the company paid $1.2 million in dividends each year and $45 million total in special dividends. In 1917, Ford Motors announced it would stop issuing the special dividends. Mr. Ford explicitly stated he wanted to increase the number of cars Ford Motors produced annually to give people more jobs and more cars, even though this would initially result in diminished returns for shareholders. Issue: Was Ford’s dividend plan improper? Held: No. Ford Motors cannot undertake a business plan that has a mere incidental benefit to the shareholders.
ii. Advice to Ford:

1. Just say, “I think this will benefit the company and shareholders” and nothing else
b. EXAMPLE: Kamin v. American Express.

i. American Express purchased 2 million shares of DLJ stock for about $30 million. The stock depreciated to $4 million in three years. The BOD proposed disbursing the DLJ stock as a dividend, but two shareholders objected, arguing the company should sell the stock, report the loss, take a tax break worth about $8 million, and disburse the $12 million. The BOD held a meeting where it reviewed both sides’ accounting reports. The BOD decided to disburse the divided and not sell. The two shareholders sued. Issue: Did the BOD breach its fiduciary duty to the shareholders by distributing worthless stock? Held: The court defers to the BOD to make business decisions. 
2. (2) [RARE] The Board’s action was based on an uninformed investigation
a. EXAMPLE: Smith v. Van Gorkum.
i. Van Gorkom was a shareholder and director of a Trans Union, whose stock traded at $38/share. He negotiated a leveraged buyout with Pritzker to purchase the company at $55/share. The parties go to a bank, and five days later, Van Gorkum tells senior management 1 hour before a BOD meeting about his plan to sell the company. This was the first time anyone heard of the leveraged buyout. After 2 hours, the BOD voted to approve the leveraged buyout, and Van Gorkum signs the merger agreement without reading it. The shareholders then approve the merger. Issue: Was the BOD informed when it accepted the merger offer? If not, could either the BOD or the shareholders cure? Held: No and no. The BOD and shareholders were uninformed, so the merger was invalid. The shareholders also did not know how the price was set, so they could not cure the BOD’s mistake. Rationale: The BOD only took 2 hours to approve the merger, they did not read the merger agreement, they did not have any accountants look at the terms, and *the BOD did not know how Van Gorkum set the $55/share price (feasibility/for how much shareholders would sell, rather than based on company value).
3. (3) The Board’s action involves a conflict of interest
a. NOTICE: This is the two-step Duty of Loyalty test below.
b. MBCA § 8.31—A director may be found liable IF:
i. Corporate charter indemnification or cleansing does NOT preclude liability; AND
1. So even if you make the craziest decision, the charter may say it’s OK to make any decisions
ii. The Director did NOT act in good faith; OR
iii. The Director was NOT informed; OR
iv. The Director showed a lack of objectivity due to the Director’s lack of independence; OR
v. The Director failed to devote ongoing attention to oversight or devote timely attention when particular facts arise.

c. Directors’ Affirmative Duties—Directors have affirmative duties they must undertake, and their failure to do so may result in breaching their duty of care.
i. Affirmative Duties
1. Acquire an understanding of the corporation’s business (Directors are not required to be experts in the corporation’s business, but they must at least have business experience or knowledge)
2. Continuing obligation to keep informed of the corporation’s activities
3. Attend BOD meetings regularly

4. Regularly review financial statements
5. Upon discovery of illegal activity, object, and if it does not cease, resign
ii. EXAMPLE: Francis v. United Jersey Bank.

1. The Pritchard family owned a reinsurance business. The four of them (parents + 2 sons) were the sole shareholders and directors. The company did not separate its clients’ funds from its general operating account. When Mr. Pritchard died, the two sons took over the business. They continued their father’s practice of taking “loans” from the company. Eventually, the loan amounts exceeded the company’s profits, and the company went bankrupt. The whole time, Ms. Pritchard knew nothing about the business, and when she died, the company’s creditors sought to recover from her estate.
a. Holding: Ms. Pritchard breached her duty of care by doing literally nothing.
b. Rationale: Shareholders have a right to expect directors will reasonably control and supervise the corporation. Directors are not mere “ornaments” of the corporation—they are supposed to direct the corporation’s activities. Here, even a cursory look at the financial statements would’ve shown Ms. Pritchard that her sons were ruining the company. At that point, she should have objected and resigned.
IV. Avoiding Director Liability (NOTICE: Directors are NOT entitled to limited liability)
a. Business Judgment Rule

i. Put shareholders first

ii. Make informed decisions by hiring fancy law firms to write a fairness opinion about the transaction with analysis

iii. Avoid conflicts of interest

b. Indemnification—Indemnification generally refers to the legal effect of making or agreeing to make a person whole following possible or anticipated losses and expenses, such as attorney’s fees and court judgments.

i. * Every Articles of Incorporation contains an indemnification provision

ii. Mandatory or Permissive Indemnification
1. Mandatory Indemnification—A corporation must indemnify a director when s/he satisfies certain statutory prerequisites

a. EXAMPLE: Prevailing party clause
2. Permissive Indemnification (DGCL § 145)—A corporation may decide to indemnify a present or former director against expenses and judgments if the director acted in good faith, AND the corporation has no reasonable cause to believe the conduct was unlawful, EXCEPT if the person is judged to be liable to the corporation.

c. D&O Insurance—Insurance that indemnifies a director against expenses and judgments.

i. DGCL § 145(g)—A corporation may purchase and maintain insurance on behalf of a director for any liability, regardless of whether the corporation has the power to indemnify the person against such liability.
ii. Premium payments—Made by the corporation

d. Articles of Incorporation Eliminates or Limits Director Liability (DGCL § 102(b)(7))— A corporation may include in its COI a provision eliminating or limiting the directors’ personal liability for monetary damages for breach of fiduciary duty, provided the provision does NOT eliminate or limit the directors’ liability for either (1) breach of duty of loyalty, OR (2) acts or omissions not in good faith or that involve intentional misconduct.
V. Directors’ Duty of Loyalty—Regulates self-dealing transactions and conflicts of interest
a. TEST: Two Steps (Burden shifting?)
i. Step 1, Plaintiff’s Burden: TEST—Conflict of Interest—Does the transaction involve a conflict of interest?  
1. (a) Is a director or shareholder involved on one side of the transaction? (MBCA § 8.60)
a. TEST—Director/shareholder involvement (MBCA § 8.60)
i. (1) Director is a party to the transaction; AND
ii. (2) Director had knowledge and a material financial interest in the transaction, AND
iii. (3) A transaction which the Director knew a related party had an interest in.
1. Related = child, siblings, spouses, parents, natural person living in the same household, and the aunt, uncle, niece, nephew of the director/shareholder or their spouse
2. Not related = cousin
2. (b) Is the firm involved on the other side of the transaction?
a. [IF NOT OBVIOUS] Corporate opportunity doctrine (Guth v. Loft)—A corporate officer or director shall NOT take a business opportunity for his/her own when considering the following factors:

i. (1) The corporation is financially able to take the opportunity

ii. (2) The opportunity aligns with the corporation’s line of business

iii. (3) The corporation has an interest OR expectancy in the opportunity

1. Interest: Something to which the firm has a right (i.e., by contract)

2. Expectancy: Something which, in the ordinary course of things, would come to the corporation

iv. (4) The director or officer embracing the opportunity would create a conflict between the director’s self-interest and the corporation’s interest
v. Modification—The corporation may except Directors from the corporate opportunity doctrine in the Bylaws
vi. Application—Applies to all offers a director receives in his/her personal or director capacity
3. (c) Is a director or shareholder receiving a benefit from the firm not received by all?
a. EXAMPLE: Polestar offers to sell you, a Director, a car for $500 down and $30/month. Polestar and a director are on both sides of the transaction. Is it a conflict of interest? Not if every other Director receives the same offer.
ii. Step 2, Defendant’s Burden: Cleansing—Has the transaction been properly “cleansed?” (Defendant must prove) (MBCA § 8.61; DGCL § 144)
1. TEST—Cleansing (must have at least one, but two is desirable):
a. Approval by disinterested directors 
b. Approval by disinterested shareholders
c. The court said the transaction was fair to the minority shareholders
2. EXAMPLE: Polestar sells you a car for $1. You are a director. Polestarr= doesn’t offer the same deal to anyone else. What happens now?
b. EXAMPLE: Broz v. Cellular Information Systems, Inc.
i. Broz owned his own company, RFB Cellular and also worked as an outside director for CIS. RFB owned a license to provide cell service to an area called Michigan-4. When Michigan-2’s license went up for sale, RFB expressed interest. Broz checked with three other CIS directors, who said CIS was uninterested in Michigan-2. CIS recently emerged from bankruptcy, and one of its loan conditions required its creditors to approve all encumbrances. Contemporaneously, PriCellular sought to buy CIS and Michigan-2’s license. PriCellular agreed to buy Michigan-2 unless it was out-bid by $500k. RFB out-bid PricCellular, winning the license. Almost a week later, PriCellular acquired CIS.
ii. Issue: Did Broz breach his duty of loyalty to CIS by taking the Michigan-2 bid from PriCellular?
iii. Held: No, because PriCellular had not yet acquired CIS, so Broz had no duty to PriCellular. Also, CIS was uninterested and unwilling to purchase Michigan-2.  
iv. Advice to Broz
1. Resign from CIS BOD to avoid conflict of interest issues
2. Don’t accept nomination to a BOD of a company that competes with your business
3. Formally present the offer to the BOD instead of asking a few directors informally (aka “socializing” the offer)
4. Have CIS Bylaws waive the corporate opportunity doctrine
c. Other Issues

i. Executive Compensation—Directors must act with care and in good faith in BOTH informing themselves AND making decisions about executive compensation.

1. Relevance
a. BOD, or a BOD committee, approves employment compensation contracts
b. ( Conflict of interest where the BOD approves BOD compensation contracts
2. Vehicles to Challenge
a. Duty of Loyalty Two-Step Framework—Is there a conflict of interest? If no, go to Duty of Care
b. Duty of Care— A plaintiff can prove a breach of the “duty” to act in good faith by showing the defendant engaged in an intentional dereliction of duty or a conscious disregard for his responsibilities. (In re Walt Disney)
i. EXAMPLES:
1. Intentionally acting with a purpose OTHER than advancing the corporation’s best interests

2. Intending to violate the law

3. Intentionally failing to fact in the face of a known duty to act, thus demonstrating a conscious disregard for duties.
c. (After cleansing) Waste—The executive compensation scheme is so one-sided no ordinary businessperson would conclude the corporation received adequate consideration.
3. Possible Director Compensation

a. Salary (cash)

b. Bonus

c. Plan-based compensation

i. Stock awards

ii. Stock options

iii. Non-equity incentives

d. Deferred compensation

i. Pension plan

ii. Non-qualified deferred compensation

e. Other

i. Executive loans

ii. Fringe benefits (aka prerequisites or perks)

1. EXAMPLE: Getting the corporate plane once a year

4. Implications

a. Policy debates typically focus on:
i. (1) how to align executive incentives with corporate performance and shareholder value (“reduce agency costs”);
ii. (2) what is “fair pay?”
b. Heavily regulated

i. Tax laws regulate how much a director can receive

ii. SEC disclosure rules for public companies explaining how much they pay executives, the structure of compensation, explanations supporting the decisions

iii. SOX (Sarbnne Oxley Act): Public companies cannot extend loans to corporate insiders, and if there was a misstatement in the financials and someone received a bonus based on those misstatements, the company can claw it back 

1. Legislation resulting from Enron scandal

iv. Dodd-Frank: Public companies must disclose “pay vs. performance” and the pay ratio of the median employee to the CEO; shareholders must vote on executives’ pay, though it’s nonbinding; shareholders must vote on golden parachutes (when company hires an executive and puts a hefty clause promising to pay the executive millions of dollars if it doesn’t work out), even though it’s nonbinding; public companies must have a separate/independent compensation committee that sets compensation
1. Resulted from the 2008 recession
5. EXAMPLE: In re The Walt Disney Company Derivative Litigation.

a. Disney sought to hire David Ovitz as its new CEO. Ovitz successfully operated a Hollywood talent agency. Disney’s interim CEO negotiated a 5-year contract with two options. Under the first option, he received 3 million options vesting in equal parts in the 3rd, 4th, and 5th years of his contract. If the options hadn’t reached $50 million in value, Disney would pay the difference. In the second option, he would get 2 million options vesting immediately if Disney and Ovitz decided to renew the contract. Under the contract, neither party could terminate without penalty. If Ovitz terminated, he would forfeit any benefits remaining in the contract, AND he could not work for a competitor. If Disney terminated for any reason other than gross negligence or malfeasance, Ovitz was entitled to a No-Fault Termination payment (“NFT”) of his remaining salary, $7.5 million in unaccrued bonuses, the immediate vesting of his first tranche options, and a $10 million payment for his second tranche options. The BOD unanimously approved the contract. Fourteen months after he began, Ovitz was terminated. Shareholders sued Disney’s BOD for approving such a one-sided compensation package, and it sought to prevent the NFT payment.
b. Holding: No breach of any duties, and no waste.
c. Rationale: Disney’s governing documents gives its compensation committee the authority to approve employment contracts. The committee approved the contract, so there’s no issue. No waste because Disney was contractually bound to pay the NFT fee.
d. Advice to Disney: 
i. Don’t intentionally act with a purpose OTHER than advancing the corporation’s best interests; intend to violate the law; intend to fail to fact in the face of a known duty to act, thus demonstrate a conscious disregard for duties.
ii. Look more carefully at executive compensation agreements
iii. Look more carefully at your corporate/executive succession plan
ii. Duty to Gather Information and Comply with the Law
1. Duty to Adopt Information Gathering Program—Directors have a duty to ensure the corporation has an information and reporting system, and the failure to do so MAY, in theory, subject a director to liability for the corporation’s non-compliance with legal standards (In re Caremark)
a. Rule (Stone v. Ritter)—Compliance liability requires one of the following:

i. (1) The directors utterly failed to implement any reporting or information systems or controls; OR

ii. (2) Having implemented such a system or controls, the directors consciously failed to monitor or oversee its operations thus disabling themselves from being informed of risks or problems requiring their attention
b. Compliance Program “Elements”
i. Policy manual
ii. Employee training
iii. Compliance audits
iv. Sanctions for violations

v. Self-reporting provisions to allow employees to report violations to the regulator
c. NOTICE: Again, respecting corporate formalities/process protects directors from liability
2. EXAMPLE: Stone v. Ritter.
a. Louise Hamric and Victor Nance set up trust accounts for investors at a Tennessee AmSouth branch, representing the business was creating medical clinics overseas. When the investments failed to pay out, the investors sued Hamric and Nance. A grand jury indicted them for money laundering, and they pled guilty. The federal government investigated AmSouth, and it found AmSouth’s legal compliance program lacked adequate board and management oversight. AmSouth did have some procedures, which a KPMG report proved. AmSouth shareholders sued the BOD for failing to properly implement and oversee the company’s compliance with the law. 
i. Holding: The BOD did NOT breach its duty of loyalty by failing to ensure the corporation complied with federal law
ii. Rationale: The KPMG report showed the BOD had compliance procedures. The fact the procedures weren’t adequate to comply with the law does not meet the standard for imposing compliance liability.
VI. Controlling Shareholders’ Duty of Loyalty to Minority Shareholders

a. General Rule—Controlling shareholders have a duty of loyalty (same test as directors) to minority shareholders ONLY.

i. Rationale—Controlling shareholders have more power, so they must ensure the minority shareholders aren’t being left behind

b. EXAMPLE: Sinclair Oil Corp. v. Levien.

i. Defendant Sinclair Oil produced oil and oil products. It created a subsidiary, Sinclair Venezuela (“Sinven”) to oversee its production in Venezuela. Sinclair owned 97% of Sinven’s stock. Sinclair created a middleman, Sinclair International, to oversee shipping and receiving. Under their contract, Sinven sent oil to Sinclair International, and Sinclair International would facilitate Sinclair’s payment. Sinclair ultimately failed to meet the contract’s production minimum orders and pay Sinven timely. Sinclair would also cause Sinven to pay large dividends to its shareholders b/c it didn’t want money sitting in Venezuela. Sinven’s 3% minority shareholders sued to stop Sinclair from paying the large dividends, which divested Sinven of industrial development opportunities, and to enforce the contract.
ii. Issue: Did Sinclair, as Sinven’s majority shareholder, breach its fiduciary duty to the minority shareholders and breach its contract to Sinven generally?
iii. Holding: 

1. (1) breach of fiduciary duty by paying excess dividends—NO breach b/c minority shareholders received the large dividends too [Guttentag says proper test is the conflict of interest test, though the court did not apply it]
2. (2) breach of fiduciary duty by denying Sinven industrial development opportunities—NO breach b/c Sinven’s purpose was to remain in Venezuela and no evidence it received opportunities to expand [Guttentag says the proper test is the Guth corporate opportunity test, though the court did not apply it b/c Sinven never received any offers]
3. (3) breach of contract—YES breach b/c unfair to minority shareholders
a. *Also a Duty of Loyalty issue
i. Step 1: Is there a conflict of interest?

1. Is a controlling shareholder involved? Yes

2. Is the company involved? Yes
3. Are shareholders getting a benefit not realized by all shareholders? Essentially Sinclair was buying Sinven’s oil for less than it was worth according to the contract, so the majority shareholders (Sinclair) were receiving a “sweetheart deal” on the oil while the minority shareholders received nothing.
ii. Step 2: Was the transaction cleansed?
1. No, there were no disinterested directors
2. No, there were no disinterested shareholders
3. No, the court found the transaction unfair
iv. Advice to Sinclair
1. Buy out the minority shareholders
2. Cleanse relevant transactions

a. Add disinterested directors and have them approve at a BOD meeting
b. Disinterested shareholders approve
c. Have a court say it’s fair
VII. Directors’ “Duty” of Good Faith

a. Relevance—Old case law assumed this was a separate duty, but new cases place these issues in either the duy of care or duty of loyalty
i. Limitation on indemnification (DGCL § 154(a))

1. A corporation shall have power to
indemnify a person who is or was a director against expenses (including attorney’s fees), judgments, fines and amounts paid in settlement if the person acted in good faith and no reasonable cause to believe conduct was unlawful. Termination by settlement does not create a presumption not in good faith or conduct was unlawful.
ii. Required to justify reliance on advisors (DGCL § 154(e))

1. “A member of the board of directors, or a member of any committee designated by the board of directors, shall ... be fully protected in relying in good faith upon [specified documents and persons]”

iii. Limitation on exculpatory charter provision (DGCL § 102(b)(7))

1. “May include in certificate of incorporation a provision eliminating or limiting the personal liability of a director ... for monetary damages for breach of fiduciary duty ... provided such provision shall not eliminate or limit liability of a director: (i) for breach of director’s duty of loyalty ..; (ii) for acts or omissions not in good faith or which involve intentional misconduct; ...”

iv. Statement of the business judgment rule (MBCA § 8.31(a))

b. Key Issues

i. Executive Compensation (duty of care)
ii. Director Oversight Duties (duty of care)
iii. Gathering Information (duty of loyalty)
iv. Complying with the law (duty of loyalty)
CORPORATIONS
SHAREHOLDERS

I. Shareholder Duties and Roles

a. Duties—Generally no duty, except for controlling shareholders
b. Roles—Indirectly manage the business by 
i. (1) suing the BOD,
ii. (2) voting for directors, and 
iii. (3) selling shares
II. Suing the BOD: Shareholder Litigation
a. Significance
i. BOD does NOT have limited liability ( BOD risks personal liability if the case goes to trial
b. TEST—Is the lawsuit direct or derivative? (Aronson v. Lewis)
i. Step (1): Who suffered the alleged harm—the corporation or the shareholders?
1. If the shareholders suffered an injury, was the injury independent of the corporation?
ii. Step (2): Who would receive the benefit of a remedy: the corporation or the shareholders?
iii. EXAMPLE: Tooley v. Donaldson, Lufkin, and Jenrette.
1. Minority shareholders in Donaldson, Lufkin, & Jenrette (DLJ). The majority shareholder, AXA Financial contracted to sell its shares to Credit Sussie (in a buyout). The contract set the sell price at $90/share and held the price for 20 days after the offer. The contract also allowed Credit Sussie to extend the window under certain conditions. Credit Sussie extended the sale window twice, resulting in a 22-day delay in the merger. The minority shareholders sued on a theory the delay was unfair to them. Holding: The minority shareholders stated an unripe direct claim, and they did not allege a derivative claim. Rationale: No relief would go to the corporation. No relief would go to the shareholders b/c the merger was not yet complete. No ripe direct lawsuit b/c the minority shareholders had no contractual right to a shorter or no delay. 
iv. HYPO: ABC Corp entered into a contract with Jones. Jones breached the contract, but ABC Corp has not sued Jones for that breach. May a shareholder of ABC Corp bring a direct lawsuit?

1. ANSWER: No, b/c ABC Corp suffered the harm, and under a breach of contract theory, remedy belongs to ABC Corp
v. HYPO: ABC Corp’s CFO embezzles a significant amount of money and absconds. Shareholders’ stock has significantly declined in value. May a shareholder of ABC Corp sue the CFO directly (aka initiate a direct lawsuit)?

1. ANSWER: No, b/c ABC Corp suffered the harm, and ABC Corp would receive the direct benefit of the remedy

2. BUT, a shareholder may institute a derivative lawsuit

vi. HYPO: The board of XYZ Inc. agrees to sell 80 percent of its assets to an unaffiliated purchaser. Although a vote is required by state law for the sale of “substantially all” of a corporation’s assets, no shareholder vote is scheduled, because the board disputes the plaintiff’s claim that the sale amounts to a disposition of substantially all of XYZ’s assets. May a shareholder sue the board directly?

1. ANSWER: Yes, b/c shareholders’ participatory rights are harmed, and the shareholders would receive the remedy’s benefit
c. Direct lawsuit—A direct lawsuit is a lawsuit by a shareholder alleging a direct loss to the shareholder.
i. Bases for liability:

1. Shareholder did not receive something for which s/he bargained when s/he bought the security
2. Corporation breached a contract with the shareholders
3. Force payment of a promised dividend
4. Enjoin ultra vires activities
5. Securities fraud

6. Protect participatory rights for shareholders (e.g., the shareholders are entitled to vote on an issue, but the BOD did not submit the issue for the shareholders’ vote)
d. Derivative lawsuit—A derivative lawsuit is a lawsuit by shareholders alleging a loss to the shareholders caused by a loss to the corporation.
i. Bases for liability:

1. Breach of duty of care
2. Breach of duty of loyalty

ii. Derivate lawsuit as 2 lawsuits in 1
1. Corporation vs. BOD/individual directors
2. Shareholder(s) representing the corporation vs. BOD/individual directors
a. ( Derivative lawsuits allow shareholders (as corporate representatives) to (1) retain independent legal counsel AND (2) control the litigation (as opposed to the BOD)
b. NOTICE: The shareholders represent the corporation in a manner typically held by the BOD, so the shareholders must prove they were harmed from the corporation’s harm
iii. Rationale for Derivative Lawsuits
1. The BOD represents the corporation and makes business decisions on its behalf
2. If a BOD decision harms the corporation, the BOD will not sue itself and hold itself liable for the corporation’s damages
3. The law allows the shareholders to temporarily represent the corporation and make the business decision to hold the BOD liable for its poor decision-making and the corporation’s damages
iv. “Standing”
1. Mandatory Requirement (The lawsuit begins with whether the court will excuse demand)
a. Pre-Lawsuit Demand (FRCP 23.1; Del. Chancery Court Rule 23.1) Before filing a derivative lawsuit, the plaintiff shareholder(s) MUST do the following:
i. (1) Make a demand upon the BOD to sue themselves for wrongful conduct, UNLESS the shareholder claims a valid excuse, AND 
ii. (2) Plead with particularity the efforts the shareholder undertook to obtain their desired result from the directors OR the reasons supporting the shareholder’s failure to make demand or make the effort to make demand.
b. Form of Demand: Demand letter to the BOD that is sufficiently specific to apprise the BOD of the alleged cause of action’s nature and merits
c. Effect of Demand (jx differs)
i. Option 1: BOD reads the demand and decides against suing itself ( Decision subject to the Business Judgment Rule ( Shareholder goes to court and tries to rebut the Business Judgment Rule by showing the BOD had a conflict of interest, namely that they don’t want comply with the demand to sue themselves for wrongdoing because they were the ones who committed the alleged wrongdoing
1. RARE DIFFERENCE BTW DEL. & MBCA
2. ( DELAWARE: Making demand waives conflict of interest argument ( No one in Delaware makes demand / Everyone in Delaware pleads demand futility
3. ( MBCA: Making demand does NOT waive conflict of interest argument
ii. Option 2: BOD reads the demand and sues itself (which NEVER happens)
d. EXCEPTION: Demand excuse (aka “Demand Futility”)
i. TEST—To prove demand futility and excuse the demand, the plaintiff MUST plead particularized facts that create reasonable doubt EITHER:
1. (1) the majority of directors are disinterested and independent; OR
2. (2) the challenged transaction resulted from a valid exercise of business judgment (rebut BJR).
ii. NOTICE: 
1. Derivative shareholders lack discovery, so they must gather specific facts from a private investigator or breaking news
2. Stock ownership alone is insufficient to prove the BOD was not independent
e. EXAMPLE: Aronson v. Lewis.

i. Prudential solely owned Meyers Parking System. In 1979, Prudential disbursed Meyers stock to its shareholders. One of these shareholders was Plaintiff Lewis (he now owns both Prudential and Meyers). Meyers director Leo Fink, aged 75, had a contract with Prudential such that he would become a consultant to Prudential after retiring from Meyers. Fink retired, and the companies revised Fink’s employment agreement. The new contract was for 5 years, to renew automatically after. Meyers would pay Fink $150k every year and with a bonus of 5% of its pre-tax profits over $2.4 million. Fink could terminate the contract at will, but Meyers needed to give six months’ notice. At termination, Fink would become a consultant to Meyers with another six-figure salary. The Meyers BOD also approved a $225k loan to Fink, and it’s disputed whether he paid it. Lewis sued the Meyers BOD in a derivative suit, challenging the Fink contract as wasteful. Lewis did not make a demand, arguing it was futile b/c Fink personally selected the BOD, so they were not disinterested or independent. Issue: Was demand futile? Holding: No b/c Lewis’s allegations were conclusory. He did not plead any specific facts showing the BOD was improperly influenced or not independent. 
2. Jurisdictional Requirements
a. Bonding (NOT Delaware)—Certain states require a derivative plaintiff with “low stakes” to post security for the corporation’s legal expenses
i. Purpose: Deter lawsuits

b. Special Litigation Committee—In response to derivative litigation, a corporation’s BOD will often create a special litigation committee (“SLC”) comprised of independent directors (either non-defendant directors or newly appointed independent directors) to evaluate the complaint and recommend to the court whether the litigation should proceed (thru motion to dismiss).
i. Jx Differing Treatment of SLC’s Recommendation
ii. Delaware: SLC decision is NOT subject to the Business Judgment Rule (Zapata Corp. v. Maldonado)
1. Two-Step Inquiry
a. (1) Was the SLC’s recommendation made independently and in good faith?
b. (2) Using the court’s business judgment, should the court grant the motion?
2. EXAMPLE: Zapata Corp. v. Maldonado.
a. Zapata Corp shareholders sued the BOD for breaching its fiduciary duty. The plaintiffs pled demand futility, which the BOD did not challenge. The shareholders appointed two new directors to form an SLC who retained independent counsel and recommended dismissal. Issue: Can the SLC “seize” the derivative litigation from the plaintiff shareholders? If so, how should the court review the SLC’s decisions? Holding: Yes, the SLC can seize the litigation, and the court substantively reviews the SLC’s decisions using the court’s business judgment (i.e., NOT subject to BJR). 
iii. New York: SLC decision is subject to the Business Judgment Rule / Courts may only inquire into the SLC’s independence and disinterested-ness (Auerbach v. Bennett)
1. EXAMPLE: Auerbach v. Bennett.
a. General Telephone and Electronics Corporation (“GTE”) shareholders sued in a derivative action to recover over $11 million paid in bribes and kickbacks. GTE created an SLC, which concluded none of the defendants breached their duty of care or personally profited from the alleged payments. The corporation then moved to dismiss. The New York Court of Appeals refused to review the merits of the SLC’s decision b/c the decision was subject to the Business Judgment Rule. It found the plaintiffs could challenge the SLC’s independence and disinterestedness, but the plaintiffs did not raise the issue.
v. Remedies in Derivative Lawsuits
1. Goes to the corporation
2. Attorney’s fees—The corporation MUST pay the plaintiff shareholder’s attorney fees if the derivative lawsuit is successful OR settles.
a. Rationale—Incentivize shareholders to hold the BOD accountable and to control the litigation
i. In bringing derivative litigation, the shareholder plaintiff removes the litigation from the corporation’s in-house counsel ( A rule otherwise means the shareholder plaintiff must pay the costs to hold the BOD accountable
b. EXAMPLE: Shareholder Steve owns 1,000 shares of Disney stock. Disney pays Outsider Owen $50 million to use Owen’s private jet every month. Steve sues Disney in a derivative lawsuit, alleging Disney’s spending is wasteful. Steven wins, Owen returns the $50 million, and Disney’s stock price increases. What now?
i. Steve spent millions of dollars to get Owen to return Disney’s $50 million. Disney must pay Steve’s attorney’s fees.
III. Shareholder Voting

a. Sources of Law
i. Private corporations: State corporate law [not discussed]
1. For private corporations, shareholder proposals
2. Shareholder voting for directors, major transactions, and amending the governing documents
3. Fiduciary duty of disclosure and candor

ii. Public corporations: Federal securities law [focus for exam]
1. Federal regulation began after the Great Depression and wholly focuses on public corporations
2. Regulates information disclosure relating to shareholder voting (i.e., must provide accurate information to shareholders about the vote and its consequences)
3. Shareholder proposals
b. Securities Exchange Act of 1934
i. Section 14(a)—It is unlawful for a person to solicit a proxy in contravention of the rules promulgated by the SEC as necessary and appropriate for the public interest or to protect investors. Under this authority, the SEC regulates the following:
1. Required proxy disclosures
2. Prohibits false and misleading statements
3. Providing proxy assistance to requesting shareholders
4. Allowing shareholders to submit shareholder proposals

ii. Section 14(a)-9—When a corporation solicits proxies, it may NOT include false or misleading statements or omissions about a material fact.
1. Enforcement

a. Public enforcement = SEC sues for violations

b. Private enforcement = civil lawsuits

c. Who Votes
i. Shareholders of Record (MBCA § 7.07)—Directors pick a date within 70 days of the vote, and all shareholders who own at least one stock on that day may vote, even if they subsequently sell between the record date and the meeting.
1. HYPO: For the upcoming Polestar annual shareholders’ meeting on March 1, 2023, the shareholders pick a record date of January 3. Shareholder Steve purchased 1,000 shares of Polestar on August 23, 1993. He sells all his shares February 2nd, 2023 to Investor Ivan. Ivan attends the March 3, annual shareholders’ meeting and attempts to vote. What result?
a. ANSWER: Although Steve is no longer a shareholder by the March 3 annual meeting, he still gets to vote at the meeting because he owned Polestar stock as of the record date of January 3. Ivan does not get to vote at the 2023 annual shareholders’ meeting.
d. When to Vote
i. Annual Shareholder Meetings (DGCL § 211)
1. Location—Designated by the Articles of Incorporation or the Bylaws
2. Purpose—Elect directors, and if necessary, vote on any other business
3. Notice—Notice of meeting states when and where the meeting will occur
4. Frequency—At least once every 13 months, or else the court will call a meeting
ii. Special Meetings (DGCL § 222)—A meeting other than the annual shareholder meeting
1. Notice—Advance notice required; called by either the shareholders or BOD, depending on what the Articles of Incorporation or Bylaws allow
iii. Written Consent (DGCL § 228(a))—The shareholders may act without calling a meeting, UNLESS the Articles of Incorporation provide otherwise.
1. “Quorum”—The writing shall be signed by the holders of outstanding stock having at least the minimum number of votes that are necessary to approve the action at a meeting at which all shares entitled to vote were presented and voted
e. Voting Procedures / How to Vote
i. Voting Power (MBCA § 7.21)—One share equals one vote, UNLESS the Articles of Incorporation state otherwise. 
1. Voting Classes—The Articles of Incorporation may issue stock with greater voting power.
a. EXAMPLE: Google issues common stock and Class A stock. The public may buy common stock on the stock market, and each share of common stock entitles the shareholder to 1 vote. Only founders hold Class A stock, which entitles the Class A shareholder to 10 votes per share.
ii. Proxy Voting (MBCA § 7.22)—Shareholders vote in person [rare] or by proxy [typical]
1. Proxy (aka “proxy card”)—A revocable entitlement that gives an agent the power to vote the shareholder’s shares at the shareholder meeting, either by designating how to vote or by giving the proxy agent discretion.
2. Proxy agent—An agent appointed by the shareholder to vote the shareholder’s shares at the meeting.
3. Proxy solicitation materials—Materials about the shareholder vote, including the required disclosures, material facts, etc.
a. Procedure regulated by the SEC—see below
iii. Counting Votes (aka “How to Win an Issue”)
1. RARE DIFFERENCE BTW DEL. & MBCA
2. Simple Majority, MBCA § 7.25(c)—Most matters require a majority of shares present at a meeting at which there is a quorum.
3. Absolute Majority, DGCL § 216(1)—A majority of shares entitled to vote, UNLESS the Articles of Incorporation or the Bylaws specify a different number that constitutes at least 1/3 of the shares.
4. EXAMPLE: ABC Corp. has 100 shares outstanding, with 60 shares present or represented at a shareholders’ meeting. 

a. Simple majority, MCBA requires 31 share votes to win.
b. Absolute majority, DGCL requires 51 share votes to win.
iv. Quorum—The minimum number of shares or shareholders required at the meeting to proceed with a vote.
1. Delaware—At least 1/3 of shareholders entitled to vote.
2. Modification—The Articles of Incorporation or Bylaws may change the quorum number.
f. Content of Vote

i. Shareholders are entitled to vote on the following:
1. Director election
2. Amending the Articles of Incorporation and Bylaws
3. Fundamental transactions
4. Miscellaneous transactions, such as “precatory” measures
5. Non-binding “say on pay” vote at least once every three years
6. ( Shareholders may bring a direct lawsuit if prevented from voting on these matters
ii. Director Election (MBCA §§ 8.03 to 8.08)
1. Director Nomination

a. Uncontested Election—Generally, only the incumbent BOD nominates new BOD, and the corporation sends out the official proxy solicitation materials.
i. Cost—The corporation always pays the proxy solicitation materials for the incumbent BOD’s director nomination.
b. Contested Election (aka “Insurgent Election”)—Refers to a director election when a party other than the incumbent BOD nominates directors.
i. Typical Scenarios
1. Hostile Takeover—The takeover company nominates a full competing slate of directors who are sympathetic to the takeover.
2. “Activist Investor”—The SEC allows a shareholder who owns less than 3% of the company to nominate a “short slate” of, at most, 25% of the current BOD positions.
ii. Procedure—Each “side” prepares and distributes its own proxy solicitation materials
1. Insurgents—Insurgents send out “unofficial” (i.e., not issued by the corporation) proxy solicitation materials, and the corporation sends out “official” proxy solicitation materials.
2. Public Companies—Each side must file their proxy solicitation materials with the SEC.
iii. Effect of Successful Insurgency: Froessel Rule—The corporation pays the successful insurgents’ proxy solicitation costs, and it always pays the incumbent BOD’s proxy costs.
1. EXAMPLE: Rosenfeld v. Fairchild Engine & Airplane Corp.
a. Rosenfeld was a shareholder of Fairchild Engine & Airplane Corp. He owned 25 of 2.3 million shares and brought a derivative action challenging the corporation’s $261,522 payment to both sides in a contested election. The insurgents won the proxy. Issue: Does the corporation pay for insurgents’ costs in a contested election? Holding: The corporation always pays the incumbent BOD’s proxy solicitation materials, but it only pays the insurgents’ proxy solicitation materials if they win. 
2. Director Terms
a. Classified Board [Default Rule]—The default rule is each director serves for one year term and is subject to replacement at the next annual shareholder meeting.
b. Staggered Board (DGCL § 141(d))—The Articles of Incorporation or the Bylaws may divide directors into, at most, three classes with different term limits. 
i. Rationale—Insulate directors from wholesale replacement, such as during a hostile takeover
3. Types of Voting
a. Plurality vs. Majority 
i. Plurality—The people who receive the most votes win.
ii. Majority—Any person with at least 50% of the votes wins.
b. Straight vs. Cumulative
i. Straight (Delaware default, DGCL § 214)—Each shareholder votes by pledging his/her total number of votes to one candidate.
ii. Cumulative (California default, Cal. Corp. Code § 301.5(a))—Each shareholder is given a number of votes they may divide the votes among candidates, and the people with the most votes win.
1. Calculation—The shareholder’s number of shares is multiplied by the number of open director seats. 
2. Rationale—Gives minority shareholders a bigger influence
3. California Rules
a. No private corporation may eliminate cumulative voting in its Articles of Incorporation or Bylaws
b. Only public companies may opt-out for director elections
iii. EXAMPLE: Disney has 20 shares outstanding. It is electing 5 directors at its 2022 annual meeting, and there are 7 nominees. Controlling shareholder Chris owns 14 shares. Minority shareholder Mandy owns 6 shares.
1. Under straight voting, Chris pledges all 14 votes to each candidate, and Mandy pledges 6. Chris’s nominees always win.
2. Under cumulative voting, Chris receives 70 votes, and Mandy receives 30 votes. The nominees with the highest votes win.
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4. Electing a New Director vs. Filling Vacancy
a. DGCL § 211(b)—Shareholders may act by written consent to elect directors without an annual meeting ONLY IF the action:
i. (1) Is by unanimous written consent; AND
ii. (2) Is exclusively to fill director vacancies 
5. Removing Directors
a. DGCL § 141(k)—A majority of shareholders entitled to vote may vote to remove a director OR the entire board with or without cause, EXCEPT:
i. (1) A director on a classified board must be removed for cause, UNLESS the Articles of Incorporation state otherwise; OR
ii. (2) A director elected pursuant to cumulative voting.
b. Rationale
i. Removing a director for either cause would undermine the electoral processes resulting in that director’s election (i.e., removing a classified director without cause would create a staggered board and removing a cumulatively elected director would undermine minority shareholders’ power)
c. EXAMPLE: Auer v. Dressel.
i.  Pursuant to the Articles of Incorporation, the shareholders of Class A stock in R. Hoe & Co. wanted to call a special shareholder meeting for the following purposes: (1) to vote on a resolution endorsing former company president Joseph Auer and seeking his reinstatement, (2) to amend the governing documents to allow the shareholders sole authority to fill BOD vacancies caused by the shareholders’ removal of a director, AND (3) to consider and vote to remove and replace four Class A shareholders. The BOD refused to call the meeting. The Class A shareholders brought a direct action to enforce their voting rights. Issue: Can the shareholders compel the company president to call a special meeting? Holding: Yes, the bylaws required the president to call a meeting when the shareholders demanded. As to the voting, shareholders may pass resolutions expressing pleasure or discontent with a director or nominee, but they cannot elect directors at a special meeting. Shareholders may only modify the Bylaws. Shareholders may vote to remove directors of their same class (here, Class A) for cause.
d. EXAMPLE: Blasius Industries v. Atlas Corp.
i. Blasius Industries owned 9% of Atlas’s stock. Blasius wanted to restructure Atlas, which Atlas’s BOD thought would hurt the company. Blasius drafted a written consent seeking shareholder’s action on the following items: (1) a precatory resolution, (2) a Bylaws amendment to increase the BOD from 7 seats to 15, and (3) a proposal to fill the newly created 8 BOD seats. Atlas’s CEO calls an emergency BOD meeting, at which the BOD creates 2 BOD seats and fills them. Issue: Were the BOD’s actions subject to the Business Judgment Rule [duty of care issue]? Holding: No, shareholders are entitled to employ corporate law mechanisms, and the BOD cannot block shareholders from expressing their views once they have taken steps to do so. [Guttentag says this is a tough case] 
iii. Amending the Articles of Incorporation and Bylaws (MBCA §§ 10.03, 10.20)
1. RARE DIFFERENCE BTW MBCA AND DGCL
2. Amending the Articles of Incorporation [more difficult]
a. MBCA § 10.03—An amendment to the Articles of Incorporation must be BOTH:
i. (1) Adopted by the BOD; AND
ii. (2) With a quorum, approved by a majority of the shareholders present.
b. DGCL § 242(b)(1)— An amendment to the Articles of Incorporation must be BOTH:
i. (1) Adopted by a BOD resolution; AND
ii. (2) Approved by shareholders owning a majority of the outstanding stock.
c. Why amend the Articles of Incorporation? You can absolve the BOD of monetary damages for breaching the duty of care.
3. Amending the Bylaws

a. MBCA § 10.20

i. (a) Shareholders may amend or repeal, and

ii. (b) Directors may amend or repeal, unless pertaining to director election or the bylaws prohibit it.
b. DGCL § 109 (a)
i. (a) The power to adopt, amend, or repeal bylaws shall be in the stockholders entitled to vote 
ii. (b) (Directors may also have this power if granted in the articles of incorporation)
iv. Fundamental transactions (e.g., Mergers; MBCA § 11.04) — SKIPPED SUBSTANCE
v. Odds and Ends, such as precatory (recommendation) measures

1. Shareholder Proposals—Allows qualifying shareholders to place a proposal on the proxy solicitation materials for fellow shareholders to vote on.
a. Cost & Appearance—The corporation must pay for the proposal to appear on the official proxy solicitation materials.
b. The Proposers
i. Individual activists
ii. Hedge and private equity funds

iii. Charities and nonprofits
c. Eligibility to Submit a Proposal
i. (1) Shareholder owns the lesser of at least 1% or $2,000 of the company’s stock for at least 1 year before the proposal submittal date (SEC Rule 14(a)-8(b)(1))
1. Calculation—Multiple the number of your securities by the highest selling price during the 60 calendar days before the proposal submittal date.
ii. (2) Must submit the proposal at least 4 months before the date on which last year’s annual shareholder meeting’s proxy materials were mailed.
iii. (3) Proposal cannot exceed 500 words
d. Corporate Response to Shareholder Proposals
i. Bright-Line Rule–The corporation must include the proposal on its proxy solicitation materials, UNLESS it can prove to the SEC that Rule 14a-8i requires its exclusion.
ii. Reality—Upon receiving a shareholder proposal, the BOD may take any of the following action:
1. (1) Include it on the proxy statement WITH the opposing argument; OR
2. (2) Negotiate the proposal with the submitter; OR
3. (3) Attempt to exclude the proposal on either procedural or substantive grounds.
iii. Exclusion Procedure
1. (1) The corporation submits the proposal to the SEC with an explanation justifying its attempted exclusion.
2. (2) SEC staff reviews the proposal
a. (a) If the exclusion is justified, the SEC will issue a “no-action” letter stating the SEC will NOT take any action against the corporation if it excludes the proposal.
b. (b) If the exclusion is improper, the SEC will issue a letter to the corporation warning the corporation that the SEC will undertake enforcement action if the corporation excludes the proposal.
iv. Exclusion Justification (SEC Rule 14a-8(i)
1. (1) If the corporation’s state of incorporation says the proposal is not a proper subject of action for the shareholders
2. (2) Implementing the proposal will violate the law 
3. (3) Implementing the proposal will violate proxy rules 
4. (4) Proposal involves personal grievance or special interest 
a. EXAMPLE: G is a director. He submits a proposal to the shareholders to make his birthday a corporation holiday. Not valid b/c this is a special interest.
5. (5) 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 for the recent fiscal year, and is not otherwise significantly related to the company’s ordinary business operations
a. ( Shareholders may submit proposals about the company’s ethics, as long as they related to the company’s business (Loveheim v. Iroquois Brands, Ltd.)
6. (6) Company lacks the power to implement the proposal 
7. (7) Proposal deals with the company’s ordinary business operations 
a. Rationale: Decisions affecting the corporation’s ordinary business are solely for the BOD’s consideration
b. NOTICE: Compare this reason with reason (1). The proposal cannot be irrelevant to the company but it cannot tell the company what to do—The proposal must be relevant to the business in principle

8. (8) Relates to electing directors
e. EXAMPLE: Lovenheim v. Iroquois Brands, Ltd.
i. Lovenheim owned stock of Iroquois Brands, Ltd. Lovenheim submitted a proposal for shareholder vote seeking to create a committee that would study the impact of how Iroquois’s French supplier force-fed geese to manufacture foie gras. The BOD sought to exclude the proposal as less than 5% of the company’s business and revenue/gross for the last fiscal year and unrelated to the business in any way. Loveheim argued the French supplier’s practice was significantly related to the company’s ethics. Holding: The proposal was proper for inclusion on the proxy solicitation materials. Rationale: The rule’s text allows shareholders to submit proposals that are related to the business but comprise under 5% of its business. 
vi. Non-binding “say on pay” vote at least once every three years (per Dodd-Frank Act (2010)/SEC)
IV. Shareholder Selling
a. Federal Securities Fraud
i. Exchange Act 10(b)—It is unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange: to use or employ, in connection with the purchase or sale of any security regulated on a national securities exchange or any security not so registered, any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary/appropriate in the public interest or for the protection of investors

ii. Effect

1. Effectuates SEC Rules (b/c the statute in which this rule is found also created the SEC) 
2. Private plaintiffs ONLY (class actions only)
iii. Standing to Claim They Were Defrauded

1. Comments on standing
a. Lawsuits tend to be class actions saying the company defrauded them by misrepresenting a material fact and detrimentally led them to purchase the stock
b. **Will focus on private plaintiffs
2. Elements

a. Material misrepresentation or omission

b. Scienter = deliberate/intentional

c. Reliance

d. Causation

3. Long Rules

a. Material misrepresentation or omission

i. Material = whether there is a substantial likelihood a reasonable shareholder would find the fact important

b. Scienter—State of mind = intent to deceive, manipulate, defraud

i. Federal law requires a plaintiff to plead with particularity facts that give a strong inference the defendant acted with the required state of mind

c. Reliance

i. “Fraud on the market” theory—Creates a rebuttable presumption the investor relied on the integrity of public trading market price when making the investment decision

1. ( Investor need NOT have seen the misrepresentation, but everyone who purchased the stock during the time the misrepresentation was made was a victim of the misrepresentation

ii. Invocation

1. Material and public misrepresentation

2. Stock traded in an efficient market (change the stock price for everyone)

3. Plaintiff traded between the times/dates the misrepresentation was made and when the truth was revealed

d. Causation: The fraud caused the plaintiff’s loss
i. Measurement = change in stock price when the truth is revealed
b. Insider Trading

i. Big Picture Questions

1. Efficient Capital Market Hypothesis (“ECMH”)—Hypothesis says a company’s share price reflects all publicly available information

a. ( When may a person with nonpublic information about a company purchase the company’s stock IF the person knows disclosing the information would cause the company’s stock to increase in price?

2. The wrong committed by insider trading = nondisclosure of public information / remaining silent in the face of a known duty to disclose
a. **The subtlety in this area of law is that nondisclosure is OK sometimes ( the question is when silence constitutes fraud or deceit
ii. Policies
1. In Favor

a. Signals “soft information” to the stock markets and protects proprietary information
i. Increases indicate good news vs. decreases indicate bad news

ii. If there’s something good going on in the company, and you don’t want to release the information to the public bc competitors will follow ( Buying stock sends “soft information” or signals/hints that something good is going on

b. Encourages insiders to own company stock
c. Incentivizes investors to take risks that will benefit shareholders / Compensates insiders for developing good news (( insider trading functions as executive compensation)
i. Aka “greed is good”
2. In Opposition

a.  Level playing field theory: It’s unfair b/c it’s based on information available to a select few [G hates the fairness argument]

b. Insiders who trade on nonpublic information put their self-interest in front of shareholders who do not know the information, and these shareholders are ultimately harmed when they later want to sell after the information is publicly disclosed

c. Incentivizes insiders to manipulate the content and timing of company disclosures to exploit their informational advantage

d. Incentivizes insiders to publicize the information as soon as they trade, even if disclosure is not in the company’s best interests

e. Constitutes theft of corporate intellectual property
f. Discourages investor outsiders from entering the market
g. Wastes resources as investors seek to be the first to get information
i. Competition is bad in markets with a fixed number of resources
ii. It’s a waste of effort to be the first to get information that will be public eventually
iii. Categorical Prohibition re Tender Offers
1. Tender Offer, SEC Rule 14e-3—Once substantial steps toward a tender offer are taken, NO ONE who possesses MNPI may trade in the target company’s securities, EXCEPT for the bidder, nor may anyone connected with the tender offer tip the MNPI.

a. NOTICE: Not premised on breach of fiduciary duty

b. HYPO: G is walking on the street, and a piece of paper floats down that says, “Albany International just invented a flying car.” G may trade on that information.

c. HYPO: G is walking on the street, and a piece of paper floats down that says, “Albany International is about to get taken over.” G cannot trade on that information.
iv. Three Theories of Liability (Interpreting Rule 10b-5)
1. Foundation Rule: SEC Rule 10b-5—It is 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, in connection with the purchase or sale of any security:

a. (a) To employ any device, scheme, or artifice to defraud;

b. (b) To make any untrue statement of a material fact or to omit to state a material fact necessary to clarify the statements made were not misleading, in light of the circumstances under which they were made; OR 

c. (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person
2. (1) Classical Insider Trading—Classical insider trading occurs when a fiduciary (i.e., insider) trades in his/her own firm’s stock using information s/he obtained as a fiduciary. (Chiarella v. United States)
a. Who is a Fiduciary?

i. Insiders—An “insider” for classical theory is anyone holding the fiduciary duty of corporate insiders, either created either thru agency law (corporate managers) or corporate law (BOD), to shareholders.
ii. Temporary Insiders—Outsiders who have a special confidential relationship with the corporation and are given such information to further that relationship have a fiduciary duty to the shareholders.
1. TEST—(1) Obtains MNPI form the source with (2) an expectation on the corporation’s part that the outsider will keep the disclosed info confidential, and (3) the relationship implies such a duty (Dirks v. SEC)

2. EXAMPLES: Accountants, lawyers, underwriters
b. Rationale
i. MNPI Abstain or Disclose—When insider have material nonpublic information (“MNPI”), the insider has 2 options: (1) disclose the information to the public; OR (2) abstain from trading. (In the Matter of Cady, Roberts, & Co.)
1. EXAMPLE: In the Matter of Cady, Roberts, & Co. [not assigned reading, but learned the case]
a. Curtiss-Wright Co. announces its intention to develop a new combustion engine. The world thinks it will do well, so, Curtiss-Wright stock increases. Sometime later, a sales representative overhears a director state the BOD’s intention to “cut the divided” (i.e., decrease the divided amount disbursed to shareholders). The sales rep. sells his stock and makes a profit. When the news breaks about the divided, Curtiss-Wright stock plummets. Issue: Did the sales rep. commit insider trading? Holding: Yes, b/c the sales rep. was an insider who received the information for a corporate purpose—it was not his information to use. It’s also unfair to the other investors to allow the sales rep. to use the MNPI.
ii. Disclosure May Breach Fiduciary Duty— Disclosure, in some situations, will breach the insider’s fiduciary duty to the company. (SEC v. Texas Gulf Sulphur.)
1. EXAMPLE: SEC v. Texas Gulf Sulphur. [not assigned reading, but learned the case]
a. Texas Gulf Sulphur (“TGS”) was looking for minerals in eastern Canada. On Oct. 30, 1963, it found a promising sample, and it required silence from all its employees. TGS then bought up all the land around the deposit, and TGS insiders buy up the stock. TGS announces the good news on April 16, 1964, and the stock price triples. The SEC brings charges against the TGS insiders. Holding: Insiders committed insider trading—they should have abstained. Rationale: Determining the announcement’s timing was a matter of business judgment b/c an announcement concurrent with TGS’s purchase of the land would have foiled its ability to obtain all the land it wanted. That would have breached the BOD’s fiduciary duty to the company. ALSO, trading on information not available to the shareholders breaches the insiders’ fiduciary duties to the shareholders. The only course of action for the insiders was to abstain.
c. EXAMPLE: Chiarella v. United States.
i. Chiarella worked a financial printer called Pandrick Press. Pandrick Press received five announcements of redacted takeover bids. The night before the announcement, the corporate client sent over the companies’ names for printing. However, before the names came through, Chiarella deduced the target company’s identity and bought its stock. After the takeover, he made $30,000. The SEC investigated the trades, and Pandrick Press fired Chiarella. Holding: No insider trading b/c Chiarella did not have a fiduciary duty to the corporation.
3. (2) Tippee Liability—A tippee who receives MNPI generally has no fiduciary duty to company and is not liable for trading on MNPI, UNLESS s/he inherits the tipper’s fiduciary duty to the corporation to disclose or abstain. (Dirks v. SEC)

a. EXCEPTION: Tippee Inherits Duty A tippee inherits a tippers’ fiduciary duty to disclose or abstain when: (1) the tipper discloses the information to directly or indirectly obtain a personal gain; AND (2) the tippee knows or has reason to know about the tipper’s breach of fiduciary duty (i.e., the tipper had a fiduciary duty, the information was MNPI, and the tipper gave away the information for his own personal gain). (Dirks v. SEC) [NOTICE: The tippee must know about the tipper’s personal gain]
i. TEST—Tipper’s personal gain: The focus is on whether the insider trades the information selectively for a reciprocal benefit to himself or an intention to benefit a particular recipient; AND whether the insider gifts the confidential information to a trading relative or friend, in which circumstance the tip and trade resembles trading by the insider himself (Dirks)

1. Examples (Dirks)

a. YES personal benefit

i. Monetary gain

ii. Reputational gain

iii. Quid pro quo

iv. Tipping a family member or friend

v. EXAMPLE: Scott and Bryan go to dinner. At dinner, Bryan tells Scott his company is about to buy another and to trade on its stock immediately. The men talk further, and Scott pays for Bryan’s dinner. Bryan has received a personal benefit (dinner) in exchange for insider information.

b. NO personal benefit

i. Desire to provide a public good

ii. EXAMPLE: G gives a homeless man $100 and tells him to trade on Apple because it will make a killing.

b. Tipper Liability—Breach of fiduciary duty by disclosing nonpublic information to an outsider?

c. Regulation FD (aka Regulation Fair Disclosure)— Under the Dirks case, you’re allowed to tip if not for personal benefit. The SEC didn’t like this and said no ( the SEC says a public company cannot tip (which is inherently a selective disclosure).

i. Requires corporate insiders to disclose MNPI to the public by publicizing disclosures on the SEC website, and if a company accidentally discloses to a select few, it must publicize the information on the SEC website within 24 hours or at the start of the next trading day
ii. Rationale—SEC wanted to prohibit companies from selectively disclosing information to corporate analysists only
1. In the past, public companies selectively released information in meetings and conference calls to certain corporate professionals and select shareholders.
2. Goal = level the playing field for all individual and institutional investors by giving them equal access to information
iii. *IF ON EXAM—Just say the tipper cannot selectively disclose
d. EXAMPLE: Dirks v. SEC
i. Insiders at Equity Funding of America (“EFA”) informed Dirks, a known corporate do-gooder, that EFA was committing corporation fraud. Dirks immediately flew to EFA’s headquarters and conducted a 14-day investigation. EFA officials denied wrongdoing, but its employees disclosed the company’s illegal practices. During his investigation, Dirks disclosed EFA’s fraud to his clients, who then sold their EFA stock. EFA lost over $16 million in share value. Shortly after, the government investigated and discovered EFA’s fraud, and the SEC censured Dirks for aiding and abetting insider trading. Issue: Did Dirks inherit the EFA insiders’ duty to disclose or abstain? Holding: No, because the tippers did not disclose the MNPI for their personal gain—they disclosed to expose EFA’s illegal practices.
e. HYPO: Same facts as Dirks. What if the EFA tipper routinely exchanged stock tips with Dirks—does Dirks have liability?
i. It depends on whether Dirks traded EFA stock because the arrangement looks like a quid pro quo relationship that constitutes a personal benefit to the tipper.
f. HYPO: Same facts as Dirks. What if the EFA tipper disclosed the EFA information in retaliation from his recent termination over an unrelated matter—does Dirks have liability?
i. No, Dirks would not have liability even if he traded because the EFA insider would not receive a personal benefit.
g. HYPO: Same facts as Dirks. Imagine Dirks bribed the EFA tipper to disclose the fraud. Dirks then openly discusses his investigation with his clients, who sell based on this information. Do Dirks’s clients have insider trading liability?
i. No, because the clients don’t know where the information came from. (Dirks inherits the insider’s fiduciary duty, but the clients fail prong two—they don’t know Dirks is breaching a fiduciary duty in disclosing the MNPI) 
h. HYPO: Insider Ivan and Outsider Owen are childhood BFFs. Ivan is the CFO of Meta, and Meta is about to buy Snapchat. Ivan tells Owen about the merger. Can Owen buy Snapchat stock? No b/c [prong 1] Owen is Ivan’s friend, and Owen’s personal gain is imputed to Ivan. Also, [prong 2] Owen knows Ivan’s disclosure breaches his fiduciary duty to Meta.
i. HYPO: Same facts. Retiree Rick has known Insider Ivan and Outsider Owen their entire lives. One day on the yacht, Ivan tells Rick about the merger. Rick then tells Owen, “Buy as many shares of Snapchat as you can afford.” Owen buys 100,000 shares of Snapchat. Is Owen liable for insider trading? No. 
j. HYPO: Same facts. Insider Ivan works at Meta. Ivan thinks it’s important that young people engage with the stock market, so he pulls up to Sonia’s and discloses the merger (“Buy as many shares of Snapchat as you can afford.”) to the first student he sees—Law Student Leon. 
i. If Leon trades on this information, is he subject to liability for insider trading? No
ii. Same hypo. What if Ivan says, “Meta is about to buy Snapchat.” What result if Leon trades? He likely does not inherit Ivan’s fiduciary duty b/c Ivan doesn’t receive a personal benefit and Leon doesn’t know Ivan works at Meta.
iii. Same hypo. What if Ivan says, “I’m the CFO of Meta, and Meta is about to buy Snapchat. Purchase as many shares as you can.” What result? No change, because Leon does not obtain a personal benefit.
k. HYPO: Julia is an employee of Hooli Corporation. While at work, she learns another company is about to acquire Hooli. The information is not public, and she estimates the stock price will increase when the merger is announced. Julia purchases Hooli stock.
i. Has Julia committed subject to liability for insider trading? Yes, this is classical insider trading.
l. HYPO: Same facts. After Julia learns about Hooli’s acquisition, she tells her sister Priscilla. Priscilla trades on this information.
i. Is Julia subject to liability for insider trading? Yes. Because Priscilla is Julia’s sister, Priscilla’s monetary gain is considered a “personal gain” for Julia. And presumably, Priscilla knows Julia breached her fiduciary duty to the company b/c she knows Julia works for Hooli and should not have disclosed the info.
4. (3) Misappropriation Theory—A theory finding insider trading liability where a person with a duty of trust and confidence defrauds the source of material nonpublic information of the exclusive use of the information by using the MNPI in connection with the purchase or sale of securities. (United States v. O’Hagan)
a. Duty of Trust and Confidence, SEC Rule 10b5-2b—For misappropriation theory, a duty of trust and confidence exists in these circumstances, among others:

i. (1) When a person agrees to maintain information in confidence; 

ii. (2) When the person communicating the material nonpublic information and the person to whom it is communicated have a history, pattern, or practice of sharing confidences such that the recipient knows or reasonably should know the person communicating the information expects the recipient will keep it confidential;

iii. (3) When a person receives or obtains material nonpublic information from his spouse, parent, child, or sibling; UNLESS the recipient shows that history, pattern, or practice indicates no expectation of confidentiality.

b. NOTICE: Broader rule than classical theory
i. ( Misappropriation theory encompasses classical trading, so the SEC will always bring misappropriation theory AND classical theory
ii. ( Under this rule, Chiarella would have gone to jail
c. CARVE-OUT: SEC Rule 10b5-1—A written plan for trading future securities that is designed in accordance with Rule 10b5-1(c).

i. Purpose—Useful for people presumed to have inside information, such as officers and directors

ii. Affirmative Defense—A person executing such a plan that was established in good faith at a time when the person was unaware of MNPI has an affirmative defense against accusations of insider trading

1. EXCEPTION: Exchange Act § 16(b) still applies to trades made pursuant to such a plan

iii. Effect

1. People kept changing their plans

2. People manipulated when they disclosed information ( If people knew they had to sell on a certain day, they would disclose good news right before and would sell high

iv. EXAMPLE: Person writes a plan committing to sell stock every 5 years.

d. EXAMPLE: United States v. O’Hagan.
i. Grand Met retained Dorsey & Whitney to assist with offer to buy Pillsbury Company. During this time, D&W partner James O’Hagan heard about the merger and purchased large quantities of Pillsbury stock. He sold them immediately after the merger and gained $4.3 million. Is O’Hagan subject to insider trading liability. Holding: Yes. Rationale: O’Hagan owed a duty of trust and confidence to D&W. He thus misappropriated the merger information from D&W—this is deceit b/c he feigned fidelity to D&W while using its information for his material gain.
e. HYPO: Same facts. Suppose O’Hagan informed both Grand Met and D&W of his intent to buy Pillsbury stock, and they approved. What result? No misappropriation b/c he used the merger information with their permission, AND no deception b/c both companies acquiesced in his use.
f. HYPO: Same facts as O’Hagan. Suppose O’Hagan informed both Grand Met and D&W of his intent to buy Pillsbury stock, and they disapproved. Is he still liable for insider trading even though he disclosed his intention, dissipating any deceit? Yes, b/c he still misappropriated the information. This situation is called “the Brazen Fiduciary,” and courts largely reject this attempted work-around.
g. HYPO: Imagine Danielle breaks into Disney and finds information about a new movie franchise. She uses that information to trade. Is she subject to insider trading liability under a misappropriation theory?
i. No, because she did not defraud Disney to get the info. She outright stole it.
h. HYPO: Imagine Danielle hacks Disney’s website and obtains information about a pending announcement on their website about the new movie franchise. She immediately uses that information to trade. What result?
i. She may be subject to insider trading liable. Here, she probably is not, but if she obtained the information through a phishing scam, they probably yes.
( How does misappropriation relate to tippee liability? Would need to find misappropriated AND tippe would need to know tipper provided information for the tipper’s benefit.
v. “Statutory” Insider Trading: Section 16—If a statutory insider either purchases and sells OR sells and purchases any stock within six months, the firm may recover any profits potentially incurred when calculating to maximize the insider’s profit.
1. Application = Penalty if you incur a profit
2. Statutory Insider— If an investor owns AT LEAST 10% of a public company OR the person is a director or officer, the person MUST report their ownership stake and any changes to their ownership stake to the SEC
a. Officer—The President, CFO, chief accounting officers, VPs of principal business units, and any person with significant policymaking function
3. Effect
a. Both Over- and Under-Inclusive
i. Over-inclusive: Sometimes statutory insiders have to give money to the company even if you didn’t trade on inside information

1. EXAMPLE: G is a CFO at Disney. He sells 50 shares at $50. He then blows through all his money, and three months later, he sells 100 more shares at $99. Even though he sold b/c he had no money, the firm still gets the money back.

ii. Under-Inclusive: Only applies to profits within the 6-month period

b. Strict Liability—Intent is irrelevant

c. Damages—The court computes the investor’s profit in a manner that produces the maximum possible number

4. ANALYSIS FRAMEWORK
a. (1) Is the company public?

b. (2) Is the defendant a director, officer, or beneficial owner of the company?

i. Directors and officer—any transactions within 6 months in the position

ii. 10% owners—if the investor owned over 10% at the times of purchase AND sale, AND they occurred within 6 months

c. (3) Can you match any purchase and sale (or sale and purchase) within a 6-month period THAT YIELDS PROFITS?

i. Bought low and sold high

ii. Sold high and bought low
EXAMPLE: On May 1 Michael Scott—a director of Dunder Mifflin, Inc. (“DMI”)—buys 5 shares of DMI for $3 per share. On June 1 Michael Scott sells 5 shares of DMI for $13 per share. 
What is the amount, if any, of Michael Scott’s statutory insider trading liability? 
$50. He made a $10 profit per share, and he had 5 shares.
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EXAMPLE: Assume there are 100 shares of Dunder Mifflin, Inc. (“DMI”) outstanding. On May 1, Michael Scott (not a director or officer of DMI) buys 5 shares of DMI for $3 per share. On June 1, Michael Scott buys 10 more shares of DMI for $13 per share. On June 30, Michael Scott sells 3 shares for $10. 
What is the amount, if any, of Michael Scott’s statutory insider trading liability?
· On May 1, was Scott a statutory insider? No

· ( Do we use this to calculate his statutory insider trading liability? NO! We exclude it b/c he was NOT a statutory insider on that day (May 1).

· On June 1, was Scott a statutory insider? Yes, he owned 15%, which is higher than the 10% minimum.

· On June 30, was Scott a statutory insider? Yes, so we can now match transactions within a 6-month period.

· ( The only transactions to match are his June 1 and June 30 transactions.

· ( What was his profit? $0 b/c he is still out -$100. 
· ( So what happens? Nothing.
· ( Suppose he sold 9 shares on June 30th and lost his statutory insider status. Does that change the equation? NO b/c Scott was still an insider on that day, even if he loses it later that day.
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EXAMPLE: Assume Michael Scott is a director of Dunder Mifflin, Inc. (DMI). 
On May 1, Michael Scott buys 3 shares of DMI for $3 per share. 

On June 1, Michael Scott buys 5 shares of DMI for $12 per share. 

On June 10, Michael Scott buys 4 shares of DMI for $5 per share. 

On June 30, Michael Scott sells 5 shares for $10.
What is the amount, if any, of Scott’s statutory insider trading liability?

$31. The goal is to maximize Scott’s profit. He ultimately sold 5 shares at $10, making $50. Since we are trying to maximize his profit, we look for the lowest price at which he bought those 5 shares. On May 1st, he bought 3 shares for $3 per share, which is $9. For the remaining two (of the five he sold), we June 10th has the next lowest price. Two shares at $5/each is $10. The total amount for which he purchased the 5 shares was $9 + $10 = $19. And $50 (profit) - $19 (cost to buy shares) = $31.
V. Terminating a Corporation

a. Voluntary Dissolution

i. BOD submits and the shareholders vote on a proposal to dissolve (MCBA § 14.02(b))

ii. Submit Articles of Dissolution to the state of incorporation

iii. Can only carry on to wind up

b. Involuntary Dissolution

i. If there is a deadlock in voting—MCBA § 14.30
c. ( Guttentag says there’s no reason to terminate a corporation
ACCOUNTING TERMS

	General Accounting Terms

	Working Capital
	Money used to fulfill short-term cash needs, like bills

EXAMPLE: In Jensen v. Cargill, Warren had a grain business. It would buy grain in bulk and resell it to farmers. If any of the wholesale grain sellers wanted their payment on the spot (as opposed to NET 30 days), Warren would pay for the grain with working capital. 


	Open Account
	A lending term in which the lender does not check how the debtor uses the money

	Declare a Dividend
	Announcing the company’s intention to take “something” out of the company and distribute it to shareholders

	Dividend
	Something that belonged to the business that will be distributed to shareholders (typically money but may also be shares)

	Accounts Receivable
	Money owed to the business but not yet paid

	Revenue 

(“sales” or “gross”)
	Amount of money resulting from selling goods or services to customers



	Profit 

(“net”)
	Revenue less expenses (as opposed to 1 point in time)

	Income Statement (“profit and loss statement”)


	Financial statement that indicates the results of operations over a specified period, discussed in terms of “flow”

	Profit Margin (“return on sales”)
	Percentage of every dollar of revenue that makes it to the “bottom line”

· Profit margin = Profit / Revenue

· High profit margin is unusual (e.g., drugs, alcohol, software)

· Low profit margin is typically grocery stores

	Flow
	Refers to how much money “flows” through the business to the bottom line/profits (compare to balance sheet)

	Price to Earnings Multiple
(“PE value”)
	Refers to how much a buyer is willing to offer (the valuation) divided by how much the business generates in profits

PE Value = Valuation / Profits
The higher the PE value, the more the buyer pays in comparison the company’s value ( high PE is a “bad deal” for the buyer

EXAMPLE: Mr. Ford valued Ford Motors at $300 million. In 1916, Ford Motors made $60 million. The PE value is 5.

EXAMPLE: Michael owns a McDonald’s franchise. He makes $1 million in 2018. He is willing to sell the franchise to a discerning investor. 

· Megan offers him $1.5 million. The PE value is 1.5 ( This value is too low for Michael to turn a profit

· Kaylin says $10 million. PE is 10 ( This value is too high— Kaylin won’t pay off the franchise / make a profit for 10 years.




	Partnership Terms

	Capital Account
	A partnership capital account refers to an account for each investor containing a running balance of the following:

(1) The partner’s capital contributions

(2) The partner’s share of profits

(3) The partner’s distributions

(4) The partner’s share of losses or debts to the partnership



	Capital Contribution
	The value of the money or property invested into the firm by a partner/shareholder (EXCLUDES sweat equity/value of pure services performed for the firm)




	Corporation Terms

	Capital Structure
	A corporation’s capital structure refers to the “structure,” or combination, of the corporation’s debt and equity securities 



	Securities
	Securities are permanent, long-term claims on the corporation’s assets and future earnings issued pursuant to formal contractual instruments



	Equity Security (“share” or “stock”)
	An equity security is a security issued in exchange for a capital contribution entitling the person to an ownership interest in the company



	Debt Security (“bond”)
	A debt security is a security issued in exchange for a capital contribution promising the holder repayment



	Authorized Shares
	The total number of shares the corporation can issue, as established by the Articles of Incorporation

	Outstanding Shares
	The number of shares the corporation has sold and NOT repurchased 

AKA: The number of shares held by investors



	Authorized but Unissued Shares
	The shares that are authorized but not yet sold [discussed in name only]



	Treasury Shares
	The shares issued and then repurchased by the corporation [discussed in name only]



	Stock Worth
	The equity of each individual share 

Stock worth = (equity – debts – liabilities) / # outstanding shares



	Cost Accounting
	Assigns value based on the cost to obtain or create the asset

	Balance Sheet
	Beginning with the most concrete asset, the balance sheet summarizes the company’s financial position at a given point in time (usually at the end of a month, quarter, or year) and describes the business’s assets AND the claims on those assets, either of creditors in the form of debt or owners in the form of equity

· Uses cost accounting

· Shows book value
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Film and television costs 22,810 Borrowings 38,341

Investments 3224 Deferred income taxes 7,902

Parks, resorts and other property, at cost Other long-term liabilities 22,723

Attractions, build., & equip.

Accumulated depreciation Shareholders’ equity:

(32.415) Common stock, $.01 par value 53,907
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Projdcts in prog 1168 Other (2.512)

Intangible assets, net 23215 Total, Equity

Goodwill 80,203 93,889

Other assets 4,715

TOTAL ASSETS $193,984

TOTAL LIABILITIES & EQUITY $193,984






	Book Value
	The firm’s equity value as calculated from the balance sheet

EXAMPLE: Yuri & Brian create a corporation. Yuri puts in $100 in equity, and Brian puts in $100 in debt/bond. The firm’s book value is $200. Each person has a different claim to the assets. Ultimately, the total of both claims should equal $200.

VISUAL: When the firm’s value decreases, the equity decreases because the partners are entitled to less after all debts are paid
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	Enterprise Value

(aka “Firm Worth”)
	Estimate of the firm’s worth based on one share’s value, the number of outstanding shares, the firm’s debts

Enterprise value = (Price per share x #outstanding shares) + (debts + liabilities)

EXAMPLE: Imagine 1 share of Disney stock trades at $100.  Disney has 1.8 billion outstanding shares and $48 billion in debt.  The enterprise value is $100 x 1.8 billion + $48 billion = $228 billion.
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	Market Capitalization
	The firm’s equity value as calculated from a single share of stock

EXAMPLE: Imagine 1 share of Disney stock trades at $100.  Disney has 1.8 billion outstanding shares. Disney’s market capitalization is $180 billion.



	Market to Book Ratio
	The difference between the book value and market capitalization that reveals who values the company higher.

EXAMPLE: In the above Disney examples, Disney’s book value is $94 billion, and its market capitalization is $180 billion. The stock market thinks Disney is more valuable than accountants do, and this is great for Disney—it was able to acquire twice as much value than it cost it to acquire.



	Acquisition
(“Buy Out” or “Takeover”)


	The process of acquiring a corporation by buying a majority of its shares.

	Leveraged Buy Out
(“LBO”)
	A type of acquisition in which the purchaser acquires the target company’s outstanding shares using borrowed funds secured by the target company’s assets

Goal = acquire 90% of shareholders’ shares

Rationale

· Good to have help financing purchase

· More risk = more return = more discipline (more risk b/c there’s less equity to cushion the firm if its value decreases)

EXAMPLE: This is basically what people do when they buy a house. When you buy a house, you guarantee the bank that the loan is secured by the home’s value (essentially if you can’t pay, the value of the home will pay off the loan).



	Management Buy Out

(“MBO”)


	An LBO in which the purchaser is the company’s own management.
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