Agency
Creating an Agency Relationship

· Legal Definition: An agency relationship exists where:

· (1) One person (a “principle”) manifests assent to another person (an “agent”)

· (2) That the agent shall act on the principal’s behalf and subject to the principal’s control, and

· Restatement definition of control: 

· “Control is a concept that embraces a wide spectrum of meanings, but within any relationship of agency the principal initially states what the agent shall and shall not do, in specific or general terms. 

· Additionally, a principal has the right to give interim instructions or directions to the agent once their relationship is established.

· (3) The agent manifests assent or otherwise consents so to act.

· Patterson v. Dominos 

· Background

· In 2008, Sui Juris, LLC executed a franchising contract with Domino’s Pizza

· Daniel Poff, sole owners of Sui Juris, signed the franchising contract with Domino’s Pizza

· Franchising contract established detailed standards and procedures, Domino’s right to inspect and terminate contract, but not the right to manage day-to-day operations

· Renee Miranda allegedly harassed Taylor Patterson

· Patterson’s father called Domino’s to complain

· Claudia Lee, a Domino’s employee, told Poff: “You’ve got to get rid of this guy.”
· Holding (Majority):

· There is “a meaningful division of autonomous authority between the franchisor and franchisee.”

· The “comprehensive operating agreement alone [does not] constitute the ‘control’ needed to support vicarious liability claims.”

· “The parties’ characterization of their relationship in the franchise contract is not dispositive.” 

· “Any other guiding principle would disrupt the franchise relationship.”

· Case Questions
· What is the first step in analyzing the question of whether an agency relationship is formed? 

· Draw an agency triangle

· Taylor works for Sui Juris ( Asserts that Sui Juris is an agent of Dominos ( Taylor can sue Dominos for Sui Juris’s conduct

· What’s the second step in analyzing the question of whether an agency relationship is formed?

· Apply the definitions of what constitutes an agency and see if all three elements are satisfied 

· (1) Principal manifests assent to another person (an “agent”)

· (2) to act on the principal’s behalf and subject to the principal’s control, and

· (3) the agent manifests assent or otherwise consents so to act

· Here,

· (1) Dominos manifested assent by asking Sui Juris to do particular things

· (2) Sui Juris acted on Domino’s behalf, but majority holds that Domino’s did not exert control over Sui Juris ( no agency requirement 

· According to Domino’s, Poff does not have to do anything they ask him to do ( Their relationship is a contractual relationship, not an agency

· Policies/manuals are just “suggestions”

· Did Domino’s have enough control over Sui Juris to create an agency relationship?

· Majority ( No, because Domino’s doesn’t ever tell SJ what to do; they only provide suggestions

· Contractual relationship ( franchisor controls franchisee by reminding them of their contractual responsibilities ( non-compliance = BOC ( not an agency relationship 

· What should Domino’s have done when Patterson’s father first called? 

· Directed him to Poff/Sui Juris for resolution 

· Do the terms of the contract determine what the court or jury will decide?

· No – look to the substance of the relationship

· Key Takeaways:
· Contract consideration not required to create a principal/agency relationship

· Intent to form a principal/agency relationship is not required to create such a relationship

· Ease of creating a P/A relationship

· A “principal need not exercise physical control over the actions of its agent” so long as the principal may direct “the result or ultimate objectives of the agent relationship.”
· “When one ... asks a friend to do a slight service for him, such as to return for credit goods recently purchased from a store,” an agency relationship exists even though no compensation or other consideration was contemplated.

· Why does this matter? 
· Agent owes a fiduciary duty to principal 

· Actions of the agent may create liability for the principal 

· Gay Jenson Farms v. Cargill

· Background

· 3rd Party (Farmers) sell grain to Warren (grain elevator operator)

· 3rd Party keeps shipping Warren their grain but Warren does not send them their payment (blows it luxury items instead) 
· 3rd Party wants to recoup their losses ( look to see if there is someone else they can recover from

· Farmers sue Cargill on the theory that Warren is Cargill’s agent 

· Cargill/Warren’s relationship 

· Cargill said they would loan Warren $175k in working capital  

· Working capital = money used to operate a business 

· Warren has paid the farmers for their grain and will recoup that money by reselling the grain ( in the meantime, they need $$ to operate the business ( Cargill’s loan is providing that $$ to operate the business ( Warren agrees to sell Cargill the grain it buys 

· Warren owed Cargill $3.6m and the Farmers $2m 

· If Warren had been following the agreement, they would’ve had $5.6m in grain to sell (there wasn’t)

· Cargill continued to finance Warren because they believed Warren had the grain to sell (Warren provided false financial statements)

· Case Questions

· What is the legal question?

· Did Cargill and Warren form a form a P/A relationship? Majority says yes

· (1) Cargill manifested assent for Warren to buy grain from farmers for it

· (2) Cargill had a list of demands (control) over Warren’s business 

· (3) Warren consented to Cargill’s control

· What arguments could you offer that this case was wrongly decided?
· There were carveouts in the law for Cargill’s protection against creating a P/A relationship 

· Cargill loans money for “working capital” to Warren (Cargill is Lender): therefore, insufficient control.
· When you lend money to someone ( you get a little bit of control over the borrower’s use of the money 

· I.e., terms and conditions for a credit card 

· This does not create a P/A relationship 

· Restatement § 14 O: When does a creditor become a principal?

· Creditor only becomes a principal at that point at which it assumes de facto control over the conduct of the debtor

· This actually happened in this case ( Cargill took control of Warren’s business when their money disappeared

· But this occurred after Warren owed the farmers $2m

· Majority claims de facto control by Cargill when they lent Warren money

· Cargill's recommendations to Warren by telephone;

· Cargill's right of first refusal on grain;

· Warren's inability to enter into mortgages, to purchase stock or to pay dividends without Cargill's approval;
· Similar to terms/conditions of a credit card 
· Cargill's right of entry onto Warren's premises to carry on periodic checks and audits;

· Cargill's correspondence and criticism regarding Warren's finances, officers salaries and inventory;

· Cargill's determination that Warren needed "strong paternal guidance";

· Provision of drafts and forms to Warren upon which Cargill's name was imprinted;
· Not dispositive; i.e., using a credit card ( Visa’s name appears on transactions
· Financing of all Warren's purchases of grain and operating expenses; and

· Cargill's power to discontinue the financing of Warren's operations.
· More like a contractual right rather than control

· As Warren’s “lender,” Cargill realistically had two options:

· Take de facto control of Warren’s business 

· Creates liability starting from the moment you take control 

· Prior to that ( contractual relationship 

· Sue in court to recover and wait for BK court 

· Majority says that the P/A relationship existed for a long time because Cargill took de facto control of the operation
· Cargill has right of first refusal to purchase market grain sold by Warren (Warren is Supplier): therefore, not “on behalf of.”

· I.e., a McDonald’s franchisee must buy McNuggets from McDonald’s ( can’t be that anyone you provide supplies to is your agent 

· Here, Warren is buying grain from the farmers and giving it to Cargill ( Cargill argues that buying grain from Warren does not make Warren their agent 

· Restatement 2nd § 14K:

· One who contracts to acquire property from a third person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.
· Warren is buying grain from the farmers and selling it Cargill 
· But is Warren acting primarily for the benefit for Cargill? Arguably not (Warren wants to make $$ for itself)
· Factors indicating that one is a supplier, rather than an agent, are: (1) That he is to receive a fixed price for the property irrespective of price paid by him.

· Example: 

· Guttentag offers to sell a textbook to student for $15 ( Guttentag is the student’s supplier to the student, not their agent

· Alternative arrangement: Will procure the book but will charge cost + $3 

· No longer a fixed price 

· Agency relationship is more likely created

· Difference 

· When charging a fixed price, the supplier is assuming the risk

· When charging cost +$3 ( you have a responsibility to try to find a lower cost for the buyer (you’re making the same amount regardless of the price charged to the buyer)

· Here, Cargill is arguing that they were buying grain from Warren for a fixed price 

· Court brushes over this argument 
· Do the distinctions between a creditor, a supplier, and an agent in the Restatement sections in this case make sense?
· Not particularly (see above)

· What advice do you give Cargill next time they want to work with a grain operator?

· Draft documents so they do not suggest de facto control.
· Not dispositive but may help convince the Court that there is no agency relationship 
· Never make loans to operators you are purchasing grain from.

· Take more control over the operators you lend money to.
· Creates more liability 

· But helps protect yourself from loss since you’re more actively involved in the agent’s business
· Take less control over the operators you lend money to.

· Pay closer attention to amounts actually being disbursed.

· Keep the status quo and recognize lawsuits like this are a cost of doing business.

· Plaintiffs attorneys are going to look for a bigger fish with deeper pockets ( will always be at risk, even if you take steps to protect your position. 
Duties of the Agents

· Introduction

· Restatement 3rd § 1.01: Agency is the fiduciary relation
· Agent has responsibilities to the principal because of the fiduciary relationship

· Principal’s Duty to Agent
· Reimburse A for promised payments 

· Act fairly and in good faith 

· Agent’s Duties to Principal
· Duty of loyalty (A’s interests compared to the P’s interests)  
· Duty not to acquire a material benefit from a T (T= Third Party) for actions taken on behalf of P or through A’s use of position
· Duty not to act as adverse party to P
· Duty to refrain from competing with P during agency relationship
· Duty of confidentiality (during and after agency relationship)
· A confidentiality agreement isn’t necessary because of the agency law but companies are still likely to keep drafting these agreements to have a tangible agreement to point to 

· Duty not to use P’s property for A’s own purposes
· Duty to act in accordance with any contract with P
· Duty of care, competence, diligence (reasonable care required)  
· Duty to act only within scope of actual authority and duty to obey
· Duty of good conduct
· Duty to notify P of info that A knows or has reason to know P would want to know (no secrets)
· Modifying A’s Duties of Loyalty

· Can negotiate A’s standard duties to P (preceding list is not absolute)
· Rest. 3d §§ 8.06

· Conduct by Agent that would otherwise breach the below-listed duties does not constitute a breach if Principal consents, provided that Agent acts in good faith and discloses all material facts in obtaining the consent.

· General Automotive Mfg. v. Singer 

· Background

· Singer was an employee at GAM ( great employee
· Well-regarded expert at machine-work 

· Was paid a salary and a commission of gross sales 

· Contract stated he had to devote his entire working time to GAM ( could not maintain permanent outside business

· Stated Singer owed a fiduciary duty to GAM 

· Singer was secretly profiting from his work with GAM

· Husco wanted to purchase some things ( Singer stated that GAM couldn’t make the product (Singer referred Husco to another shop to produce and took a commission

· Did not tell Husco or GAM about this arrangement 

· Court holds that Singer broke his fiduciary relationship with GAM

· A fiduciary is never allowed to keep undisclosed secret profits

· Does disclosure cure this? 

· If P consents after A discloses this information, this is likely enough to overcome this rule 

· Case Questions

· In Section 8.A. what is the difference between (1) “devote his entire time...” and (2) “not to engage in other business of a permanent nature”?
· This is a drafting error (common in business law)

· Lawyer was trying to make sure the idea was covered and added an extra provision – don’t do this! 
· Would it be possible to conclude Singer breached contract but not duty of loyalty?  Vice versa?

· Example of a short answer question on the exam 

· Can’t breach contract but not duty of loyalty

· Singer’s actions were a clear breach of loyalty because he breached his duty as an agent ( inherently breaching his contractual obligations 

· If Singer discloses his side business, he wouldn’t have been breaching his duty of loyalty but would theoretically be breaching his contract if the original contract is not modified 

· Alternatively – if Singer were to go into business selling textbook ( not a breach of loyalty but would be a breach of contract

· If contract was silent about Singer working side businesses ( Singer would not be breaching his contract but would have been breaching his duty of loyalty

· How do we know Singer breached the duty of loyalty? 

· The side gig was very similar to GAM’s principal business

· But there is no fine line of when a side business is different enough that the duty of loyalty isn’t breached 
· Why didn’t they just sue on a contract theory?

· The remedy for breach of fiduciary duty is better than BOK remedy 

· Fiduciary who secretly profits at the expense of the principal requires the fiduciary to give all of their secret profits

· BOK remedy is likely lost profits 

· What advice would you give Singer? 

· Disclose to GAM the arrangement and come to an agreement to allow him to do this business

· Quit

· Internal Governance of a P/A Relationship Key Takeaways

· Default fiduciary duties (do not need to be written out):

· Care

· Information

· Loyalty

· Default duties can be modified 
Agency: Relations to 3rd Parties (Contract)

· Key question = when does the agent have the authority to enter principal into binding contracts? 
· Types of Authority
· Actual authority (AcA) 

· Apparent Authority (ApA)
· Undisclosed Principal Liability (UPL)

· Ratification (R)

· Estoppel (E)

· Actual Authority

· Source of actual authority – Restatement 3rd § 2.02(1): “An agent has actual authority to take action designated or implied in the principal’s manifestations to the agent and acts necessary or incidental to achieving the principal’s objectives, …

· Agent has authority if they’re doing what the principal told them to do

· Restatement 3rd § 2.01: “An agent acts with actual authority when… the agent reasonably believes that the principal’s wishes the agent so to act.”

· The determination of the extent of the agent’s authority is determined by their reasonable belief 

· Mill Street Church v. Hogan

· Background

· Bill Hogan is hired to paint the Mill Street Church

· Bill hires his brother, Sam Hogan, to help him finish painting a difficult part of the church

· Sam is hurt ( seeks workers compensation from the Church based on an employment contract he had with Bill 

· Issue = is Bill’s employment contract with Sam enforceable against the church? 

· Discussion 

· Church did not tell Bill to hire Sam ( Bill did not have explicit authority to hire Sam

· But Bill could still have actual authority if he reasonably believed the principal gave him the authority to hire a 3rd party to help

· Bill had previously hired Sam in the past to help 

· Bill spoke with the Elder and they discussed hiring someone

· Painting the church is difficult ( likely need an assistant 

· Hiring someone is incidental to the job  

· The treasurer paid Sam for his labor 

· Example of ratification, not actual authority

· Thus, it was reasonable for Bill to believe he had the authority to hire someone ( he had actual authority

· Is Sam Hogan’s belief that his brother Bill had authority to hire Sam relevant to the issue of whether Bill had actual authority?

· No – AcA looks at the belief of the agent, not T 

· Apparent Authority
· Depends on the reasonable belief of the third party 
· Rest. 3rd: §2.03:  Apparent authority is the power held by an agent to affect a principal’s legal relations with third parties when a third party reasonably believes the actor has authority to act on behalf of the principal and that belief is traceable to the principal’s manifestations.

· P must “cloak” A with the appearance of authority by some action
· Manifestation can be direct or indirect 

· Examples

· If Burns tells Lisa “Deal with Smithers, he’s my agent”

· Lisa has a reasonable belief that Smithers has the authority to act on Burn’s behalf

· Lisa’s belief is traceable to Burns’s statement 

· Apparent authority exists

· Less obvious case occurs if Lisa doesn’t ever deal with Burns ( Principal can still be bound if agent is “cloaked” with the appearance of authority

· Burns tells Smithers: “Wear this Burns & Co hat, since you’re my agent.”

· “I’m Burns’ agent; look at my Burns & Co. Hat.” 

· Apparent authority exists because Lisa’s belief that Smithers is Burns’ agent is based on Burns’ action (even though Lisa is not aware of them)

· No apparent authority – Smithers randomly grabs a Burns & Co. hat and offers to sell Lisa the powerplant for $10

· (1) Lisa reasonably beliefs Smithers had authority to act on behalf of Burns

· (2) But Lisa’s belief is not traceable to a manifestation by Burns 

· No apparent authority 

· Ophthalmic Surgeons Ltd. V. Paychex, Inc. 

· Background 

· OSL is owned by Dr. Andreoni 

· Anderoni enters a contract with Paychex to administer its payroll

· Paychex asks clients to designate a representative to handle administrative things ( OSL appoints Carleen Connor to handle relations with Paychex

· Over 10 years, Connor tells Paychex to issue her over $230,000 in paychecks she wasn’t entitled to

· Paychex sent payroll reports directly to Connor because she was the designated agent (Andreoni never sees the reports)
· OSL discovers the fraudulent payments ( tries to get out of the $230,000 payments by suing Paychex for breach of contract 

· Issue = did Connor have authority to authorize the payments to herself?

· Analysis

· (1) Does Connor have actual authority?

· No – not reasonable for Connor to believe she could overpay herself

· (2) Does Connor have apparent authority

· (1) Is it reasonable for Paychex to believe Connor could issue extra payments to herself? 

· OSL trusted Connor, so Paychex should be able to trust her representations

· On the other hand, maybe they should’ve suspected something

· (2) Is Paychex belief traceable to OSL?

· Yes – OSL said Connor was in charge of payroll 

· Case Questions

· What are the indicia of Connor’s apparent authority?

· OSL said she was the payroll representative

· Job title 

· Payroll statements were addressed to Connor 

· Were the indicia direct or indirect?

· Direct indicia = communication between P and T

· Initial meeting where OSL met with Paychex appointed Connor was direct

· Indirect indicia = P has cloaked A with appearance of authority 

· Connor was still in her position; documents were sent to her; she was working in the office

· Can silence count as a manifestation?

· OSL never said Connor couldn’t issue herself additional checks for over 10 years 

· Technically, silence cannot create apparent authority because silence does not create a traceable manifestation 

· But an exception exists if someone cloaks someone in authority and fail to explicitly remove that authority 

· Must affirmatively act to remove authority previously granted 

·  Undisclosed Principal Liability (UPL) 
· Two Situations where UPL Exists:

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

· Elements

· (1) Undisclosed principal

· (2) 3rd party induced to make detrimental change

· (3) Acting on principal’s behalf

· (4) Principal has notice
· Example Watteau v. Fenwick

· (1) Fenwick is an undisclosed principal

· (2) Watteau induced to sell cigars to Humble

· (3) Humble was acting on behalf of Watteau when operating the bar 

· (4) Fenwick didn’t know Humble was buying the cigars ( test is failed 

· This situation is trying to prevent P from hiding behind the lack of actual/apparent authority to induce T to make decisions when P knows about A’s actions 
· Restatement 3rd § 2.06 (2): “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 had been disclosed..”
· Elements 
· (1) Undisclosed principal

· (2) Cannot rely on instructions that reduce agent authority

· (3) To less than agent would have if principal disclosed. 
· Example Watteau v. Fenwick 

· (1) Fenwick is the undisclosed principal 

· (2) Fenwick told Humble not to buy cigars, but they made it look like Humble he has the authority to buy cigars 

· (3) Watteau reasonably believed Humble had the authority to buy the cigars because Watteau never disclosed to anyone there was any limits on what Humble can do 

· Hidden person pulling the strings from behind the scenes ( cannot avoid contract liability based on A’s actions 

· Policy rational: T reasonably believed they were dealing with an entity that owned and operated a corporation 

· Watteau v. Fenwick
· Background

· Humble runs a bar ( sells to Fenwick (brewers of liquor) 

· Fenwick never tells anyone they bought Humble out (trying to keep the status quo/appearance that its Humble’s same bar)

· Humble keeps operating the bar in the same manor, but Fenwick gives him special instructions

· Can only buy some things from a third party ( cigars and some other things must be bought from Fenwick 

· Humble buys cigars and other unauthorized things from Watteau 

· Watteau thinks it’s selling directly to the owner of the establishment 

· Watteau does not get paid for some of Humble’s purchases ( discovers Fenwick is the actual owner of the bar ( sues Watteau to recover the cost 

· Fenwick argues Humble didn’t have authority 

· Analysis 

· Actual authority? 

· No – Fenwick explicitly said not to purchase cigars from T

· Apparent authority?

· (1) Reasonable belief? 

· Not really – Watteau didn’t even know Fenwick owned the bar

· No authority but “undisclosed principal liability” exists

· Watteau reasonably believed Humble had the authority to buy the cigars because Watteau never disclosed to anyone there was any limits on what Humble can do

· Ratification (R) 

· Definitions 

· Restatement 3rd § 4.01: “Ratification is the affirmance of a prior act done by another, whereby the act is given effect as if done by an agent acting with actual authority.”

· Restatement 3rd § 4.03: “A person may ratify an act if the actor acted or purported to act as an agent on the person’s behalf.”
· Does not require the actor to be P’s agent 
· But P cannot ratify if there is a “significant change of circumstances” 

· Example: If there is a Diet Coke apocalypse and the Diet Coke Sonia’s put aside is the last one in the world ( Guttentaug can’t ratify Kevin’s prior actions because it would be very unfair to T

· Ratification operates through equitable principles 

· Estoppel (E)
· In some circumstances the P is prevented from denying liability 

· Sort of a last resort liability theory 
· Rest. 3rd § 2.05: 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 third party who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the person's account, if:
· He intentionally or carelessly caused such belief, or

· Knowing of such belief and that it might induce change, did not take reasonable steps to notify them of the facts.

· Example

· Kevin goes to Sonia’s and tells them to put the last Diet Coke aside for Guttentaug ( bad business decision for Sonia’s 

· No liability for G if he didn’t order Kevin didn’t do anything 

· But if Sonia’s employee sees Kevin talking with Guttentaug when Kevin tells Sonia’s to set aside the last Diet Coke for Guttentaug and G doesn’t say anything ( G is estopped from escaping liability

· G’s inaction led Sonia’s to believe G would buy the Diet Coke 

· How is estoppel different than apparent authority?

· Esoppel does not require showing that the principal made manifestations of authority to the third party, but still requires T detrimentally changed his position in reliance on the principal or the purported principal

· Estoppel allows T to hold P liable, but P does not have any rights against T unless P ratifies the transaction

· Agent Liability on Contracts 
· If A has made clear that they are acting on P’s behalf ( no liability against the agent

· But if it is unclear who A is acting for (or acting for anyone at all) ( liability against A

· Restatement

· § 6.01 Agent for Disclosed Principal
· When an agent acting with actual or apparent authority makes a contract on behalf of a disclosed principal, …

·  (2) the agent is not a party to the contract unless the agent and third party agree otherwise.

· § 6.02 Agent for Unidentified Principal
· When an agent acting with actual or apparent authority makes a contract on behalf of an unidentified principal, …

·  (2) the agent is a party to the contract unless the agent and the third party agree otherwise.

· § 6.03 Agent for Undisclosed Principal
· When an agent acting with actual authority makes a contract on behalf of an undisclosed principal, …

· (2) the agent and the third party are parties to the contract
Agency: Relations to 3rd Parties (Tort)

· Liability of principal for agent’s torts
· Direct Liability when:

· A acts with actual authority to commit the tort

· P ratifies A’s conduct

· P is negligent in selecting, supervising, or otherwise controlling A

· Activity contracted for is inherently dangerous (e.g., demolition, blasting) 
· Does not require the agent be an employee
· Vicarious liability when:

· A is an employee who commits a tort while acting within the scope of employment 

· A commits a tort when acting with apparent authority in dealing with T on or purportedly on behalf of P

· There is only tort liability for the P when their employees commit a tort 
· Independent contractors are non-employee agents

· Note: independent contracts can still create contract liability for the principal (no employee requirement for contract liability)

· 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, and the fact that work is performed gratuitously does not relieve a principal of liability

· Factors to consider: 

· Extent of control that agent and principal agreed the principal may exercise over the details of the work; 

· Whether the agent is engaged in a distinct occupation or business; 
· Ex: a plumber is less likely to be an employee because you’re less likely to exert a large amount of control over them 
· Whether the type of work done by the agent is customarily done under a principal’s direction or without supervision; 
· Looking at industry customs v. specific relationship 
· The skill required in the agent’s occupation; 
· More skill = less likely to be an employee 
· Whether the agent or the principal supplies the tools and other instrumentalities required for the work and the place to perform it; 

· The length of time during which the agent is engaged by a principal; 
· Longer relationship = more likely employee
· Whether the agent is paid by the job or by the time worked; 
· Whether the agent’s work is part of the principal’s regular business; 

· Whether the principal and the agent believe that they are creating an employment relationship; and 

· Whether the principal is or is not in business.

· Working within the scope of employment 

· “An employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer's control. An employee’s act is not within the scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer.”

· Foreseeable – whether the employee’s conduct should fairly have been foreseen from the nature of the employment or whether the risk of such conduct was typical or incidental to the employer’s enterprise

· RSA 2nd § 228: Conduct within scope of employment if and only if:

· Of a kind employed to perform;

· Substantially within authorized time and space limits;

· At least in part to serve master; and

· If force used, not unexpected by master.
· Ex: a bouncer at a nightclub 
· Clover v. Snowbird Ski Resort

· Background

· Clover sued Snowbird after she was injured by Zulliger (a chef at the resort) while they were skiing

· Zulliger worked at the main restaurant at the bottom of the mountain, but his supervisor asked him to periodically check up on Mid-Gad (a restaurant halfway up the mountain)

· One day Zulliger went to check on Mid-Gad and decided to ski a few runs before returning back to work ( jumped off a crest that signs said not to jump and crashed into Clover

· Legal Standards

· Detour = still within scope of employment

· Frolic = outside of the scope of employment; usually a completely unrelated task 

· Court reverses the lower court and holds that a reasonable person could conclude Zulliger was acting within the scope of his employment 

· General summing up of sub-rule: “within the scope of employment”

· 1.  Was the conduct of the same general nature as, or incidental to, the task the agent was employed to perform?

· 2.  Did the conduct occur substantially within the authorized time and space limits of employment? (“detour” vs. “frolic”?)

· 3.  Was the conduct motivated at least in part by a purpose to serve the principal?

· Yes – had to go check on Mid-Gad by skiing 
· Principal’s Liability to Third Party for Agent’s Tort (Overview)

· Direct liability when:
· A acts with actual authority to commit tort or P ratifies A’s conduct (§ 7.04).

· P is negligent in selecting, supervising, or otherwise controlling A (§ 7.05).

· Activity contracted for is inherently dangerous (e.g., demolition, blasting).

· Vicarious liability when:
· A is an employee who commits a tort while acting within the scope of employment (§ 7.07)

· A commits a tort when acting with apparent authority in dealing with T on or purportedly on behalf of P (§ 7.08)
· Ex: Zullinger is wearing a Snowbird jacket and skiing at a different ski resort when he gets in an accident 

· Agent’s liability in tort

· Restatement 3rd § 7.01:  An agent is subject to liability to a third party harmed by the agent’s tortious conduct.

· Agent is always liable for their tortious actions 

Terminating Agency Relationships 

· Termination at will by principal (revocation) or agent (renunciation) 

· Terminating actual authority (Rest. 3d §§ 3.06-3.10, 3.12):

· Agreement of parties:

· The contract between principal and agent states when it will end or upon the happening of a specified event.

· By lapse of time:

· At end of specified time, or if none, then within a reasonable time period

· Any time by either party after notice:

· At common law, presumed “at will” relationship so either party may terminate (terminology is a “revocation” by P or “renunciation” by A).  

· By change of circumstances that should cause A to realize P would want to terminate authority:

· E.g., destruction of subject matter of the authority, drastic change in business conditions, change in relevant laws.

· Fulfillment of the purpose of the agency relationship (completed tasks)
· By operation of law:

· Termination occurs automatically; e.g., upon death or loss of capacity of either A or P

· Terminating Apparent authority 

· Termination of actual authority does not end any apparent authority held by A.

· Apparent authority ends when it is no longer reasonable for 3rd party to believe that A continues to act with actual authority.  The test is whether 3rd party knows or reasonably should have known of the termination of A’s authority.

Partnership

Partnership Formation

· Introduction
· Partnership = “[A]n association of two or more persons to carry on as co-owners of a business for profit”

· A general partnership can be formed without any filing with the state.  
· More important to look to the conduct of the associated people 
· Once such association occurs, general partnership law determines the parties’ relative rights and duties.  
· Sources of law: statutes adopted by states = UPA (1914) or RUPA (1997) (harmonized/amended 2013), and case law interpreting the statute.
· California’s law is most similar to RUPA
· Most RUPA provisions are default rules the partners can alter by agreement (written, oral, or implied unless Statute of Frauds requires otherwise).  
· Some notable characteristics:  
· Partnership pays no federal income tax, instead any profits or losses “pass through” to the partners
· Partnership does have to prepare tax information ( partners still need to know how much tax they owe on the profits/losses of the partnership 

· Joint and several liability of partners.

· Partners are personally liable for the actions of another partner

· Formation of a Partnership 
· (1) RUPA § 202(a): partnership definition satisfied
· (2) RUPA § 202(b): check if opt out
· “An association formed under a statute other than the RUPA is not a partnership.”

· (3) RUPA § 202(c): sharing of gross (revenue) or net (profits) 

· Sharing in profits = partnership unless profits received in payment:
· of a debt by installments or otherwise;
· for services as an independent contractor or of wages to an employee

· rent;

· of a retirement or health benefit to a beneficiary of a deceased or retired partner;
· of interest or other charge on a loan.
· Share of revenue = commission ( not a partnership 
· Not getting a profit ≠ no partnership ( still need to see how the people are carrying on 
· (4) Common law Factors: 
· Intention of parties

· Profit sharing

· Sharing of losses (Risk)

· Management (Control)

· Ownership of property (Control)

· Rights of parties on termination/dissolution

· Conduct/holding out to third parties

· Martin v. Peyton (1927)

· Background

· KN&K = original business

· Can’t apply for a loan because they were in the securities business

· One of the business partners had friends that loaned KN&K money

· Partnership dissolves ( creditors go after friends claiming they were partners in the business

· Arrangement with the friends 

· Facts:  Peyton and Freeman are called “trustees.”

· Facts:  Trustees are to be kept informed.

· Facts:  Trustees loan securities to act as collateral and not to be mingled with other K. N. & K. assets

· Facts:  Loaned securities permit hypothecation for $2 million.

· Facts:  Until securities returned John R. Hall manages firm and buys life insurance.

· Facts:  Trustees can inspect books and veto speculative business but cannot initiate transactions. 

· Facts:  Option permits trustees to buy up to 50% of K. N. & K. and all others must give resignation letters to Hall to hold. 

· Similar to Cargill case

· Holdings 

· Holding 1: “Mere words will not blind us to reality. Statements that no partnership is intended are not conclusive.” 
· Court looks beyond language in the agreement disclaiming formation of a partnership 
· Holding 2:  Sharing profits is not decisive if “merely the method adopted to pay a debt or wages, as interest on a loan or for other reasons.”

· Holding 3:  Central question is whether they “carry on as co-owners of a business for profit.”

· Holding 4: “A point may come where stipulations immaterial separately cover so wide a field that we should hold a partnership exists…. Here that point has not been reached.”

· Case Questions

· What changes to the facts in Martin v. Peyton would make it more likely that a partnership was formed?
· If Peyton and Freeman had the ability to enter into transactions for KN&K 

· Telling everyone that they were now partners 

· Creation of a Partnership by Estoppel

· RUPA § 308

· (a) If a person purports to be a partner, or consents to being represented by another as a partner, the purported partner is liable to a person to whom the representation is made, if that person enters into a transaction with the partnership. 
· Can’t later disclaim being a partner if you tell people you are a partner 

· Someone who purports to be a partner is liable for the actions of the partnership ( can go after the purported partner for the actions of the partnership 
· Example:

· Burns Power Plant Partnership ( Bill Gates tells Lisa Simpson he is a partner in the BPPP ( Lisa enters a transaction to sell the power plant to BPPP for $10 ( BPPP has no money to pay her

· BPPP partners have joint liability to pay the $10 

· Bill Gates was never a partner but because he claimed he was a partner, but he is estopped from claiming he isn’t a partner 
· (b) If a person is represented to be a partner in an existing partnership, the purported partner is an agent of persons consenting to the representation.  If all the partners of the existing partnership consent to the representation, a partnership act or obligation results. 

· A partnership who claims someone is a partner is responsible for the actions of the partner ( allows you to go after the partnership for the actions of the purported partner
· Hypo

· BPPP says Bill Gates is their partner ( Bill Gates offers to buy the powerplant from Lisa for $10 ( BPPP is bound by Bill Gates’ actions

Partnership Management and Fiduciary Duties

· Partnerships are egalitarian ( you are equal with all partners ( each partner has equal right to act on behalf of the partnership (unless agreed otherwise)

· Disagreements ( majority vote rules
· Summary

· Can

· Change governance rules 

· Define scope of duties so long as not “manifestly unreasonable” & consistent with RUPA § 105 Rules 
· Establish financial rights between the partners (during, at dissolution, or upon termination) 

· E.g. Can address a “buy-out,” valuation, continuation 

· Can’t

· Completely eliminate duties/right to accounting

· Alter third parties’ rights 

· Partnership Roles

· Management role of a partner (default rules)

· RUPA § 301(1):  

· Every partner is an agent of the partnership for the purpose of its business.

· Every partner can bind the partnership in the ordinary course of partnership business unless partner does not have authority (actual or apparent) and third party knows this.
· RUPA § 401(h): Each partner has equal rights in the management and conduct of the partnership’s business.

· § 401(k): “A difference arising as to a matter in the ordinary course of business may be decided by a majority of the partners.  An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all of the partners.”

· 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 exclusive 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 on behalf of the partnership?

· (1) Type of relationship = partnership (assume this is true)

· (2) A only has authority to enter supplies ( only B can handle advertising

· (3) A has apparent authority ( 3rd Party reasonably believes A has actual authority = all partners have equal authority over matters

· Default rule = all partners have equal power to bind the partnership 

· (4) Partnership could be liable to A 

· National Biscuit Company v. Stroud 

· Background

· C.N. Stroud & Earl Freeman enter into a partnership under the “Stroud’s Food Center” to sell groceries 

· No indication that there is a limit on Freeman’s authority 

· Stroud tells Nabisco that he’s no longer going to buy bread from them 

· Freeman continues to buy bread from Nabisco 

· Nabisco is owed $171 ( Sue Stroud

· Case Questions 

· Explain the basis for deciding in favor of National Biscuit?
· Apparent authority

· Reasonable for Nabisco to believe Freeman had authority to buy the bread because he was a partner 

· However, Stroud previously told them they wouldn’t buy any bread from Nabisco ( may not be reasonable 

· Not clear if he has apparent authority because its not clear that Nabisco reasonably believed Freeman had the cloak of authority 

· Actual authority 

· Freeman has actual authority ( he is a partner and there is no indication that there is a limit on his authority 

· Amending the partnership ( requires unanimous ratification by the partnership ( couldn’t take away Freeman’s actual authority to buy bread without his consent

· Does previous business with Nabisco matter?
· If it had been apparent authority ( yes 

· Since the court is relying on actual authority ( no
· Is Freeman personally liable to Nabisco for the cost of the bread?
· Yes ( all partners are joint and severally liable 

· Why wasn’t Stroud’s notification to Nabisco enough?
· Stroud had an impact on apparent authority but not Freeman’s actual authority 
· What risks did Nabisco face?
· Nabisco never knew the terms of the partnership’s agreement ( if Freeman did not have actual authority, then Nabisco would have to rely on apparent authority ( wouldn’t be able to sue the partnership 
· What could Stroud have done to protect himself from obligations incurred by Freeman?

· Could’ve formed a P/A relationship instead of forming a partnership & make sure to eliminate actual authority (tell Freeman he can’t make purchases) & get rid of apparent authority 

· Create a partnership but specify Freeman doesn’t have the authority to buy bread in the partnership agreement 

· Tell the 3rd party Freeman doesn’t have authority to buy bread 

· Key takeaway: regardless of the structure of the relationship, you need to take away actual and apparent authority 

· Day v. Sidley & Austin

· Background

· Day joined the firm in 1938 ( left to be the postmaster general ( returned to start the Washington D.C. branch 

· Executive Committee discuss a potential merger with Liebman (another Washington firm) in secret 

· By agreement, the Executive Committee had the power to make almost all decisions 

· October 16, 1972, merger agreement ( Day signs on 

· Executive Committee creates a plan to make a single Washington Office headed by co-chairs (one of which would be Day)

· Was not disclosed to Day before he voted on the merger agreement 

· Day did not expect this change

· Also decide to close Day’s Washington office 

·  Day contends he had a contractual right to remain the sole chairman 

· Fraud Claim: said “No one will be worse off.”

· Elements

· (1) a deliberate misstatement of fact, 

· (2) made with the intent to deceive another person, 

· (3) reasonably relied upon by the deceived person, 

· (4) which reliance proximately and directly results in damage to that person.

· Court holds not fraud claim because

· (1) “not deprived of any legal right,” and 

· (2) could not have believed there would be no changes.

· Is this claim properly dismissed?

· No full disclosure of the plan ( other side is assuming only Day would’ve voted against the merger ( if others had known the plan, they might’ve voted against the merger 

· Day could’ve argued he lost his right to have a meaningful vote

· Breach of Fiduciary Duty: Secrecy about merger consequences 

· Basis for dismissal?

· Court says no fiduciary duty to tell the full truth unless the actions are benefiting one person personally 

· As a fiduciary, they don’t have to tell people who will be in charge 

· Is this claim properly dismissed?

· Maybe no – should have a fiduciary duty to provide information about certain things beyond self-dealing 

· Also, should have a duty to fully disclose information relevant to voting 

· Case Questions

· What was Day’s right to control before merger? Did it change after merger?
· None; did not change 
· Is the Sidley & Austin control system sensible? Why?
· Yes – with a large # of partners, it makes sense to have a centralized management system
· What should Day have done to protect himself when he joined Sidley & Austin?
· When he rejoined the firm as a partner ( negotiate some protection? 
· What could Sidley & Austin have done to avoid this litigation?
· Be more transparent 

· Don’t make any promises (“no one will be worse off”) 
· Was the Sidley & Austin partnership agreement well drafted?

· Maybe no ( expressed a broad power but then later says “JK” 

· Key Takeaways

· Courts allow partnership agreement to modify statute:

· Executive Committee 

· Majority approval for matters requiring unanimity per statute.

· Partnership Duties 

· Partners are fiduciaries of each other and the partnership.

· Duty of Care

· RUPA § 409(c): The duty of care of a partner . . . is to refrain from engaging in grossly negligent or reckless conduct, willful or intentional misconduct, or a knowing violation of law.
· Compare A/P Duty of care: act with reasonable care 

· Partnership law ( can act without reasonable care and not violate your duty of care 

· Duty of Loyalty

· RUPA § 409 
· (b): The fiduciary duty of loyalty of a partner includes:

· (1) To account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partner:
· Cannot personally profit from the partnership independent of the partnership profit-sharing 
· (2) Refrain from dealing as or on behalf of a party with an interest adverse to the partnership; and

· (3) Refrain from competing with the partnership in partnership business before dissolution.

· (e) Furthering self-interest does not mean duty violated;

· (f) All the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction by a partner that otherwise would violate the duty of loyalty.

· (g) It is a defense to a claim under subsection (b)(2) and any comparable claim in equity or at common law that the transaction was fair to the partnership. 

· Can argue that the partnership got a fair deal to claim the duty was not breached

· Information Duties 

· Maintain books and records (RUPA § 408(a)). 

· Provide access to books and records (RUPA § 408(b)). 

· Furnish without demand information required to exercise rights (RUPA § 408(c)(1)). 
· Affirmative obligation to disclose 

· Furnish any other information on demand unless unreasonable or improper (RUPA § 408(c)(2).

· Ability to modify duties under 1997 Act (RUPA § 105)

· (a) Relations between partners are governed by agreement. 

· (b) To the extent the partnership agreement does not provide for a matter described in subsection (a), RUPA governs the matter. 

· (c) Agreement may not:

· (4) Unreasonably restrict access to books and records §408.

· (5) Alter or eliminate duty of loyalty or duty of care, except as otherwise provided in subsection (d).

· (d)(3) If not manifestly unreasonable the partnership agreement may:

· (a) Alter or eliminate the aspects of the duty of loyalty stated in Section 409(b);
· Could include a provision that a partner is allowed to pursue competitive opportunities
· (b) Identify specific types or categories of activities that do not violate the duty of loyalty;

· (c) alter the duty of care, but may not authorize conduct involving bad faith, willful or intentional misconduct, or knowing violation of law …
· Can never allow a partner to act in bad faith 

· What is “manifestly unreasonable” (RUPA § 105(e))? 

· (e) The court shall decide as a matter of law whether a term of a partnership agreement is manifestly unreasonable. The court:

· (1) shall make its determination as of the time the challenged term became part of the partnership agreement and by considering only circumstances existing at that time; and

· (2) may invalidate the term only if, in light of the purposes and business of the partnership, it is readily apparent that:

· (A) the objective of the term is unreasonable; or

· (B) the term is an unreasonable means to achieve the term’s objective.

· Interpretation: 

· Want to look at the time when the partnership was formed (rather than what happened later) when deciding whether a provision was unreasonable 

· Meinhard v. Salmon 

· Background 

· 1902 – Louisa Gerry gives Salmon a 20-year lease for property

· Elbridge (son) takes over after Louisa dies

· Salmon agrees to make some improvements to the property as a condition of the lease 

· Unbeknownst to Louisa, Salmon enters a partnership with Meinhard 

· Meinhard was going to give half the money 

· Salmon would run everything ( Meinhard would only get 40% of the profit for the first 5 years 

· Technically a “joint venture” (a partnership for a limited time) 

· 19 years and 9 months into the lease ( Elbridge is considering what to do with the property (wants to tear it down and build a big building)

· Approaches Salmon about his idea ( Salmon agrees to make the changes Elbridge wants, but doesn’t tell Meinhad 

· Meinhard is upset that Salmon didn’t include him in the deal 

· Claims Salmon is “stealing” from the partnership

· What were the various damages?

· Referee – 25 percent to Meinhard

· Appellate Division one-half of whole lease to Meinhard

· Cardozo solution: add an extra share for Salmon (so he maintains control as he did before)
· Case Questions 

· How does Cardozo justify his decision against Salmon? 

· They were partners ( owed a fiduciary duty to each other

· Duty of loyalty was violated 

· Need to be more than just honest 

· Must act while always thinking about your partner 

· What could Salmon have done to satisfy Cardozo?  

· Disclose to partner potential opportunities (unless the partnership agreement specifies you can pursue other opportunities) 

· But does not mean there is a duty to ensure the partnership benefits. See RUPA 409(e).

· Cardozo: chance to compete was key

· Cardozo purposes that Salmon shouldn’t have even been thinking about himself (not embraced by the statute)
· Would disclosing the opportunity to Meinhard have allowed Salmon to proceed under the RUPA default?

· RUPA 409(f):  all of the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction that otherwise would violate the duty of loyalty.
· Rule does not agree with Cardozo’s disclosure solution 

· Sophisticated parties often modify the fiduciary duty at the formation of the partnership to allow partners to pursue competitive opportunities to avoid obligations under the statute 

· What was the basis of Salmon’s defense?

· There are things that were not part of the joint venture and things that were not ( difficult to determine what is part of the partnership 

· Renewing the lease is not a simple extension ( the renewal is a bigger project that will begin at a time beyond the original 20-year lease 

· Suppose you represented Salmon.  What provision would you include?
· Salmon can pursue competitive opportunities 
· Suppose you represented Meinhard.  What provision would you include?
· You have to provide notice of any opportunities 

· Right of first refusal to enter into any similar transactions 

· Salmon couldn’t have gotten to where he was without Meinhards help ( should be able to continue to profit
· Which of the two above rules would be agreed upon?

· “No answer is it to say that the chance would have been of little value even if seasonably offered.  Such a calculus of probabilities is beyond the science of chancery.”
Partner Property, Liability, Finances, and Taxation

· Relating to Third Parties
· RUPA § 301 (1): (in contract)

· “Every partner is deemed to be an agent of the partnership, … and

· The act of every partner … carrying on in the usual way the business binds the partnership,

· unless the partner has no authority … and the person with whom he is dealing has knowledge of the fact. (no actual/apparent authority)
· RUPA § 305: (in tort)

· “Where wrongful act or omission of any partner acting in the ordinary course of the business of the partnership, partnership is liable.”

· RUPA § 306

· “All partners are liable jointly and severally for all debts, obligations, and other liabilities of the partnership”

· Can sue any partner for the actions of any partner 
· But person admitted as a partner into an existing partnership is not personally liable for any partnership obligation incurred before admission
· Partnership Property
· What counts as Partnership Property?

· Property acquired by a partnership is property of the partnership and not of the partners individually.
· Partnership property also includes property that is either:
· Acquired in the name of the partnership.  
· Acquired by one or more partners with a document transferring title that indicates the partner was acting in his capacity as a partner.
· Property purchased with partnership funds is presumed to be partnership property.
· Rules on Partnership Property

· RUPA § 401(i): “A partner may use or possess partnership property only on behalf of the partnership.”
· RUPA § 501: “A partner is not a co‑owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.”
· RUPA § 502: “A transferable interest is personal property.”
· Comments: “Absent a contrary provision in the partnership agreement or the consent of the partners, a ‘transferable interest’ is the only interest in a partnership that can be transferred to a person not already a partner.”
· “transferable interest” = right to receive distributions from a partnership but not ownership stake in partnership 
· Partnership Capital Account 
· Used to help determine distributions 

· Each partner has an account that is a running balance reflecting: 
· their contributions (money plus the value of any other property), 
· their share of profits, 
· any distributions (taking a “draw”), and 
· their share of losses.
· Capital Contributions
· As a matter of default, initial capital contributions are not required from partners. Some or all partners may contribute only services.
· Each partner is credited with an amount equal to the money plus the value of any other property contributed in order to be a partner or in the person’s capacity as a partner.  
· The contributed capital itself belongs to the partnership and can be any property (real, intangible, etc.).  
· Compensation for Services
· Unless otherwise agreed (and a limited exception during winding up), a partner is not entitled to compensation for services.  RUPA § 401(h).
· Partners just take distributions based on the partnership’s profits (not an hourly rate) 
· Profits and Losses
· By default, a partner “is entitled to an equal share of the partnership profits and is chargeable with a share of the partnership losses in proportion to the partner’s share of the profits.” 
· Default = equal share of profits and losses in proportion.  
· Contributions by partners in terms of capital/labor does not affect profits ( They receive a credit of capital/labor contributed before profits are distributed ( remainder = distributed equally  
· Distributions (end of the partnership) 
· Timing of distributions depends on the partnership agreement 

· Interim distributions (during the life of the partnership) decided by a majority vote of the partners 
· (1) Partnership must first apply its assets to discharge debt (including $$ lent by partners or salaries) 
· Third party creditors take priority over partner loans 
· (2) If any surplus:

· (a) First pay out the value of the returned contributions (e.g., capitol investments) 
· (b) Then agreed upon rights to share in distributions

· (3) If insufficient money to pay off debts ( partners must pay 
· By default, 50/50 split 
· Kovacik v. Reed
· Note: Inconsistent with the RUPA rules

· Background

· Capital contribution: Kovacik ($10,000) and Reed $0
· Reed is contributing labor 

· Profits equally divided (no salaries)

· 10 months later – K dissolves and explains partnership is losing money 

· Remaining assets = $1,320 & Loss of $8,680 ($4,340 x2)

· Court holds that one person lost $$, one person lost their sweat equity (Reed’s labor) and they won’t make Reed bail out the capital partners
· Believe making Reed owe money in addition to his labor contributions would be unfair 
· Rule = upon loss of money, the party who contributed it is not entitled to recover any part of it from the party who contributed only service/labor
· May be unfair because Reed would face no risk for the partnership failing ( not really an equal partner 
· Court is really trying to make sure Reed was compensated for labor 

· Problem was created because the default rules created 50/50 liability and the partners didn’t contemplate losing $$ 
· Could’ve contracted around the rules or used a different business

Ending a Partnership

· Dissociation 

· Dissociation is a change in the relationship of the partners caused by any partner ceasing to be associated in the carrying on of the business.

· Dissociation does not necessarily cause a dissolution and winding up of the partnership business.
· In forming the partnership ( can structure the partnership where if one partner leaves, the partnership dissolves (dissolution) automatically 

· Silent = may continue to exist 
· A partner is dissociated from the partnership upon … RUPA § 601.

· (1)   the partner expresses the will to disassociate;

· (2)   an event agreed in the partnership agreement occurs; or
· (3)   the partner is expelled pursuant to the partnership agreement;

· Ex: Partnership may have the option to vote someone out of the partnership

· Effect of Dissociation (RUPA § 603)

· Depending on the act of dissociation, consequences will be either:

· If the event is listed in RUPA § 801, then dissolution is also triggered.

· If the event is not listed in RUPA § 801, then a buyout will occur pursuant to RUPA § 701 and the partnership business continues.

· Dissolution & Winding Up: RUPA § 801

· A partnership is dissolved, and its business must be wound up upon occurrence of:

· (1) in a partnership at will, a partner chooses to dissociate

· At will = partnership not established for a set amount of time 

· Thus, if anyone leaves ( dissolution 
· But the partnership can agree ahead of time what happens if a partner leaves ( may agree not to dissolve automatically 
· (2) (iii) in a partnership for a term or a particular undertaking upon completion of the term or undertaking, 

· (2) (i) after a wrongful dissociation unless a majority of the remaining partners vote to continue the partnership, 
· Ex: Formation of partnership where 5 partners are agreeing to be partners for 5 years ( 1 partner decides to leave after 5 months ( wrongful dissociation 

· Partnership dissolves unless the remaining 4 votes to continue the partnership 

· (3) an event agreed in the partnership agreement;
· (5) On application by a partner, a judicial determination that:

· (i) Purpose of partnership likely to be unreasonably frustrated

· (ii) Another partner’s conduct makes it not practicable to carry on partnership business;

· (iii) Not otherwise reasonably practicable to carry on partnership business.
· Note: may want to go to a court to end the partnership because you may incur liability for ending the partnership against the partnership agreement’s provisions 

· RUPA § 802(b): Partnership continues after dissolution only for the purpose of winding up.

· Wrongful Dissociation (RUPA § 602)

· (a)(1) A person has the power to dissociate at any time, rightfully or wrongfully, by withdrawing by express will;
· Law of partnership does not require anyone to continue a partnership against their will

· (b) A partner’s dissociation is wrongful only if:

· (1) the dissociation is in breach of an express term of the partnership agreement; or

· (2) the partnership is for a definite term or particular undertaking and the partner withdraws before the end of the term or completion of the undertaking.

· (c) A person who wrongfully dissociates is liable to the partnership and other partners for damages caused by disassociation. 

· Goes back to 801(5) – go to a court and convince them to dissolve the partnership to avoid liability 

· Can always contract that the person who wrongfully dissociates walks away with nothing 

· Dissolution and winding up (RUPA § 701)

· If there is dissociation without a dissolution:

· (a) the disassociated partner’s interest is purchased by the partnership;
· Doesn’t matter if the dissociation is wrongful ( still entitled to their interest
· (b) the buyout price is based on the price if partnership assets sold at that time and equal to the greater of:

· (1) liquidation value;
· Sale of individual property belonging to the partnership 
· (2) value as a going concern. 
· Value of the business without shutting it down 

· Goodwill: Value of intangible assets, such as the businesses’ reputation and brand names, and patents.

· (c) damages (see § 602(c)) are deducted from the value of the disassociated partner’s interest

· Remember: wrongful dissociation = liable for damages
· (h) a partner who wrongfully dissociates is not entitled to payment until expiration of term or completion of undertaking.

· Ex: if the partnership is termed for 5 years ( dissociated partner may have to wait until the end of the 5 years to receive their rightful payment
· Prentiss v. Sheffel 

· Background

· Prentiss owns 15% of the partnership

· Prentiss gets into a dispute with the remaining 2 partners 

· Sheffel and Igor sue for dissolution 

· Trial court finds partnership dissolved by freeze out, no bad faith, appoints receiver, and orders sale of property

· Sheffel and Iger buy property for $2.25 million

· Prentiss appeals Sheffel and Iger purchase of partnership property
· Key points

· Prentiss is no longer carrying on as a co-owner of the business ( no longer included in meetings ( dissociated 
· Partnership at will ( 1 partner decides to leave (dissociation) ( dissolution 

· Winding up business ( everything gets put up for sale & distribute to partners 

· Prentiss is upset when Sheffel and Igor show up to buy assets
· Case Questions

· What did the court find to be the basis for dissolution?

· Freeze out = no longer co-equal partners ( ends the partnership
· Why continue to inform a minority partner?
· Don’t want to have a dissolution ( keep the minority partner involved to keep carrying on as co-owners 
· Is the court correct that allowing the partners to bid benefits Prentiss? 
· Yes because Prentis got $$, but not really getting what he wants (to be in the partnership!)
· Giles v. Giles Land Co.

· Dissociation without dissolution ( go to the court to dissociate 

· Background

· Kelly Giles is a partner in a family partnership 

· Argues that he was improperly denied access to the books

· Family counterclaims seeking to dissociate Kelly from the partnership

· Family seeks judicial dissociation because Kelly has acted to make it unreasonable to continue the partnership as it exists 

· Valid basis for dissociation 
Other Partnership Forms

· Unincorporated Limited Liability Entities (in between Partnership & Corporations)

· General features

· Can limit some liability 

· Formality required

· Tax passes through the partnership 

· Governance is very malleable 

· Limited partnerships (LPs)
· Don’t want to have unlimited liability for the partnership’s actions if they aren’t actively involved in the partnership (i.e., someone only contributes money but doesn’t manage the partnership)

· Formation: 

· Must file documents (usually with Secretary of State)

· A type of partnership with 2 types of partners:

· General partners:  General partners manage the business and have the power to bind the partnership.  They are personally (and jointly and severally) liable for the partnership debts.

· Limited partners:  Silent/passive partners without management rights.  Not personally liable unless they participate in management or control of the LP (old “control rule”- Cal.); current uniform act has modified to not personally liable except in extraordinary circumstances.

· Limited Liability Partnerships (LLPs)
· LLP = the limited liability form of the general partnership 

· Forming a LLP requires filing a form with the secretary of state.
· The partnership name must have a signifier – i.e., “LLP”

· The effect is to shield partners from personal liability for the partnership debts.  
· A partner remains personally liable for her own wrongful acts. 

· Limited Liability Limited Partnerships (LLLPs)
· Limited Partnership (LP) in which general partners get limited liability (LLP treatment) ( still personally liable for their own debts
· Limited Liability Companies (LLC)
· In 1988, IRS ruled LLC could qualify for partnership-like tax treatment

· Formation: File with State

· Flexibility: Like partnership, most aspects of management and sharing dictated by the LLC’s “operating agreement.”

· Two types: 
· 1) member managed, all members are managers
· 2) manager managed, some owners not managers and no right to vote.  

· Limitations on capital structure complexity and share transferability.
· Compare Corporation: Can take money from any source
· Unfavorable state franchise taxes in some states.

· State taxes required to form the LLC

· Even if managed by partner ( limited liability 

· S Corporations

· Creation of tax code (actually a corporation)

· Advantage:

· Pass-through taxation and limited liability.

· Disadvantages:

· Constraints on # of shareholders, source of corporate income, types of shareholders (one class only), deductions on pass-through losses.
· Does the same thing as an LLC 
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Corporate Formation and Limited Liability

History of the Corporation

· The Ultra Vires Doctrine 

· At common law, a corporation was limited to the powers enumerated in the purpose clause of its charter.

· The “purpose clause” is a statement describing the business the corporation is to conduct.

· The term “corporate powers” refers to methods the corporation may use to achieve its purpose (e.g., power to contract and power to borrow money). 

· Historically, if a corporation engaged in conduct that was not authorized by its express or implied powers, the conduct was deemed “ultra vires” and void.  
· Whenever a transaction was beyond the corporation’s limited purposes or powers, either party to the contract could disaffirm it.  
· Today, most modern corporation statutes expressly grant incidental/implied powers.  
· Use of the ultra vires doctrine is very rare; many legal commentators view it as a historical relic.
· Sources of corporate law

· The Internal Affairs Doctrine (a choice of law rule) 

· As a general matter, the “internal affairs” of the corporation are governed by the law of the state of incorporation.

· A notable departure from the internal affairs doctrine is California Corporations Code § 2115 (sometimes referred to as a “long-arm statute” or the “pseudo-foreign corporation statute”).
· Even though a corporation may be incorporated in another state ( primary business is here in CA ( we get to tell you how to act 

· With the exception of publicly traded corporations, it makes “foreign” corporations with more than half of their taxable income, property, payroll, and outstanding voting shares within California subject to certain provisions of the California Corporations Code.  

· Why do we study Delaware?

· Delaware corporate law is also very influential on other state’s corporate law.

· Let corporations maximize profitability/efficiency 

· Delaware has:
· The largest body of precedent interpreting its corporation code

· Relatively stable and modern corporate law.  
· A special court for business matters (the Court of Chancery), which has a reputation for excellence and experience in corporate law 

· Procedures that facilitate timely decisions 

· Individual state law (internal affairs doctrine) 
· Model Business Corporations Act (“MBCA”)

· Delaware

Defining Features of the Corporation

· Separate entity (a completely separate legal person) 

· The corporation is an entity with separate legal existence from its owners 

· Possesses (some) constitutional rights

· Yes: free speech (Citizens United).

· No: personal privacy (FCC v. ATT)

· Separate taxpayer

· Requirement for formal creation
· Perpetual existence

· See, e.g., MBCA § 14.02 (a): The board of directors may propose dissolution for submission to the shareholders by first adopting a resolution authorizing the dissolution.”

· Limited liability

· Default = no personal liability for shareholders unless that shareholder did something to incur liability 

· Only applies to shareholders 

· Directors or other corporate officers do not have limited liability  
· Centralized management

· MBCA § 8.01(b): “All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its board of directors”

· Board of directors always exist in a corporation ( don’t want them? Form a different firm 

· Benefit = BOD can change without having to change the structure of the firm (compare partnership dissociation/dissolution) 

· The board of directors directs the affairs of the corporation

· Authority to act for (and to bind) the corporation originates in the board as a collective body.

· Directors have fiduciary duties to the corporation and the body of shareholders.
· The officers handle the day-to-day management of the corporation and are under the direction of the board.

· The officers are appointed by the board.  E.g., CEO, CFO, etc.

· Corporate officers run the day-to-day operations of the business.

· They execute firm strategy. (And in practice, often help devise the strategy too.  
· Most corporate actions are taken by corporate officers and subordinate employees pursuant to delegated authority

· They are agents of the corporation, and the scope of their power often comes down to agency principles.
· Can be on the BOA, officer, and a shareholder of a corporation 

· Liability depends on the role you were in when you were acting 

· Owners of the corporation (shareholders) are not necessarily on the BOD or an officer of the corporation 

· By default, stockholders elect the members of the BOD at the annual stockholder meeting.
· Board doesn’t usually run the corporation ( they appoint an agent to run the company on their behalf (i.e., a CEO, CFO, etc.)
· Directors tend to be CEOs or other high-level executives with full-time jobs and responsibilities at other companies.  Corporate officers such as the CEO may also be directors.  

· Directors have fiduciary duties 
· Two types of liability in corporations:

· Shareholders may have personal liability as well (“piercing the corporate veil”)  
· Personal liability for directors’ actions in managing the corporation 
· An individual director acting alone generally has no rights or powers.

· The board of directors takes action on behalf of the corporation either:

· at a meeting at which notice was properly given and a “quorum” is present; or

· by written consent.

· Action at a board meeting (DGCL § 141(b)): 

· “A majority of the total number of directors shall constitute a quorum for the transaction of business unless the Certificate of Incorporation (COI) or the bylaws require a greater number.  Unless the COI provides otherwise, the bylaws may provide that a number less than a majority shall constitute a quorum, in no case shall be less than 1/3 of the total number of directors…”
· You can change the number of the quorum required (default is majority), but you cannot go below 1/3 the total number of directors 
· “The vote of the majority of the directors present at a meeting which a quorum is present shall be the act of the board of directors…”
· This is when the corporation is “acting” 

· Does not mean the majority of the directors – if there is a quorum of 7 and 4/7 vote in favor of something ( vote is valid and the corporation acts 
· Action by written consent (DGCL § 141(f)):

· Authorizes a board to act without a meeting by means of written consent, but it requires unanimity.
· Divisible ownership 
· Ownership of the corporation is divided into shares of stocks 

· Helps make division of profits more straightforward 

· Capital structure (PPP, 291 – 303):

· Claims on the corporation’s assets and future earnings issued in the form of securities.
· Claims = equity + debt securities 
· Securities: permanent, long-term claims on the corporation’s assets and future earnings issued pursuant to formal contractual instruments.
· E.g., buying a share of the corporation’s stocks 
· Capital Structure: The debt securities and equity securities together constitute the firm’s capital structure.

· Equity securities = shares of stock (representing ownership in the corporation)

· Debt securities = money the corporation borrows 

· E.g., Investor gives $1 to the corporation and receives a promissory note (will repay $1 + interest)

· Comparing Debt and Equity

· Shareholders (receive stocks):  
· Owners of the corporation

· Elect directors and vote on major corporate decisions
· May receive firm’s earnings in the form of dividends 
· Dividends are given if the company has extra money after paying off its debts 

· Dividends are generally distributed at the discretion of the directors 
· In liquidation, get firm assets after all other claims are satisfied (residual claimants)

· Lenders (creditors)

· Given a bond (promissory note)

· Funds borrowed by the firm

· Firm pays interest 

· At “maturity,” firm returns the principal
Corporate Finances 

· Financial Statements: Income statements and balance sheets

· Income Statement:  

· Financial statement that indicates results of operations over a specified period.
· Keeping track of how much money came in, how much was spent, and how much is left over  
· Also known as the profit and loss (P&L) statement.
· Only meaningful over a period of time, rather than a specific point in time 
· Balance Sheet:  

· Summarizes the company’s financial position at a given point in time. 
· Usually the end of the month, quarter, or year.

· Describes the assets of the business, and the claims on those assets, either of creditors in form of debt, or owners in the form of equity.
· Looking at the things the corporation has v. the claims against the corporation (shareholder/creditor claims) 

· Want to know who is entitled to the $$ the corporation has 
· Both are prepared according to Generally Accepted Accounting Principles (“GAAP”).
· You estimate the value based on how much something cost

· E.g., Mickey Mouse is “invaluable” because it didn’t “cost” anything for Disney to create

· You don’t estimate how much you think something is worth 

· Thus, Mickey would not show up on a balance sheet  
· Neither of these statements is more important ( need to know both to properly assess the corporation’s financial state 

· Publicly traded companies are required to provide both types of statements 

· Difference in risk and return between debt and equity 

· Debt securities are paid before equity securities (shareholders get leftovers) 

· Equity is a riskier position, but has the potential to be more profitable of an investment 

· If the firm’s assets decrease ( equity goes down 

· If firm’s assets decrease ( equity goes up

· Capital structure terminology 

· Authorized Shares: Number of shares the corporation can issue 

· Cap on the number of shares you can sell

· Outstanding shares: Number of shares the corporation has sold and not repurchased.
· Someone who owns a stock ( has an outstanding share ( has a claim against the firm 
· Authorized but unissued: shares that are authorized, but not yet sold.

· Treasury shares: shares issued and then repurchased by the firm.
· Not included in the outstanding shares
· Book Value: Measure of the equity value of the firm provided by the financial statement (balance sheet).  
· How much the company is worth according to the accountant 

· Appears on the balance sheet ( will list the equity value 

· Backwards looking ( accounts are looking back on how much things cost and how much is leftover 
· Market Capitalization: Measure of the equity value of the firm implied by the trading value of the firm’s stock (determined by multiplying the trading value of one share of stock times the total number of shares outstanding).
· Trying to figure out the residual (equity) value ( what’s the value of the company to its owners 

· Most important piece of information about a company 

· This is what the market thinks a company is worth 

· Only looking at what people think the equity is worth 

· Based on how much people are willing to buy/sell a share for 
· Enterprise Value: Measure of the total value of the firm’s assets implied by the trading value of the firm’s stock (determined by adding the market value to the firm’s obligations).

· Adding the market capitalization equity + debt 

· What is a share of stock worth? 

· Overview

· (1) Figure out all of the company’s assets

· (2) Calculate how much of the assets are equity and how much are debt 

· (3) Figure out the # of stocks ( equity is equally divided between the # of shares

· One share of a company stock = Value of the firm’s assets – Firm’s debt – other liabilities / number of firm’s shares outstanding’s 

· Enterprise Value Calculation 

· Market capitalization (Value of one share of company stock x number of firm’s shares outstanding) + firm’s debt = Value of the firm’s assets 

· Example: 

· Disney stock = $81/share 

· Number of stocks outstanding = 1.82 billion

· Market capitalization = ($81 x 1.82 billion) ( $148 billion 

· People think the equity of Disney is worth $148 billion

· Debt = $47 billion

· $148 b + $47 b = $195 billion enterprise value 

· Two views of the firm’s equity value (market value v. book value) 

· Often described as “market to book” value 

· Book value and market value are usually not the same

· Most people value the market value more because it is based on what people are willing to pay for a share of stock 

· Remember: Book value is not estimating the value of things that did not cost anything ( market is looking at how much they think something is worth

· E.g., Mickey didn’t cost anything ( book value is $0; People think Mickey is worth $100m ( market value is higher 

Corporate Formation

· (1) Select state of incorporation 

· (2) Reserve the desired corporate name by application to the SOS or other designated state office

· (3) Draft, execute, and file the certification of incorporation (aka “charter” or “articles of incorporation”) with the relevant state agency, according to the requirements of state law (e.g., DGCL § 102) 

· Permanent document ( like the Constitution

· Very hard to change

· Note: The role of incorporators can be purely mechanical.  They sign the certificate and arrange for the filing. If the certificate does not name directors, the incorporators select them at the first organizational meeting (to serve until first shareholder meeting). After incorporation, the incorporators can fade away and do not need any continuing interest or role.
· Filing the certificate is a straightforward task. The DGCL requires state officials to accept certificates for filing if they meet the specifications.  
· Certain filing or organization fees and franchise tax must be paid.

· Properly filing the certificate brings the corporation into existence 

· Publicly filed document 

· Articles of Incorporation

· DGCL § 102(a) [MBCA § 2.02(a)] Must Include:

· Name of corporation

· # of authorized shares

· Address

· Incorporators 

· DGCL § 102(b) [MBCA § 2.02(b)] May Include:

· Initial directors

· Management

· Limits on Rights

· Liability on a shareholder

· MBCA § 2.02(b)(6) – can limit and modify the duties required of the directors to allow them to pursue business opportunities they would normally be unable to pursue because of a conflict with their duty

· DGCL § 102(b)(7) – allows for a waiver of director personal liability for breach of fiduciary duties (except the duty of loyalty and the duty to act in good faith) 

· Must be in the charter to waive this 

· Can also waive liability for breach of care 

· (4) Must hold an organizational meeting of the incorporators or of the subscribers for shares to elect directors (if not named in the certificate). The meeting also:

· Appoint officers

· Adopt bylaws (DGCL § 109)
· Easier to change than the certificate of incorporation

· Think of as legislation ( easier to change than Constitution

· Not publicly disclosed 
· Adopt pre-incorporation promoters’ contracts

· Authorize issuance of shares, stock certificates, corporate seal, corporate account, etc. (use a checklist to be meticulous)

· Prepare board meeting minutes, open corporate books and records, issue shares, qualify to do business in states where business will be conducted, obtain any needed permits, taxpayer ID numbers, etc.

· Plan for shareholder meeting as required.

Promoter Liability and Defective Formation

· Promoter Liability 

· Promoters generate interest with investors before the corporation is formed 

· E.g., find investors, arrange for space/facilities, hire employees for the entity, enter into contracts.
· Compare: Incorporator is an administrative role that files the incorporation; generally no liability for pre-incorporation acts
· Promoter issues are archaic ( better idea to finish forming the corporation (easy process) to ensure limited liability benefits of a corporation

· Pre-incorporation liability (working on behalf on a non-existent legal person)

· Promoters are liable for contracts entered into on behalf of a future corporation, absent a contrary intent. 

· Contrary intent generally requires showing more than just signing “for a corporation to be formed.”  

· Evidence of the parties’ intentions must be found in the contract or in the surrounding circumstances—for example, that the parties intended the promoter to be a non-recourse agent or a “best efforts” agent.

· Post-incorporation liability

· Corporation is liable on the contract only if the corporation adopted it.

· Can be express (e.g., formal board resolution) or implied (e.g., if directors or officers knew of and acquiesced in the contract).

· Promoter remains liable unless:

· Corporation is formed;

· Corporation adopted the pre-incorporation contract; and
· The parties agreed to release the promoter from liability (either in the initial contract or through subsequent novation).

· It’s possible for the corporation and the promoter to both be liable on the contract.

· Limited liability with defective formation 

· Concerned with when limited liability of a corporation exists despite messing up the incorporation process 

· De facto incorporation – treat improperly incorporated entity as corporation if organizers 

· Tried to incorporate in good faith

· Had a legal right to do so (form a corporation), and 
· Acted as if they a corporation

· Note: odds of this happening are pretty low because the process is so easy and when a corporation is formed, it is a matter of public record (can search to see if the incorporation was successful) 

· Incorporation by estoppel – treat as proper corporation if person dealing with the firm (3rd party is working to take advantage of someone when they know the incorporation was not successful) 

· 3rd Party thought firm was a corporation, and
· A windfall (to the 3rd Party) if allowed to argue that firm was not corporation

· Note: trying to prevent unjust enrichment 

· Note: The situation is usually where a firm is actually a partnership (or other non-corporation firm) and the firm is arguing that they should be treated like a corporation because the 3rd party proceeded as if the firm was a corporation 

· Not really a great doctrine because it is rewarding possible misbehavior of the firm 

Corporate Limited Liability

· Relating to 3rd Parties Intro

· Executives of a corporation = agent of the corporation

· Can create contract liability if acting with authority

· Can create tort liability if acting as an employee within the scope of their employment 

· Main question = how much of the liability created by corporation’s agents can be imposed on shareholders 

· Remember: shareholders are separate from the management of the corporation 

· General Rule = limited liability ( will focus on exceptions to this rule 
· Limited Liability Overview

· Default Rule: 

· Shareholders are not personally liable for debts or torts of the corporation (unless their actions caused the debts/torts)
· Shareholders losses are limited to the amount invested

· BUT: 

· This is only a default rule. 

· A shareholder can voluntarily assume liability with a personal guarantee.

· Piecing the Corporate Veil (PCV) – Two Parts Required:
· (1) Formal Part

· Unity of interest (didn’t go through the appropriate steps to separate the interests of the shareholder and the corporation)

· Factors:

· Ownership is closely held and defendant active in business
· Not enough – must show more merging of shareholder/corporation

· E.g., only 1 shareholder 
· Lack of corporate formalities

· Most important factor 

· E.g., no records of board meetings
· Commingling of funds and assets
· E.g., corporation’s bank account is in the sole shareholder’s name

· Severe under-capitalization 

· Claims against the assets is mostly debt, rather than equity (extra money after debts are paid) 

· Makes it seem like the business can’t stand on its own 

· (2) Equitable Part 

· Refusing to allow PCV would:

· Sanction fraud or promote injustice 

· Unfairness beyond only losing money.

· Key = need to show that you have harm beyond losing money

· Policy Justifications

· Pros

· Encourages investment (capitalism) 

· Cons

· Allows winners/investors to avoid the full cost of their activities 

· PCV Tort: Walkovsky v. Carlton 
· Background 

· P gets runover by a cab 

· Corporation only owns 2 cabs and has a minimum insurance policy required by law 

· P wins but corporation is judgment proof ( wants to reach the shareholder 

· Shareholder has created 10 separate corporations with the only assets being 2 cabs each ( trying to avoid liability 

· Questions

· Did Carlton “attempt to defraud members of the general public”?
· Not really ( used the corporate structure to limit his liability (permissible under the law) 

· What is the difference between: enterprise liability and piercing the corporate veil?
· Enterprise liability = can go after sister corporations 

· Would have to show that Carlton did not respect the separate identities of the corporations, such as:
· Assignment of drivers

· Use of bank accounts

· Ordering of supplies, etc

· Enterprise liability is looking at the bigger picture and establishing that each individual corporation exists to further the overall business venture 

· the larger corporate entity held financially responsible
· What problems are there with majority’s deference to the legislature? 

· Lobbying! 
· Court dismisses W’s claim against Carlton ( cannot piece the corporate veil because W failed to show a unity of interest 

· There is a single owner, but didn’t show:

· Comingling of funds

· Lack of corporate formalities, or

· Under-capitalization
· PCV Contract: Freeman v. Complex Computing Co. 

· Background

· Glazier developed technology at Columbia University 

· Glazier establishes C3 to license technology he created 

· Effectively owned by Glazier 

· C3 hires Freeman to sell licensing agreements 

· Freeman gets a commission on licensing agreements he initiates 

· Freeman approaches Thomson and creates a licensing agreement ( Glazier wants to transact directly with Thomson (and not pay Freeman a commission) 

· C3 tells Freeman there is no money to pay his commission ( Freeman wants to PCV ( Glazier isn’t even a shareholder of C3 ( argues he would never be liable in any situation

· Questions

· What was the basis for the court’s majority decision? (190-91)

· Doctrine of Equitable ownership – even if you aren’t a named shareholder, you can be an effective shareholder 

· No respect for corporate formalities 

· Commingling of assets 

· Thus, Glazier could be reached if PCV

· Appears to be a unity of interest 

· However, no pleading for the equity part of the test ( need to remand to allow Freeman opportunity to plead this

· Gardemal v. Westin Hotel Co.

· Background

· Gardemel brought a wrongful death suit on behalf of her husband’s estate against Westin Hotel Co and Westin Mexico under Texas law, alleging D were liable for the drowning death of her husband 

· Western Hotel Corp. = shareholder of Westin Mexico 
· Issue = can Gardemal PCV of Westin Mexico to have her claims reach Westin Hotel 

· Court looks at 2 ways to impose liability against Western Co

· PCV

· Unity of interest (Texas/case calls it “alter ego”)

· Enterprise liability 

· Note: subsidiaries of a parent company are not the same thing as a principal/agency relationship 

· The parent company is removed from the principal role because as shareholders of the subsidiary, they are not operating the subsidiary ( they’re only voting on directors of the subsidiary 

· The law allows for this separation/limited liability as long as they are following the rules (i.e., not creating a unity of interest + equitable prong)

· Case questions

· Is the test for piercing the corporate veil different because Westin Mexico is an owned subsidiary?
· No ( same test (Unity of interest + equitable interest) 
· What is the evidence that Westin Mexico was or was not an alter ego of Westin?

· Was not - Westin Mexico operates as “autonomous business entity” (no unity of interest) 

· What is the evidence that Westin Mexico was or was not acting a single enterprise [enterprise liability] with Westin?

· Not single enterprise – Westin Mexico did not integrate resources

· Reverse Veil Piercing 

· Outsider (3rd Party) wants to go through the shareholder to reach the assets of the corporation 

· Hypo

· Carlton (shareholder) personally runs over Walkosky, but Carlton is judgment-proof (has no $$ to pay a judgment)

· But Carlton has left all his cash inside the companies he is the shareholder of (because of his shares in the company) 

· Walkosky wants to go through Carlton to reach the assets of the corporations 

· Generally disfavored because other shareholders (not named in the lawsuit) have an interest in the assets the corporation hold  

· Manichaean Capital, LLC v. Exela Techs, Inc.

· Background

· P = Manichaean Capital (owns shares in Source HOV Holdings, which is acquired by Exela)

· Exela owes P money

· Exela owns multiple other corporate subsidiaries (Exela Tech/Source HOV, LLC, etc.)

· Issue = can P reach the assets of Exela’s subsidiaries? 

· Case Questions

· What factors does the Del. Chancery specify for outside reverse veil piercing? 

· (1) Is there a unity of interest?

· Normal factors are considered

· (2) Equity (need to allow RVP to avoid fraud/further justice)

· Did Exela/shareholder distribute its equity into the subsidiaries for a wrong/unjust purpose 

· (3) Would RVP adversely affect the interests of an innocent shareholder? 

· Looking at the interest of the harm to the 3rd party shareholder 

· Court holds RVP is available because the normal PCV factors are met and there are no innocent 3rd party shareholders (only 1 shareholder, D)
Corporation Fiduciary Duties
Introduction

· Key issue = what are the board of directors doing? 

· Board are fiduciaries of the shareholders (owners) 

· Not the same fiduciary duties as P/A or Partnership duties 

· Main idea = directors have more freedom; less heavy of a fiduciary duty 

· Policy behind having less stringent duties = area of law is constantly changing 

Directors’ Duty of Care

· No requirement to act with “reasonable care” (unlike P/A duty of care) 

· Courts don’t want to second guess business decisions of a corporate directors 

· More latitude given to directors ( hard to prove a director breached a duty of care 

· Business Judgment Rule ( courts will defer to the business judgment of the directors 

· Does not mean there is unlimited latitude

· Look more at the process used to arrive at a business decision 

· If the right process is used ( will assume duty of care was fulfilled

· Not looking at the substance of a decision 

· BJR (Delaware): A Court will defer to the BOD’s business judgment rule unless their actions:

· (1) are not in the honest belief that action is in best interests of the corporation 

· Note: may be easy to overcome (e.g., “I’m acting in the best interest of the corporation”)

· (2) are not based on an informed investigation or
· Note: looking at the process you used to arrive at a decision 

· Note: may be easy to satisfy (e.g., the board brings in the CFO to give an opinion ( they made an informed decision) 
· (3) involve a conflict of interest

· Ex: BOD decides it will be in the best interest of the corporation to buy Ferraris for every board member because each member will get to the meetings faster 

· (1) and (2) were satisfied but the decision appears to be a conflict between the corporation’s shareholders’ interests and the board’s decision

· Kamin v. American Express

· Key takeaway = if the board makes a business decision and does so in the best interest of the corporation and in an informed manor, the Court will step away
· Background

· AMEX’s board decides to pay out a dividend instead of carrying out a sale 

· Board purchases 2m shares of Donaldson, Lufkin, & Jenrette for $30m (~$15 a share) 

· Instead of selling the shares ( distribute the shares as dividends to the shareholders  

· P (representing the shareholders) sues and says the board’s decision was stupid  

· Argue that the Board is wasting money because the value of the shares has gone way down 

· Purchase price = $30m 

· Current price = $4m 

· Lost $26m on the purchase 

· Would be a better business decision because if they sold the shares, the corporation could’ve claimed it as a tax loss

· Court does not delve into whether the business decision was good or not ( only considers whether the BJR elements are met

· Since the BJR elements are met ( court will not second-guess the decision 

· Case Questions

· What were the offsetting benefits of providing the stock as a divided? 

· It would look really bad on the financial statement to list a $26m loss 

· Was this a good decision? 

· Earning less = less stock market interest 

· However, the news that AMEX lost $26m isn’t really news ( world could easily figure this out given the current price ( wouldn’t affect how much people are willing to pay for AMEX stock 

· What other type of fiduciary duty claim could be made?
· Could argue a conflict of interest ( directors are made to look good by avoiding having to state a $26m loss on their financial statement by paying the stock as dividends 

· Directors are essentially looking out for their own bonuses (compensation plan based on how the company is doing financially) 
· How should employee compensation contracts be drafted?
· Equity compensation – based on share value, rather than accounting statements 

· Management buyout transaction (MBO)

· Acquisition = buy all (or majority) of shares of a corporation 

· Some mechanisms for when you buy a majority to force the remaining shareholders to sell to you

· Leveraged buyout (LBOs) = type of acquisition 

· An acquisition of all the firm’s outstanding shares using borrowed funds secured by the assets of the company to be acquired
· Similar scheme of buying a house (using the house as collateral for financing)

· Helpful because buyer doesn’t have to expend a lot of out-of-pocket money to acquire the company 

· Effect = company’s equity is reduced significantly (replaced by debt to the bank) 

· Essentially taking the company private 

· An MBO is an LBO in which the purchaser is the company’s own management team (officers)

· It’s a huge conflict of interest since the management team would be benefitting from the MBO 

· Transaction would require shareholder and director approval 

· Smith v. Van Gorkom (making an informed decision under BJR)

· Background

· Players

· CEO (Van Gorkom) was close to retirement age ( wanted to sell his shares (not particularly interested in doing an MBO)

· CFO (Romans) wanted to do an MBO ( wanted to own the company to benefit his personal finances 

· Controller (Peterson) is approached by Van Gorkom to help appraise the value of the company 

· Pritzker (3rd Party) is trying to manipulate the situation 

· Timeline

· Aug-Sept – Internal management discussions

· Pre-September 13 – VG consult with Peterson

· Sept 13-19 – VG negotiates LBO at $55/share with Pritzker 

· Pritzker wants to buy 1m shares at current market price ($38 a share)

· The 1m shares are treasury shares 

· Result = adds $38m in equity to the company 

· Wants to do this for protection ( worried someone else is going to outbid his offer of $55/share ( if someone else were to outbid him, they would have to buy his 1m shares 

· VG is “astounded that events were moving with such rapidly”

· VG, Chelberg, and Pritzker meet with Trans Union’s Bank

· Sept 20 – Senior Management Meeting 

· VG presents deal with Pritzker (management is pissed)

· Sept 20: TU BoD approves merger after a 2-hour meeting 

· Court focuses on whether the 2-hour meeting is sufficient time to make this business decision 

· BoD makes their decision based solely on VG’s representations about the sales deal

· Didn’t ask VG if he reviewed the deal or if a lawyer had reviewed it

· Didn’t ask VG about the circumstances about the sale (how did Pritzker come into the picture?) 

· VG signs the agreement while hosting a party at the Lyric Opera House 

· Has never read the agreement! 

· Oct 8 – TU BoD approves revised deal (without reading it)

· New agreement makes it harder for competing bids)

· Feb 10, 1981 ( TU shareholders approve merger by 69.9% to 7.25% (22.86% abstained) 

· Disgruntled shareholder files lawsuit ( Director failed in their fiduciary duties ( they owe me $$ because of their negligence 

· Argues a failure to make an informed decision 

· 3 legal issues the court considers:

· Was the Board informed on Sept. 20th? 

· Did Board’s subsequent action cure?

· Did the shareholder vote cure?
· Board loses on all issues ( liable to shareholders 
· What did the Board know?

· The board knew Pritzker was willing to pay a $17 premium over the prevailing market price. Why wasn’t that enough?

· Board of Directors doesn’t know how Van Gorkom set the price
· As a director, you’re generally able to rely on reports 

· But the Board did not ask any questions about the reports presented to them ( had they asked questions, they would’ve realized VG didn’t know anything about the deal 
· Board of Directors know price based on study of feasibility rather than value

· Court finds the Board failed to make an informed decision

· Why didn’t shareholder vote cleanse?

· Shareholders didn’t have the necessary information! 

· Same defect as the Board’s decision 

· Burdens

· Party attacking the board’s decision has the burden of proof

· Must prove gross negligence 

· Directors very rarely lose under this standard

· Key Takeaways

· Example of how ill-informed you have to be to fail the BJR

· Reshapes the substantive law ( directors are more careful now 
Director Exculpation (Protecting Directors from Liability)
· Follow the BJR! 

· Indemnification 

· Making, or agreeing to make, a person whole in light of possible or anticipated losses and expenses

· Depending on the circumstances, a corporation may indemnify directors and officers against judgments, amounts paid in settlement, and attorney's fees

· Indemnification statutes generally contain provisions for mandatory and permissive indemnification.  And they specify payments that corporations must not indemnify (prohibited).

· Not allowed to give unlimited/unquantified indemnification 

· Mandatory indemnification = mandatory by statute

· DGCL § 145 

· (a) 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.

· (b) No indemnification if person shall have been adjudged liable to the corporation unless Court of Chancery permits.

· (c) If successful on the merits such person shall be indemnified.

· Directors and Officers Insurance (D&O Insurance) 

· Insurance protects D&Os but is paid for by the shareholders 

· DGCL § 145(g): A corporation shall have power to purchase and maintain insurance on behalf of a director for any liability, whether or not the corporation would have the power to indemnify such person against such liability.

· Policies may have high deductibles, maximum coverages, and/or exclusions (e.g., for reckless conduct, intentional torts, violation of certain types of laws, etc.).

· Legislative reaction to Smith v. Van Gorkom 

· Worried about director liability ( no one will want to be a director if they’ll be liable to shareholders for their decisions 

· Idea = make it impossible for someone to bring a lawsuit against directors 

· Delaware § 102 (b)(7) – Certificate of incorporation 

· 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;
· Also called “exculpation”

· Marketed as an anti-frivolous lawsuit provision ( instead of suing, lets just vote for new directors!  
Director’s Duty of Oversight

· Francis v. United Jersey Bank
· Background

· Reinsurance Brokerage Business; family business

· Lillian Pritchard

· Widow of P & B’s founder: Charles Sr.

· Director, but:

· Inactive

· “Listless”

· Drank “rather heavily”

· Director from 1973-1978

· Pritchard Boys: Charles Jr. & William

· Sons of founder

· Active in management; dominant figures

· Systematically embezzled large sums in form of nominal “loans”

· Why loans? It would not affect the overall equity or assets of the company. The financial statements would remain the same and they would owe that money to the corporation that loaned them that money.
· Court holds BJR doesn’t apply here ( uses a reasonable person standard 

· BJR doesn’t protect corporate fiduciaries if their actions:
· (1) are not in the honest belief that action is in best interests of the corporation 

· (2) are not based on an informed investigation or

· (3) involve a conflict of interest

· Case Questions
· Did Lilian have a duty to the Pritchard & Baird clients? Yes

· Sometimes directors are fiduciaries for constituents beyond just the shareholders (i.e.) clients

· Did Lilian breach her duty to those clients? Yes!
· 3 affirmative duties of a direct:

· Obligation of basic knowledge and supervision ( need to understand what you’re doing and oversee the corporation
· Read and understand financial statements 

· Object to misconduct and if necessary resign 

· Duties owed to customers if funds of others are held in trust
· Was Lilian’s breach a proximate cause of the clients’ loss? Yes
· Must prove “but for” causation
Director’s Duty of Loyalty 

· No BJR shield 
· Analysis (2-steps) ( BOP is on P

· (1) Does the transaction involve a conflict of interest? (Need all 3)
· (1) Is a director or shareholder on one side of the transaction?
· MBCA § 8.60: Conflict of interest if: (i) Director is a party to the transaction; (ii) director had knowledge and a material financial interest in the transaction; or (iii) a transaction which the Director knew a related party had an interest 

· (2) Is the firm on one side of the transaction? (Corporate Opportunity Doctrine) 
· (3) is the transaction providing a benefit from the firm not received by all? 
· (2) Has the transaction been properly cleansed? 
· Cleansing achieved by (any 1 will do) 

· approval by disinterested directors 
· disinterested shareholders or 
· the transaction adjudged fair 
· Proper cleansing = transaction can proceed despite conflict 
· Only works if you’re informed
· When is there corporate opportunity? (Guth Factors)
· Corporation is financially able to take the opportunity

· Opportunity is in the corporation's line of business

· Corporation has an interest or expectancy in the opportunity

· Embracing the opportunity would create a conflict between director’s self-interest and that of the corporation

· Example: if you’re an executive of Disney and you decide to buy Knotts ( conflict since Knotts is so close 

· Note: these are factors to consider – do not need all 4 

· Broz v. CIS (Corporate Opportunity Doctrine) 

· Background 

· Broz had Two important roles 

· (1) Broz was the sole shareholder and president of RFBC 

· (2) Also a member of the board of Cellular Information Systems (CIS)

· CIS was in financial difficulty but was in the process of being acquired and was ultimately acquired by PriCellular 

·  Timeline of events

· April 1994 – Mackinac Cellular decides to divest Michigan-2 license

· May 1994 – Rhodes approaches Broz in Broz’s RFBC capacity
· Broz owns Michigan-4 (M-2’s neighbor) 

· Note: if this is all that was happening, there wouldn’t be any chance of a conflict, but: 
· June 28, 1994 – Six CIS directors agree to sell shares to PriCellular, contingent on successful tender offer

· September 1994 – PriCellular negotiates option to buy Michigan-2 for $6.7 million unless offer > $7.2 million

· November 9, 1994 – Closing date of Tender offer for CIS by PriCellular (PriCellular begins process to acquire CIS) 

· Important because Broz is a director of CIS and he cannot take away a corporate opportunity ( if PriCellular acquires CIS before Broz’s bid ( conflict 
· November 14, 1994 – Broz “agreed to pay” $7.2 million for Michigan-2 for RFBC
· November 23, 1994 – PriCellular “completes financing and closes” tender offer for CIS (?).

· Court holds that Broz was under no duty to consider the “contingent and uncertain plans of PriCellular.”

· Broz bid for M-2 before PriCellular finalizes the deal to acquire CIS ( was not under a duty under the Guth factors 

· Before Pricellular shows up, CIS is not in a position to acquire M-2
· Opportunity is in the corporation's line of business
· Yes – CIS is a mobile company! 
· Company wasn’t even considering bidding on M-2
· No conflict created by transaction because Broz was already operating the M-4 license ( CIS was already aware of his competing interests 

· Court holds that given the factor analysis ( Broz did not usurp a corporate opportunity 

· Suppose PriCellular had no financial problems (and no delay in tender offer) and could easily have invested enough money in CIS to buy Michigan-2.  What result?

· Under these facts ( would likely have a conflict 

· Was the court fair in treating CIS’s interest in Michigan-2 as separate from that of PriCellular?

· Not really – the merger was imminent; was essentially a merged interest

· Fiduciary Duties
· Directors have fiduciary duties to shareholders/corporation
· Shareholders do not have any fiduciary duties unless they are a controlling shareholder (essentially acting like a director)
· Sinclair v. Levien 

· Background

· Sinclair Oil was a holding company with multiple subsidiaries.

· Each operating subsidiary functioned in one country.

· Sinven (Sinclair Venezuela) = subsidiary – Sinclair doesn’t own 100% ( others own about 3% of the shares ( Sinclair owes a fiduciary duty to those other shareholders 

· Other 3% brings a suit claiming Sinclair breached their fiduciary duty ( 3 deals at issue

· (1) Sinven’s large dividends policy ( Sinven is a profitable business and you’re sucking out money 

· Court holds that this is not a conflict of interest since every shareholder received an equal share (proportional to their number of shares) ( no breach of duty of loyalty 

· Analysis Step 1: 

· Is the firm involved in the transaction ( yes

· Is a director (or shareholder) involved in the transaction ( yes

· Does the director (or shareholder) receive a benefit not shared by all? ( no! 

· Fails step 1 of the analysis 

· (2) Sinven prevented from expanding beyond Venezuela 

· Court holds that there weren’t any business opportunities which came to Sinven independently and Sinclair prevented them from taking ( no conflict of interest 

· (3) Contract between Sinven and Sinclair International is breached 

· Court holds that International is breaching its contract which satisfies step 1:

· Firm was involved (Sinven selling oil to International) 

· Director 

· Shareholder received a benefit not shared by all? Yes ( 3% do not benefit from the same 

· Step 2: If a conflict of interest transaction, has the transaction been properly cleansed?

· Approved by informed, disinterested directors ( No because all the Sinven directors were Sinclair employees 

· Ratified by informed, disinterested shareholders ( no! could have asked the 3% to ratify, but they didn’t

· Adjudged substantively fair to corporation (by a court)? Court says no! 

· Sinclair entered into the contract and then breached it ( inherently unfair deal!

· Court holds that the breach of contract was a breach of the duty of loyalty 
Director’s Good Faith and Oversight 

· The words “good faith” appear in several places related to fiduciary duties (may result in loss of some corporate protections):

· Limitation on indemnification in DGCL §145(a)
· (a) 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.
· Required to justify reliance on advisors in DGCL §145(e)
· DGCL § 141(e) provides: “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]
· Limitation on exculpatory charter provision in DGCL § 102(7)(b)

· 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;
· Reason why “good faith” litigation is so prevalent ( only way to hold directors personally liable 

· In re The Walt Disney Company – Case on Executive Compensation

· Background

· 1990s – Wells dies and Eisner underwent heart surgery ( Disney has a leadership succession crisis 

· Disney approaches Ovitz ( negotiates a contract for Ovitz to work at Disney 

· Compensation Package

· Salary and options for ~$24m/year 

· 5-year term 

· Non-fault Termination provision (“NFT”)

· Options vest (“accelerate”) – don’t have to fulfill the full contract term to receive the benefits if filed without cause 

· Ovitz agrees to work at Disney but it was not a good fit ( Disney wants to get rid of him

· Disney fires Ovitz without cause after only 1 year ( has to pay a lot of money ($130 million)

· Shareholders are upset ( view it as a bad deal that wastes money

· Claim Board breached its fiduciary duty by paying someone $130m just to fire someone 

· Duty of Care claim

· Must overcome the BJR – must show: 

· (1) Not in the best interest of the company

· (2) Was not an informed decision, or 

· (3) Involves a conflict of interest

· Court holds that the duty of care was not breached 

· Recognizes that the board didn’t utilize best practices, but the methods they chose were not below the duty of care requirements

· Distinguishable from Smith v. Van Gorkom because 

· Board did their minimal homework – hired an outside consultant to review the offer; multiple drafts 

· Meeting reviewed the homework

· Did the payment of the NFT to Ovitz constitute corporate waste?

· Can only constitute corporate waste if you are truly wasting corporate resources ( must be doing something that has no value to the corporation 

· Example: If the board liked to watch $$$ burn ( absolutely no benefit to the shareholders 

· A P who fails to rebut the BJR is not entitled to a remedy unless the transaction constitutes waste

· Court holds that P did not meet their burden to satisfy their waste claim

· Board used the money to induce Ovitz to join the company with the good faith intent for him to help the company

· Were the actions of the Disney directors in approving the employment agreement, hiring Ovitz, and then terminating his employment “not for cause,” made without any violations of the fiduciary duties of good faith?

· Identified two possible reasons someone is not acting in good faith:

· (1) Conduct motivated by an actual intent to do harm, or

· (2) “Intentional dereliction of duty, a conscious disregard for one’s responsibilities.” 

· Need to know what you’re supposed to do and intentionally not do it

· Examples of conduct not in good faith: 

· intentionally acting with a purpose other than advancing the best interests of the corporation, 

· intent to violate the law, 
· But must be related to the director’s duty
· intentionally failing to act in the face of a known duty to act, demonstrating a conscious disregard for duties.

· The Court declined to decide whether there is a distinct fiduciary duty to act in good faith independent of the duties of loyalty and care.

· Summing up Disney’s Good Faith 

· Good Faith Violation if there is:

· “Intentional dereliction of duty, a conscious disregard for one’s responsibilities.” 
· Examples include:

· intentionally acting with a purpose other than advancing the best interests of the corporation, 

· intent to violate the law, 

· intentionally failing to act in the face of a known duty to act, demonstrating a conscious disregard for duties.

· Caremark Duties (Obligations required to establish acting in good faith)
· Must adopt a law compliance program ( establish a system to ensure that people working within the corporation are obeying the law 

· Graham v. Allis-Chalmers (Old Rule): 

· Old Rule: Directors are entitled to rely on the honesty of their subordinates until something occurs to put them on notice 

· If they are put on notice and then fail to act, liability may follow

· “One Free Bite” rule

· In re Caremark (1996):

· New Rule: “Director’s obligation includes a duty … to assure that a corporate information and reporting systems … exists, and that failure to do so …may, in theory at least, render a director liable for losses caused by non-compliance with legal standards.”

· Why? To “reach informed judgments concerning both the corporation’s compliance with law and its business performance.”

· Elements of a law compliance program

· Policy manual

· Training of employees

· Compliance audits

· Sanctions for violation

· Provisions for self-reporting of violations to regulators
· Failure to implement a law compliance program moves the analysis from a duty of care ( move to breach of duty of good faith analysis 
· Stone v. Ritter – Director’s Duty of Good Faith and Oversight 

· Background

· In 2004, AmSouth paid $50m in fines and penalties to settle charges that the bank hand failed to file suspicious activity reports (SARs) 

· “Classic” Caremark complaint filed against directors of AmSouth, a Delaware corporation that owns commercial banks 

· If the Board put in reasonable systems in place ( board did not breach duty to act in good faith ( Court looks at what the Board did

· Board hired a 3rd party to develop and analyze a compliance system 

· Court concludes that the Board didn’t breach their duty of good faith/Caremark duties

· Clarifying doctrines 

· Two main duties:

· Duty of Care

· Diligence in carrying out actions not subject to substantive review

· Failure to act and carry out basic supervision can violate duty of care
· Duty of loyalty 

· Conflict of interest transaction

· Burden and/or standard will shift if approved by:

· Disinterested directors

· Disinterested shareholders

· or determined to be fair
· Failure to gather info to avoid violations of law (Caremark responsibilities) [added by this case]

· Good Faith Violation if there is:

· “Intentional dereliction of duty, a conscious disregard for one’s responsibilities.” 
· Examples include:

· intentionally acting with a purpose other than advancing the best interests of the corporation, 

· intent to violate the law, 

· intentionally failing to act in the face of a known duty to act, demonstrating a conscious disregard for duties.
· Note: Failure to do your responsibilities may be a violation of duty of care 
· What about the duty of good faith?

· Court holds that “the obligation to act in good faith does not establish an independent fiduciary duty”

· Categorize the duty of good faith as part of the duty of loyalty
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Corporate Purpose
Purpose of the Corporation

· Corporate fiduciary duties – to whom are they owed?

· Shareholder Primacy

· Board’s only job is to maximize profits 

· Classical view

· Stakeholder Theory

· Board must act to the benefit of all the communities of people who have an interest in the company

· Community, employees, clients/customers, shareholders 

· Company would not exist without everyone who is interested in the company 

· Aggressive push to embrace this view within the last 5 years 

· Dodge v. Ford Motor Co. (Mich 1919)

· Background 

· Dodge brothers invested in 10% of the shares in Ford 

· Ford’s business was booming ( decided to stop giving dividends and reinvest profits into the company

· Wanted to fully integrate the business and produce all materials for the cars

· Dodge brothers didn’t think this was a good business decision

· What relief were the Dodge brother seeking?

· To require Ford to issue special dividends

· To enjoin the construction of the River Rouge plant

· Court held that:

· Ford must issue the special dividends, but

· Ford can build the River Rouge plant

· Why did Ford lose on the dividends issue?

· Ford’s own testimony/articulated goal 

· Courts may not scrutinize decisions about how to maximize profits but will scrutinize decisions about whether to do so

· Ford testified about his desire to do right by the consumers/workers ( not worried about the shareholders
· Court did not like that Ford was not making business decisions to further shareholder interests 

· Does this decision support shareholder primacy? YES!
· Must say that you’re working on behalf of the stakeholders!!! 

· Still a correct statement of the law...why push stakeholder theory?

· Some scholars argue for stakeholder theory as normative claim, rather than as a descriptive claim.
· Stakeholders benefit from the community ( have obligations to give back
· Courts give Boards broad discretion to determine means, and many times benefiting other stakeholders’ benefits shareholders.

· Some state statutes incorporate stakeholder theory ideas.

· Statute can modify the meaning of stakeholder primacy 

· States want to empower boards to consider stakeholders so they can keep the business in the state

· Valuation – Dodge v. Ford Motor Co

· Ford offered to buy the Dodge brothers’ 10% stake for $30m ( was that a good deal for Ford? For the Dodge brothers? 

· How do you value a company?

· Look at the assets they have and what they’re worth, or 

· How much money is the company generating? 

· “Stock (asset) and flow ($$ in)”  

· Stock ( Look at balance sheet (Assets/liabilities) ( shareholder equity)

· Flow ( Income statement (sales/revenues/gross/net income/profits)

· Step 1: Translate Dodge offer into Implied Firm value

· $30m for 10% of company ( implied value of the company is $300m

· Step 2: is $300m a fair firm value?

· Stock approach ( what does the balance sheet say? 

· Assets = $132.1m 

· Market to book value = market price someone is willing to pay v. the book price

· Here, offer is about 3x the book price 

· Flow approach ( How much income is Ford generating? 

· Ford net income = $60m 

· Offer is 5x the price to earnings (P/E) 

· Estimated value / net income = price to earnings 

· With this approach, you usually pay more because you’re earning income every year 

· As the P/E multiple gets higher ( paying more for every dollar of earnings 

· But you also need to consider trends to see if the income is expected to go up 

· Here ( not a good deal because of the earnings/expected future earnings

· eBay Domestic Holdings, Inc. v. Newmark (Del. Ch. 2010)

· Background

· Jim and Craig opted to form craigslist, Inc. as a for-profit Delaware corporation and voluntarily accepted millions of dollars from eBay as part of a transaction whereby eBay became a stockholder. 
· Later disagreed with eBay’s ideas for the business
· Having chosen a for-profit corporate form, the craigslist directors are bound by the fiduciary duties and standards that accompany that form. Those standards include acting to promote the value of the corporation for the benefit of its stockholders. 
· The ‘Inc.’ after the company name has to mean at least that.
· In re Trados (Del. Ch. 2013)

· “Directors of a Delaware corporation owe fiduciary duties to the corporation and its stockholders which require that they strive prudently and in good faith to maximize the value of the corporation for the benefit of its residual claimants
· ‘It is, of course, accepted that a corporation may take steps, such as giving charitable contributions or paying higher wages, that do not maximize profits currently. 
· They may do so, however, because such activities are rationalized as producing greater profits over the long-term.’”
· “… ‘stockholders' best interest must always, within legal limits, be the end. Other constituencies may be considered only instrumentally to advance that end.’” 

· Constituency Statutes

· A majority of states have “constituency” statutes that expressly allow (but do not require) a corporation to consider stakeholders’ and other constituencies’ interests alongside shareholders’ interests.

· Delaware does not have a constituency statute.

Corporate Social Responsibility

· Charitable Giving

· Corporations can act like ordinary citizens and give to charity ( want to allow corporations to do some good

· All 50 states have statutes providing for corporate authority to make charitable contributions. 

· Does a corporate charitable gift need to benefit the corporation in some way?
· Not really ( enough latitude to act charitable 
· If challenged, how would a court review? – Henderson Case
· Theodora Holding Corp. v. Henderson 
· Background


· Henderson has a controlling interest in Alexander Dawson 

· As part of his divorce agreement ( transferred 11k stocks to his wife (who already owned over 30k) 

· Ms Theodora ( formed a corporation and transferred her stocks of Alexander Dawson to the holding corp (Theodora Holding Corp)
· Henderson made a donation to Dawson Foundation to form a camp for underprivileged boys 

· Disagreement over where $$ is being donated to by Henderson

· Court holds that the charitable donations were fine

· Amount was less than 5% of the corporations’ income ( charitable benefit outweighed other uses 
· Key takeaway = corporations have latitude to make charitable donations  

· Political Spending

· No problems at all – corporation may have a good reason to influence politics 

· Absent a conflict of interest, illegality, or fraud, a decision to spend corporate money for an independent political expenditure is treated as an ordinary business decision (and would get BJR presumption).

· To date, the SEC has not specifically mandated disclosure of corporate political spending. 

Benefit Corporations

· Current Trends re: Corporate purpose

· What is the difference between CSR (corporate social responsibility) & ESG (environmental, social, & governance)?
· ESG = effort to figure out whether corporations are making the world a better place 

· CSR is the older label 
· What is the difference between ESG & “stakeholder governance”?
· Stakeholder governance = board is accountable to constituencies other than the shareholder 

· ESG = showing how the corporation is good 
· What is a “benefit corporation” vs. “B corp”?
· Benefit Corporation = corporation designed for board of directors to be answerable to non-shareholder constituencies

· Benefit Corporations

· Entirely separate form of business entity from a traditional corporation.

· 30+ states (incl. Delaware) have adopted a benefit corporation statute.

· Enables pursuit of dual mission of profits and a public benefit (state variation on how defined).

· Requires specified public benefit stated in the charter.

· Mandates boards to consider in their decision making for the corporation the impact on non-shareholder interests (e.g., the environment, society, stakeholders).

· Most statutes require a benefit report (disclosure) and provide for a “benefit enforcement proceeding” mechanism that may be brought by the corporation or derivatively by a shareholder.
Corporate Shareholder Issues

Shareholder Litigation

· Shareholder Overview

· Duties – none, unless controlling

· Liability – only if piercing the corporate veil

· Roles – Sue, vote, sell

· Shareholder litigation

· Derivative vs. Direct Lawsuits
· Tooley v. Donaldson, Lufkin & Jenrette, Inc.
· Demand Requirement (required in derivative lawsuits) 
· Demand Futility
· United Food & Com. Workers Union v. Zuckerberg
· Special Litigation Committees
· Einhorn v. Culea
· In re Oracle
· Derivative v. Direct lawsuits

· Direct Lawsuit

· Brought by the shareholder in his or her name 
· Cause of action belongs to the shareholder in his or her individual capacity

· Arises from an injury directly to the shareholder

· Can be class action

· No demand requirement

· A suit alleging a direct loss to the shareholder ( essentially a breach of contract claim 

· Basis for direct claims: 

· Force payment of promised dividend 
· Enjoin activities that are ultra vires 
· Claims of securities fraud 
· Protect participatory rights for shareholders (denying right of shareholder to vote/participate in the corporation as per the agreement) 
· Derivative Lawsuit

· Brought by a shareholder on corporation’s behalf

· Cause of action belongs to the corporation as an entity (corp is “nominal defendant”)

· Arises out of an injury done to the corporation as an entity

· A suit alleging a loss to the shareholder caused by a loss to the corporation.

· Alleging that the corporation has suffered a loss, so I (as a shareholder) am bringing a lawsuit on behalf of the corporation

· Remember: shareholders are the owners of the corporation 

· Bases for bringing derivative suits = fiduciary duty breaches by directors 

· Breach of duty of care

· Breach of duty of loyalty

· Often described as 2 suits in one

· (1) compel corporation to sue the directors 

· Lawsuit for breach of duty 

· (2) Suit against the directors to gain control of the lawsuit 

· Lawsuit to take control of the litigation away from the directors

· Tooley v. DLJ

· Background

· Plaintiff is minority stockholder of DLJ 

· DLJ controlled by AXA

· Credit Suisse purchased DLJ in Fall of 2000 for mix of stock and cash

· Credit Suisse exercised right to 22-day delay in closing ( shareholders claim they were harmed by the delay 
· Dicta explains distinction between derivative or direct determined by:

· Who suffered the alleged harm, the corporation or the suing shareholders individually? 

· Who would receive the benefit of any recovery or other remedy, the corporation or the shareholders individually?

· If an action is derivative must comply with Court of Chancery Rule 23.1:

· Retain shares throughout litigation 

· Make pre-suit demand

· Obtain court approval of settlement

· Holding

· There is no basis for a derivative claim ( directors did not do something to harm the corporation by delaying the merger

· No direct claim ( No individual rights were harmed

· What are remedies in a derivative lawsuit? 

· The shareholder is suing “in right” of the corporation, so: 
· Remedy from principal suit goes to corporation;

· Corporation is required to pay shareholder attorney’s fees if suit is successful or settles.

· Two “procedural” hurdles to a derivative action

· (1) Demand requirement 

· Must go to the board of directors and make a demand they pursue legal action unless the shareholder can claim a valid excuse

· Requirement exists to protect the director’s right to manage the business 

· Typically, a letter from shareholder describing the alleged cause of action and asking for board action

· Court of Chancery Rule 23.1: 

· The complaint shall allege “the efforts, if any, made by the plaintiff to obtain the action the plaintiff desires from the directors … and the reasons for the plaintiff's failure to obtain the action or reasons for not making the effort”

· Pleading Demand Futility ( telling the court that making a demand on the board would be a waste of time 

· Key to avoiding the demand requirement 
· See Zuckerberg Case Below 

· Note: MBCA does not permit
· Issues concerning the demand requirement

· What recourse does shareholder have if Board decides not to pursue?

· Director refusal of demand request subject to business judgment review ( court will be deferential 

· Does making the demand affect one’s subsequent rights? Yes!

· Once demand made (in Delaware) can no longer challenge Board’s independence (Spiegel) ( no longer a conflict of interest 

· Only Board’s handling of the demand request can be challenged

· Must be in the best interest of the corporation

· Must make an informed decision

· Thus ( making a demand sets the board up for easily dismissing your claim because you’re unable to defeat the BJR

· A rational plaintiff will file derivative suit before making demand

· Consequences of not making demand trivial - if required, slight delay while you make demand

· Preserves right to litigate

· Need to satisfy the demand futility requirement 

· (2) Special litigation committees 

· Not mandatory 

· Directors use this to reclaim the litigation  

· Even if a derivative lawsuit overcomes the procedural hurdles 

· Directors are unlikely to actually pay out of pocket ( corporation will likely indemnify any amount that is owed ( but the corporation receives the benefit, so the money is basically going in a circle 

· The only winner is really the plaintiff’s attorney ( gets compensated for bringing the lawsuit 

· UFCW Union v. Zuckerberg 

· Background 

· In 2016, Facebook proposed a stock reclassification that would allow Mark Zuckerberg (CEO, chairperson, & controlling shareholder) to dispose of a substantial amount of his stock while still retaining voting control of the company. 
· Shareholder suits ensued challenging the proposal, which were consolidated into a class action. 
· Before the trial started, Facebook withdrew the proposal and settled the case. 
· It had spent $68m for plaintiffs’ attorneys’ fees and $20m defending the class action (including more than $17 M in attorneys’ fees). 
· Spent $100m on nothing 
· Subsequently, a Facebook shareholder sued current and former directors to recover costs the company had incurred in connection with the prior class action – claiming that Zuckerberg, Andreessen, Thiel, Hastings, Bowles, and Desmond-Hellmann breached their duties of care and loyalty by improperly negotiating and approving the reclassification.

· To excuse demand under the new “refined test,” a complaint must allege with particularity that at least half of the members of the demand board: 

· (1) received a material personal benefit from the misconduct that is the subject of the litigation demand; 

· (2) face a substantial likelihood of liability on any of the claims that would be the subject of the litigation demand; or 

· (3) lack independence from someone who received a material personal benefit from the alleged misconduct that would be the subject of the litigation demand or who would face a substantial likelihood of liability on any of the claims that are the subject of the litigation demand.

· The Court applied the new refined test for demand futility. 

· What were the plaintiffs’ claims for why Thiel, Hastings, and Bowles were beholden to Zuckerberg? What did the court conclude on these claims and why? 
· Claim was that Thiel, Hastings, and Bowles wanted Zuckerberg as their benefactor

· However, each of the members were billionaires ( may have wanted Z on their side, but not really necessary 
· What was the final holding? 

· There was no personal liability for the directors ( losing the case wouldn’t result in them being personally liable 

· Facebook had a broad Section 102(b)(7) provision

· Lack of liability ( no conflict in having the directors in control of the litigation 

· Do not meet the demand futility 

· Discussion Questions

· A plaintiff must demonstrate demand futility by setting forth “particularized facts” rather than “conclusory allegations.” How difficult is it for plaintiffs to satisfy the demand futility test?
· Wait until there is a pubic investigation ( use that evidence to plead the particularized facts 

· Hire a private investigator to find unhappy former employees 
· Why is there a special test for demand futility? Why no BJR? How do directors’ decisions about litigation differ from other decisions?
· Want to ensure there is a way to hold directors accountable but still balance the directors’ authority 
· Director independence is a highly-fact specific determination. Should a director’s personal wealth or professional stature be relevant to this analysis? Are there public policy concerns at play when wealth is used as a factor in analyzing independence?

· Probably some concerns! 

· Special Litigation Committees 

· Comes up in a derivative lawsuit and the demand requirement has been excused 

· Board of directors decide to bring in new directors who are “uncontaminated” by the conflict ( can now appoint an SLC to take over the litigation and decide to dismiss the derivative lawsuit 
· No required number of “untainted” members

· As long as the board delegates its full authority to the committee
· Standard of Review of SLC ( Jurisdiction split

· New York Precedent (Aurebach v. Bennett)

· Delaware precedent (Zapata v. Maldonado)

· Aurebach v. Bennett (New York Approach)

· Background

· Derivative suit filed by GTE shareholders against GTE officials who paid bribes.

· Three SLC directors hired after wrongdoing formed SLC, conducted investigation, concluded no breach of duty of care or personal profit.

· Procedural not substantive scrutiny of SLC

· SLC decision covered by BJR (“The committee’s substantive decision falls squarely within the embrace of the business judgment doctrine”)
· Looking at the procedure used by the SLC at arriving at the decision to dismiss the lawsuit 
· But judicial inquiry permitted with respect to:

· Disinterested independence of SLC members

· Adequacy of SLC’s investigation

· Burden of proof on plaintiff.

· Zapata v. Maldonado (Delaware approach)

· Background 

· Demand excused as futile

· Board appoints a SLC ( recommend dismissal
· Legal Issues

· Can the Board committee “seize” the derivative litigation? 

· Maybe
· Can the tainted Board members appoint a non-tainted committee?
· Yes
· How should a court review the decisions of the special litigation committee?

· Two-step test:

· Step 1: Evaluate Board’s independence, good faith, and decision process (like the BJR) 
· Inquiry into the independence and good faith of the committee

· Inquire into the bases supporting the committee’s recommendations

· Step 2:

· Court applies its own business judgment as to whether the case should be dismissed (including public policy considerations) 
· If the Plaintiff’s bar is pursuing an important issue, lets let them proceed! 

· Really don’t like the directors escaping liability 

· Zapata far more intrusive judicial review than usual. Why?

· Context: Demand was excused because board disabled from acting due to conflicted interests

· Committee appointed by the disabled board
· Note: Step 1 of the Zapata (Delaware method) of evaluating the independence of the SLC and the Auerbach (New York method) of evaluating the independence of the SLC is essentially the same
· Einhorn v. Culea (Step 1 of Zapata Test ( new director independence)

· Wisconsin statute requires court to review independence of special litigation committee (Zapata Test) 
· Statute says three factors not dispositive: 
· (1) nominated by defendants 

· (2) whether director defendant
· (3) approved but no personal benefit.

· Court identifies seven factors to consider in evaluating independence of each member of the SLC:

· Whether director is a defendant.

· Did director participate in or approve alleged wrongdoing

· Business dealings with individual defendants

· Personal, family, or social relations with defendant

· Business relationships with the corporation

· Number of members on the SLC
· Did the committee hire independent counsel

· In re Oracle Corp Derivative Litigation 
· Background

· Allegation: Oracle directors (Ellison, Henley, Lucas, Boskin) accused of engaging in insider trading.

· Oracle created SLC with two new directors (Garcia-Molina, Grundfest, law school professors).

· SLC produced a 1,110-page report, concluding Oracle should not pursue plaintiff’s claims.

· Plaintiffs’ attorney find that the professors were not independent 

· Delaware courts assess whether SLC directors “for any substantial reason are incapable of making decisions with only the best interests of the corporation in mind.” 

· Facts suggesting lack of independence:

· Boskin (director) was a Stanford professor as were Garci-Molina and Grundfest;

· Lucas made donations to Stanford including $25,000 for Grundfest to use on his personal research;

· Boskin (director) was a Grundfest’s professor;

· Both Boskin and Grundfest were fellows at the Stanford Institute for Economic Policy Research;
· Director incapable of making decision in company best interest for any substantial reason 

· Here – compromised because the directors were really intertwined with the SLC 

· Donations for the research projects

· Directors were former professors of new directors 

· SLC bears the burden of proving its independence

· Lack of domination and control is not enough to prove independence 

· Court finds SLC did not act independently! 
Shareholder Voting

· Sources of Shareholder Voting Law
· State Corporation Law

· Shareholder voting for directors, on major transactions, amendment of certificate and bylaws

· Shareholder proposals (state law)  
· Shareholders don’t run the corporation but as ultimate owners, they are allowed to make suggestions 
· Fiduciary duty of disclosure/candor

· Federal Security Law

· Regulates disclosure of information in connection with shareholder voting

· Shareholder proposals (federal law for public companies)

· SEC Act of 1934 § 14(a):

· It shall be unlawful for any person to solicit a proxy “in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.”

· Proxy = vote

· The SEC promulgated proxy solicitation rules under this authority, applicable to public companies = Exchange Act Rule 14a: 

· specifies required proxy disclosures

· provide specified proxy assistance to requesting shareholders 

· allows shareholders to submit shareholder proposals 

· Rule 14a-9 prohibits false or misleading statements or omissions as to a material fact in connection with soliciting proxies

· Public enforcement:  SEC can sue for violations of § 14(a)

· Private enforcement (J.I. Case Co. v. Borak (U.S. 1964))

· Suit can be derivative (e.g., corporation harmed by misinformed vote) or direct (e.g., shareholder’s voting rights infringed by misrepresentation)

· Who Votes 

· Can’t pick the shareholders who get to vote the day of the election

· Record Date – must pick a date a couple weeks in advance as cutoff 
· Whoever owns stocks on that date get to vote

· May have people eligible to vote because they were listed in the Record Date but no longer own the stock (sold them) 

· Shareholder of record

· Holder on the record date votes (MBCA § 7.07)

· No more than 70 days before vote

· Default rule is one share – one vote (MBCA § 7.21)

· Unless Articles of Incorporation provide otherwise
· When you get to vote

· Annual shareholder meetings (DGCL § 211) ( default 

· Special meetings called by board, or by shareholders if certificate or bylaws allow

· Upon application, a court can call a shareholder meeting if no meeting was called for 13 months

· Directors don’t really want shareholders to vote because they like their job ( up for reelection when shareholders vote 
· Shareholders can act by written consent (DGCL § 228(a) unless certificate provides otherwise

· Shareholders are generally able to vote in writing without a shareholder meeting 

· However, shareholders may elect directors by written consent only if 

· (i) the action is by unanimous written consent, or 
· Impossible in most companies (directors usually are shareholders and won’t vote to remove themselves) 

· (ii) the action by non-unanimous consent is exclusively to fill director vacancies (DGCL § 211(b)

· How to Vote

· Typically vote by proxy (a ballot) 

· Proxy = mechanism for casting your vote at a shareholder meting 

· Compare written consent ( no shareholder meeting 

· Form is sent to corporation ( corporation must keep track of how many shareholders have sent this in 
· If a majority of shareholders send in a written consent ( viewed as legal action taken by the corporation

· Shareholders vote either in person or by proxy (MBCA § 7.22)
· In person = coming to the meeting in person and delivering their proxy 

· Proxy = send proxy to collector 
· Shareholder appoints a proxy (a.k.a. proxy agent) to vote his/her shares at the meeting

· Appointment effected by means of a proxy (a.k.a. proxy card)

· Can specify how shares to be voted or give agent discretion

· Revocable

· How Shareholder votes are counted

· MBCA: Most matters require a majority of shares present at a meeting at which there is a quorum (MBCA § 7.25(c))

· Delaware: Default is a majority of shares entitled to vote (DGCL § 216(1)) (absolute majority)

· Certificate or bylaws can opt out of default, but never less than 1/3 of the shares (DGCL § 216)
· Only considers outstanding shares 
· What to vote on

· Election of directors (MBCA §§ 8.03-.08) ( main issue voted on
· Classified/staggered board

· Can structure the board so that some directors do not get voted on every year 

· Default = entire board is voted on every year 

· Advantage = directors are in their job longer

· Disadvantage = can’t vote out all of the directors if you wanted to
· Straight voting vs. cumulative voting

· Straight voting = vote on each director and then see who got a required amount 

· Problem = Majority rules; no way that the minority of voters will have any say  

· In “straight” voting, when a shareholder votes, the # of votes the shareholder has is accorded to each slot that is up for election/being voted upon.  
· Cumulative voting = In “cumulative” voting, each shareholder’s # of votes is multiplied by the number of director positions up for election and the shareholder can split their votes any way 
· Mandatory in CA 

· Cumulative Voting Example

· Facts

· Assume 20 shares outstanding

· Electing 5 directors

· Student owns 14 shares

· Prof G owns 6 shares

· Cumulative voting 

· Students get 70 votes (5 directors x 14 student shares)

· Prof G gets 30 votes (5 directors x 6 Prof G shares) 

· Prof G could pool his votes and guarantee election of one director

· Method is determined by the AOI 

· Delaware = straight voting is the default 

· CA = Cumulative is the default 
· Plurality voting vs. majority voting

· Plurality voting = default rule 

· People who get the most votes wins

· Problem = if there are 5 vacancies and only 5 candidates, a candidate with 1 vote could become a director 

· Majority = must get a majority of the votes 
· Seat either left open or filled by board.

· Gives shareholders more power.
· Voting for directors vs. filling vacancies

· DGCL § 223 – vacancies and newly created directorships may be filled by a majority of the directors then in office

· DGCL § 211(b) provides that shareholders may act by written consent to elect directors in lieu of an annual meeting only if 

· (i) the action is by unanimous written consent or 

· (ii) the action by non-unanimous consent is exclusively to fill director vacancies (under certain circumstances as specified in the statute)

· Tension = we don’t want the shareholders to be able to freely hire/fire directors ( would essentially be as if the shareholders are running the company 

· At the same time ( don’t want the directors to have too much autonomy 

· Problem = law is not clear on who has the right to fill a vacancy 
· Removing directors – Calling a shareholder meeting
· DGCL § 141(k): Removal of directors

· “Any director or the entire board may be removed with or without cause, by the holders of a majority of shares entitled to vote at an election of directors, except:

· Classified board

· Cumulative voting

· To avoid being removed ( try to avoid a shareholder meeting 

· Who nominates directors

· Incumbent board nominates a slate of directors

· The company (the directors) sends out the official proxy solicitation materials

· A competing slate can be offered in separate proxy materials (see below)

· But it’s REALLY hard to succeed 

· Dodd-Frank / SEC allows director nomination (of one or more, up to 25% of Board) if you own more than 3% shareholders for three years

· UPDATE: Universal Proxy Access Rules (2022)

· A universal proxy card lists the names of all duly-nominated director candidates, regardless of whether the candidates were nominated by management or shareholders. 

· Under new Rule 14a-19, Commission requires use of universal proxy cards by management and shareholders soliciting proxy votes in director election contests.
· Uncontested v. Contested director elections

· In the ordinary course, board elections are uncontested 

· Only the company puts up a slate of directors

· Contested Elections

· Each of the competing sides prepares (and, for public companies, files with the SEC) and distributes to the shareholders its own proxy solicitation materials 

· Typically occur in 2 situations:

· In the case of a hostile takeover, the bidding company puts up a full slate of directors sympathetic to the acquisition. 

· The activist investor can put up a “short slate” of directors, a minority of the board if elected.

· Old method = each side sent out a separate proxy 

· Shareholders could only vote using one proxy (can’t mix and match) 

· Amendments to the articles of incorporation and by-laws 
· AOI = more permanent; requires board proposal to change + shareholder approval

· By-laws = shareholders can independently vote to change the by-laws 
· Fundamental transactions (e.g., mergers MBCA § 11.04)

· Odds and ends, such as “precatory” measures (shareholder proposals) 

· Non-binding “say on pay” vote at least every three years (per Dodd-Frank Act (2010)/SEC)

· Auer v. Dressel 

· Background

· Shareholders request a special meeting to:
· Endorse Joseph Auer and demand his reinstatement (not actually changing the directors) 
· Amend bylaws/articles so vacancies are filled only by shareholders
· Remove and replace 4 Class A directors for cause
· Question = can the shareholders do what they’re seeking?

· Holdings

· Expressing approval of Joseph Auer okay
· Inherent power to remove directors for cause; making changes in bylaws okay
· Class A shareholder can remove and replace Class A directors
· Key takeaways

· Shareholders can call a special meeting if it is for legitimate reasons 

· Question becomes whether the shareholder can do what they’re seeking at that meeting

· Blasius Industries v. Atlas Corp. (Del. 1988)

· Background

· Shareholders are trying to get control of the board ( not trying to replace the board but instead add directors to take a majority 

· Blasius is trying to take control of Atlas ( 7 current directors at Atlas

· Can’t replace them through a written consent (requires unanimous written consent) 

· AOI allow for up to 15 directors ( if 8 new directors are appointed ( Blasius can take control of the board 

· Shareholders are allowed to fill “vacancies” through majority written consent 

· Board seeks to expand the # of directors to 9 ( blocks Blasius’ plan to take control through written consent 

· Statute allows majority of board to fill vacancies 

· Background Summary 

· Blasius (an activist) owns 9% of Atlas and wants a restructuring

· Atlas and new CEO Weaver not interested

· December 30: Blasius delivers written consent with 1) precatory resolution, 2) amend Atlas bylaws to go from 7 to 15 board members, 3) filling eight new spots. 

· Weaver calls emergency meeting of the board meeting, expands board to 9 and appoint two new members
· Issue = Is purpose of blocking shareholder director vote proper?
· Holding

· No. Not a business judgment decision. Shareholders entitled to employ mechanisms provided by corporation law. 
· Was not a business decision because it was just a decision over who should run the corporation 

· Obvious Weaver wanted to beat Blasius; unclear if motive is corrupt
· Board had time to inform shareholders of its views of the consent rather than trying to sneak around it 
· Rosenfeld v. Fairchild Engine & Airplane Corp

· Background 

· Incumbent board wanted to retain their position but are being pushed back on by an “insurgent” group trying to take over because they thought the CEO was being paid too much

· Rosenfeld thought this battle was a waste of money ( cost $262,000 

· $106,000 spent by the current board 

· Insurgent spent $125,000 

· Company had to reimburse both groups since the insurgent group won ( shareholders voted 16-1 to reimburse the new group 

· Court holds that the corporation has to pay for both sides 

· Can’t force people to pay out of pocket to defend their position 

· Questions

· What would happen to the costs incurred by the insurgents if they were unsuccessful under the “Froessel” rule?
· Froessel Rule = holding in this case

· Insurgents’ costs would not be reimbursed if lost
· Success = insurgents should be reimbursed since they’re providing a new (wanted) value to the company 
· What happened to the costs incurred by the management when they were unsuccessful?
· Reimbursed whether they win or lose 
· What kind of incentives does this provide for proxy contests?

· Existing directors have an incentive to throw an extravagant campaign since they’re not paying

· Insurgents are incentivized to spend a lot since they won’t get reimbursed if they lose

Shareholder Proposals

· Shareholder votes – Odds and ends, such as “precatory” measures

· Precatory measures = recommendations on issues; not binding since directors are in charge of running the corporation

· Rule 14a-8: Shareholder Proposals (Federal Regulation)

· Allows qualifying shareholders to put a proposal before their fellow shareholders

· And have proxies solicited in favor of them in the company’s proxy statement

· Expense thus borne by the company

· Who submits shareholder proposals?

· Individual activists

· Hedge and private equity funds

· Pension funds or other institutional investors
· Charities/nonprofits 

· Eligibility requirements: Timing, holdings, & length (14a-8(b)(1))

· Must have owned either: 

· (a) at least $2,000 worth of voting shares for three years, 

· (b) at least $15,000 for two years, or 

· (c) at least $25,000 for at least one year prior to the date the proposal is submitted.

· Must be submitted at least 120 days before the date on which proxy materials were mailed for the previous year's annual shareholder's meeting.

· 14a-8(d): Proposal plus supporting statement cannot exceed 500 words.

· Reasons a company can exclude shareholder proposals Rule 14a-8(i):

· (1): “If the proposal is not a proper subject of action for shareholders”
· Example: Proposal suggests that all business operations move to Canada ( not a proper subject because shareholders do not have a say in day-to-day operations 

· (2): Implementing would violate law.

· (3): Implementing would violate proxy rules.
· (4): Proposal involves personal grievance or special interest.

· (5): Proposal is not relevant to firm’s operations.

· (6): Company lacks power to implement.

· (7): Proposal deals with company’s ordinary business operations. 
· Excluded because it would break the separation of ownership and control ( would defeat the purpose of the corporate structure 

· Focus is on ordinary business operations ( proposals must touch on the company’s business operations but is not part of their ordinary operations 

· (8): Relates to electing Directors.

· Corporate Responses to Shareholder proposals

· Attempt to exclude on procedural or substantive grounds

· Corporation is required to include the proposal unless can prove to the SEC that it may be excluded under Rule 14a-8

· Include with opposing statement

· Negotiate with proponent

· Adopt proposal as submitted

· SEC Response to Corporate’s Response

· If staff determines proposal can be excluded: Issue a no-action letter

· If staff determines should be included: Notify the issuer of possible enforcement action if the proposal is excluded

· Lovingheim v. Iroquois Brands

· Background

· Lovingheim wants to include a shareholder proposal about how fois grois pate is made 

· Iroquois seeks to exclude the proposal because its not economically significant

· Only 0.5% of the company’s business ($79k in revenue out of $141m revenue) 

· Lovingheim acknowledges that economically the proposal is trivial, but the rule points out the rule states that you can’t exclude a proposal if it is “otherwise relevant” to the business 

· Focusing on the morality of producing pate 

· Court allows Lovingheim’s proposal ( proposal does not have to relate to the economic operations of the business 

· “Otherwise significantly related” includes ethical and/or social significance

· Case Questions

· Why didn’t Lovenheim offer a proposal prohibiting the company from selling pate?
· Would go into the ordinary business operations (not allowed)
· What can you say about the price of a share of Iroquois Brands, Ltd. stock in the period when Lovenheim submitted his proposal?

· Owned 200 shares ( each share was worth $10 since the requirement to bring a proposal is that you have to own $200k worth of stock for at least 2 years
Shareholder Inspection Rights

· Shareholders have the right to look at certain documents (based on state law)

· DGCL § 220. Inspection of books and records.  

· (b) Any stockholder … shall, upon written demand …, have the right … to inspect for any proper purpose, … a list of its stockholders, and its other books and records. … A proper purpose shall mean a purpose reasonably related to such person's interest as a stockholder.
· Can only bring a request if it’s related to your right to vote or sue 

· (c) Where the stockholder seeks to inspect the corporation’s … list of stockholders …, the burden of proof shall be upon the corporation to establish that the inspection such stockholder seeks is for an improper purpose. 

· Establishes that if the shareholder has a different purpose, then the burden is on the shareholder 

· What are included in books and records?

· Bare minimum:

· Certificate of incorporation

· Bylaws

· Minutes of board and shareholder meetings

· Board or shareholder actions by written consent

· What about contracts, correspondence, and the like?

· The Delaware Supreme Court has held that a request to access such records must be very narrowly tailored
· Courts tend to want shareholders to attempt to exercise their right to inspect before bring a lawsuit and seeking discovery 

· State ex re Pillsbury v. Honeywell (Minn. 1971) 

· Background

· Pillsbury wanted Honeywell to stop making bombs 

· Purchased stock in company for the sole purpose of soliciting proxies for new directors to support his view
· Question = is Pillsbury’s purpose proper?

· Court on Pillsbury’s purpose?

· “The power to inspect is the power to destroy,” 
· “Pillsbury had utterly no interest in Honeywell before he learned about its production of fragmentation bombs”

· Essentially – Pillsbury was trying to alter the company’s business operations 

· Could you reframe the “purpose?”

· Could say you want the info that you want is because you think it’s a bad business decision ( may affect how I vote for directors 

· Saito v. McKesson HBOC (Del. 2002) 

· Background

· McKesson buys HBOC on October 17, 1998

· On October 20, 1998 ( Saito buys shares in McKesson 

· HBOC was not worth what it represented to McKesson ($3m discrepancy) 

· Court wanted shareholders to go to McKesson to get more information before the lawsuit could proceed

· Wanted to know the info McKesson got before the merger
· Info 3rd party advisors got 

· Chancery Court limited the demand:

· (a) Only docs after Saito’s stock purchase 

· (b) No docs related to financial advisors 
· (c) No HBOC docs (Saito not a shareholder of HBOC)

· Delaware Supreme Court reverses Chancery Court on a. and b. Why?  Affirmed some of Chancery court on c.

· Needs (a) because he needed the documents related to business actions prior to his purchase because they were necessary to determine whether he was harmed by pre-purchase actions 

· (b) is relevant to a derivative lawsuit because the shareholders are suing the directors for not doing their job ( how can you prove this if you don’t get to see what the directors were doing? 

· Court reaffirms the general principle that shareholders can’t get records of a subsidiary if they don’t own stock, but here the court says Saito can get whatever he needs if its related to the lawsuit

Federal Securities Fraud

· Selling Shares – Securities Violations and Insider trading 

· Shareholders can be harmed if the board of directors lied to its shareholders but it’s hard to bring this type of lawsuit ( easier to sue under federal securities law 

· Other type of lawsuit = directors fucked up and I was harmed ( based on state law 

· Can bring both types of lawsuits at the same time 

· Federal Law

· Securities Exchange Act of 1934
· Regulates trading activity
· Ongoing disclosure required
· Exchange Act §10(b) – No Fraud 

· Birthplace of securities fraud/insider trading litigation 

· It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange—

· (b) To use or employ, in connection with the purchase or sale of any security registered 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 or appropriate in the public interest or for the protection of investors.

· Rule 10b-5 (passed much later than 10(b)) 

· It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,

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

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

· (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person,

· in connection with the purchase or sale of any security.

· Section 10-b implications

· Creates securities fraud lawsuits and 

· Both gov and private P can pursue 

· Direct lawsuit ( paid too much for a share because of the fraud ( direct harm

· Essentially suing for the tort of fraud 

· Insider trading prohibition 

· Civil or criminal prosecution 

· Created by SCOTUS decisions
· Requirements for Private Securities Fraud Suit under Rule 10b-5:
· (1) Material misrepresentation or omission
· Material = “whether there is a substantial likelihood that a reasonable shareholder would consider the fact important” TSC Indus., Inc. v. Northway Inc. (1976)
· (2) Scienter (intent) 

· Federal statute requires pleading with “particularity facts giving rise to a strong inference that the defendant acted with the required state of mind.”  
· Need strong evidence of the fraud ( high burden 
· State of mind required = intent to deceive, manipulate, or defraud 

· (3) Reliance
· What is the “fraud on the market” theory?

· Rebuttable presumption that investor relied on integrity of public trading market price when making investment decision—so investor need not have seen misrepresentation
· Essentially – a public company makes a public statement about something ( assume that the public statements affect stock price ( assumption that you are harmed by the statements regardless of whether you saw the statements or not since you paid more for the stock 
· Invoked when?

· Material & public misrepresentation

· The stock traded in an efficient market

· Plaintiff traded between when the misrepresentations were made and when the truth was revealed
· (4) Causation
· The fraud caused the plaintiff’s loss ( change in stock prices when truth revealed
Insider Trading 

· Insider Trading Prohibition (Section 10-b / Rule 10b-5) 

· Enforced by SEC (civil) and DOJ (criminal) 

· Policy Discussion 

· Reasons to allow insider trading

· Sends “soft information” to markets – thus protecting proprietary information
· Encourages insiders to own company stock 
· Compensates insiders for developing “good news”
· Reasons to outlaw insider trading

· Unfair to those without information
· Distorts company disclosures as insiders manipulate company info
· Constitutes theft of corporate intellectual property
· Discourages investors from entering market
· Adds to trading “spreads” in markets
· Wastes resources in efforts to be first to trade on inside information
· Main focus = trying to prevent fraud

· Is the transaction illegal insider trading? Yes, if…

· Classical insider trading: A fiduciary trades in shares of his or her own firm, based on (non-public material) information gained as a fiduciary (Chiarella v. US), or
· Fiduciary obligation ( staying silent = breach of duty ( deceptive/fraud 

· Firm “insider’s” use of material non-public information to trade in their own firm’s shares violates Rule 10-b-5
· Tipper and tippee liability (Dirks v. SEC) (Rule 10b-5)
· Insider trading prohibition extends to those who use non-public material information they know (or should have known) it was provided by tipper for personal benefit
· Four things that count as a personal benefit

· Monetary Gain

· Reputational Gain

· Quid pro quo 

· Tip to friend for family member 
· A fiduciary trade using information that was misappropriated (US v. O’Hagan) (Rule 10b-5)
· Insider trading prohibition extends to those who misappropriate non-public material information and use it to trade

· Section 16 of ‘34 Act applies (statutory insider trading).
· Bright Line Prohibition: All gains within six months by statutory insiders forfeited to firm

· Federal Timeline 

· In re Cady Roberts – SEC administrative ruling that insider trading violates Rule 10b-5 (constitutes fraud) 
· Texas Gulf Sulphur (2nd Cir.) – affirms the SEC’s ruling

· Chiarella (SCOTUS) – disagrees with SEC/2nd Cir. [classic insider trading]

· Dirks (SCOTUS) – reaffirms Chiarella; just because you know more than others doesn’t mean you’re committing fraud [tipping]

· O’Hagan – expanded what constituted fraud [misappropriation]

· SEC passes Rule 10b5-1/2 to counter SCOTUS 

· Salman (SCOTUS) – holds that some insider trading is fraudulent [tipping]

· Chiarella v. US – limits of “traditional” insider trading liability

· Background

· Printer (“mark-up” man) case – printer had inside information because he had the info of companies that printed with his company 

· Client sent acquisition info to printer ( Chiarella buys stock in company about to be acquired ( got a huge profit from the acquisition without disclosing the insider information 

· Court holds that Chiarella’s actions were not fraudulent

· Violation of 10b-5 (fraud) occurs only if informed trader owed a duty to the corporation or shareholders of the firm whose stock he traded in.

· Not worried about ensuring fairness 

· “[O]ne who fails to disclose material information prior to the consummation of a transaction commits fraud only when he is under a duty to do so.  And the duty to disclose arises when one party has information ‘that the other [party] is entitled to know because of a fiduciary or other similar relation of trust and confidence between them.’”

· Wrong of insider trading is being silent to another party that you owe a duty to 

· If you have an affirmative fiduciary obligation to speak and you don’t, then you’ve committed fraud 

· Firm “insider’s” use of material non-public information to trade in their own firm’s shares violates Rule 10-b-5

· Tipper and tippee liability

· Tipper – one who gives information.

· Tippee – one who receives information.

· Insider trading prohibition extends to those who use non-public material information (NPMI) they know was provided by tipper for personal benefit
· Hypothetical
· Julia is an employee of Hooli Corporation who learns through her work that Hooli is going to be acquired by an even bigger company.  This information is not public, and the stock price of Hooli will likely go up when it is announced.  Julia buys stock in Hooli.  Has Julia violated Rule 10b-5 by insider trading? Why?

· Yes because Julia remained silent when she bought the stock & hand a fiduciary relationship to the stockholder 

· What if Julia instead told the information to her sister Priscilla, and it was Priscilla who traded?  

· Addressed in Dirks v. SEC

· Dirks v. SEC 

· Background 

· LA based company – Equity Funding of America 

· EFA employed Ronald Secrist ( tried to whistle blow on the fraud happening at EFA 

· Secrist told Raymond Dirks ( Dirks met with EFA executives (who denied the fraud) 

· Employees admitted there were fraud 

· Dirks tells his clients to sell EFA stocks because of fraud ( lowers EFA stock price ( SEC investigates

· If Secrist sold EFA stock ( illegal insider trading because he owed a fiduciary duty to EFA and their shareholders

· Court holds that Dirks did not commit illegal insider trading 

· Dirks does not inherit Secrist’s “disclose or abstain” duty by being a tippee unless 

· Tipper must flunk “Personal Benefit” test – must get something in return for your action 

· Monetary gain 

· Or gain a reputational benefit that will translate into future earnings 

· Any quid pro quo 

· Tip to a family member or friend 

· But NOT: desire to provide a public good 
· Rule currently only applies if the original tipper receives a benefit ( subsequent tippers do not have liability if the subsequent tipper receives a benefit 
· Tippee must know or have reason to know of tipper’s breach

· Must know info is MNPI and tipper is giving the info for their own personal benefit 
· Subsequent tippees not liable unless they know original tipper gained a personal benefit from sharing the info 
· Here’ Dirks did not inherit Secrit’s duty because Secrist did not receive a personal benefit by sharing the information 

· Hypos

· What if Secrist had routinely exchanged stock tips with Dirks?  

· They would be friends ( illegal!

· What if Secrist had disclosed the Equity Funding fraud in part because he had been fired over an unrelated matter?

· Likely not a personal benefit ( no liability 

· Suppose Secrist had disclosed MNPI to Dirks because of a bribe from Dirks.  Dirks then advised his clients to sell their Equity Funding stock. Would the clients of Dirks have violated the rule?

· No – they didn’t have knowledge Secrist received a benefit by sharing the info with Drik 
· Dirks also established a category of “constructive insiders” who can violate insider trading prohibitions

· Constructive Insider when: (1) obtain MNPI from the issuer with (2) an expectation on the part of the corporation that the outsider will keep the disclosed information confidential and (3) the relationship at least implies such a duty
· Former employees are constructive insiders ( agents have a duty to keep information confidential even after the relationship ends 

· Salmon v. United States (SCOTUS 2016)

· Background 

· Brothers Michael and Maher

· Maher married Suzie Salmon 

· Suzie’s brother, Bassam Yacoub Salmon 

· Brother works on wall street ( gives info to brother ( guilty of insider trading (family member under Dirk)

· A family member personally benefits by giving confidential information to a relative.
· Regulation Fair Disclosure (FD) – adopted by the SEC in 2000

· SEC concluded selective disclosure to analysts undermined confidence in the integrity of the stock markets

· SEC concluded the Dirks tipping regime inadequately constrained tipping because of difficulty proving the tipper received a personal benefit from the disclosure

· “Reg FD” restricts selective disclosure of material nonpublic information (MNPI) even by someone acting on behalf of a public corporation

· Intentional disclosures must be disseminated simultaneously; unintentional disclosures within 24 hours or start of next trading day on NYSE

· Enforcement only by SEC (no private action)
· U.S. v. O’Hagan 

· Background

· O’Hagan (partner at Dorsey & Witney) ( gets info from his position as a partner ( hired as an employee of Grand Met and learns that GM wants to buy Pillsbury

· O’Hagan purchases stocks from Pillsbury 

· Not classic insider trading because O’Hagan does not have a fiduciary relationship with the 3rd party investors 

· Similar to Chiarella ( taking info from his job and using it to purchase stocks from a 3rd party company 

· SEC argues a new theory as to why O’Hagan’s actions are illegal (misappropriation theory)

· (1) O’Hagan breached his fiduciary duty to the source of the information (D&W/GM)

· Deceived the source of the information 

· (2) Information he received through deception was valuable when making the investment in Pillsbury 

· Defendant misappropriates Material Non-Public Information for securities trading purposes, in breach of a duty owed to the source(s) of the info.

· “Under this theory, a fiduciary’s undisclosed, self-serving use of a principal’s information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauds the principal of the exclusive use of the information. In lieu of premising liability on a fiduciary relationship between company insider and purchaser or seller of the company’s stock, the misappropriation theory premises liability on a fiduciary-turned trader’s deception of those who entrusted him with access to confidential information.”
· To use something for your personal benefit without disclosing it ( breach of agency duty of loyalty and confidentiality 

· Misappropriation theory 

· “misappropriate” information (take without information in breach of your duty to a principle) and trade ( illegal insider trading because its deception in connection with the purchase or sale of securities 
· Defendant misappropriates MNPI for securities trading purposes, in breach of a duty owed to the source(s) of the info.

· Interaction with Chiarella 

· Trading stock within your own company = Chiarella (Classic)
· Trading stock based on misappropriated information from your job = O’Hagan (Misappropriation trading)
· If O’Hagan had disclosed his intention to buy Pillsbury stock to his law firm partners/client…

· No longer being deceptive since he is disclosing but courts are still reluctant to say this behavior is okay 

· “Misappropriation” theory consistent with § 10(b) and Rule 10b-5

· Statute/Rule proscribe “deception” by trader “in connection with purchase or sale” of securities.

· In this case, deception works through non-disclosure; and purchase/sale requirement clearly met.

· Adds consistency and symmetry to 10b-5

· If Dorsey & Levin were counsel to Pillsbury (the target), O’Hagan would be liable under traditional insider trading.

· Rule 10b5-2 – provides a non-exclusive list of three situations in which a person has a duty of trust or confidence for the purpose of the misappropriation theory:

· Whenever a person agrees to maintain information in confidence;

· Whenever the person communicating information and the person to whom it is communicated have a history, pattern or practice of sharing confidences, such that the recipient of the information knows or reasonably should know that the person communicating the information expects the recipient to maintain confidentiality; or

· Whenever the information is obtained from a spouse, parent, child or sibling, unless recipient shows that history, pattern or practice indicates no expectation of confidentiality.

· Rule 10b5-1(addresses when someone can trade with inside information)

· A written plan for trading securities that is designed in accordance with Rule 10b5-1(c).  
· Any person executing pre-planned transactions pursuant to a Rule 10b5-1 plan that was established in good faith at a time when that person was unaware of MNPI has an affirmative defense against accusations of insider trading.  
· Ex: Make a plan to buy stock every January regardless of the how the company is doing
· 10b5-1 plans are especially useful for people presumed to have inside information, such as officers and directors.

· Exchange Act § 16(b) still applies to trades made pursuant to a Rule 10b5-1 plan.

· Rule 14e-3 (some information is so significant that you can’t use it to trade regardless of whether you had a fiduciary duty or not)

· Prohibits insider trading during a tender offer and thus supplements Rule 10b-5. 

· Once substantial steps towards a tender offer have been taken, Rule 14e-3(a) prohibits anyone, except the bidder, who possesses MNPI
·  about the offer from trading in the target’s securities.

· Rule 14e-3(d) prohibits anyone connected with the tender offer from tipping material, nonpublic information about it.

· Rule 14e-3 is not premised on breach of a fiduciary duty.

· Upheld by SCOTUS ( doesn’t limit to solely fraud-based 

· O’hagan is found guilty of both misappropriation and Rule 14e-3 

· Tender offer = offer to buy all outstanding shares of a company (ex: Smith v. Van Gorkon) 

· Exchange Act § 16 – Statutory Insiders
· If you’re a statutory insider:

· (a):  Reporting obligations

· (b):  Bright-line short-swing trading rule (over- and under- inclusive for insider trading)

· Short-swing profit = illegal ( must give profit to company 
· Overinclusive because you’re breaking the law even though you’re not using insider information

· Underinclusive because you can avoid liability by waiting 6 months to sell the stocks you purchased 

· Section 16(a) – Reporting obligations

· Statutory insider 

· Own over 10% or 

· Are a director or officer 

· Officer: SEC definition includes president, CFO, chief accounting officers, VPs of principal business units and any person with significant “policymaking function.
· Statutory insiders must report ownership stake and changes to SEC

· Have to fill out Form 4 every time you buy or sell shares in your company 

· Section 16(b) – Short Swing Trading 
· “Statutory Insider” profits from a purchase and sale or sale and purchase within six months are recoverable by the firm.
· Less than six months = short swing sale 
· Compare Rule 10b-5 based insider trading, which applies to all individuals and issuers (regardless of whether public or private)

· Section 16 (b) is “both over- and under-inclusive” (see above) 

· Intent is irrelevant

· Will compute profit in a way that produces the maximum possible number

· Example 

· Facts

· 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?

· Analysis

· (1) Is Michael a statutory insider? Yes

· (2) was the sale within a 6-month period? Yes

· (3) Did Michael make a profit? Yes 

· (4) What is the amount, if any, of Michael Scott’s statutory insider trading liability? $50
· Facts 2

· 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.

· Makes him a 15% owner 

· On June 30 Michael Scott sells 3 shares for $10.

· What is the amount, if any, of Michael Scott’s statutory insider trading liability?

· Analysis

· (1) Is Michael a statutory insider? No unless Michael owns 10%+ of DMI stock 
· (2) was the sale within a 6-month period? Yes
· (3) Did Michael make a profit? Made a $7 profit on 3 shares that he purchased for $3  
· (4) What is the amount, if any, of Michael Scott’s statutory insider trading liability? None because Michael wasn’t a statutory insider 
· Must be a statutory insider both when you buy and sell 

· Facts 3

· 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 Michael Scott’s statutory insider trading liability?

· Analysis

· (1) Is Michael a statutory insider? Yes (director) 
· (2) was the sale within a 6-month period? Yes
· (3) Did Michael make a profit? 

· Potentially made a profit because he bought stock for $3 and $5 

· MS will argue that he sold the shares he bought for $12 ( statute doesn’t work this way ( assumes that shares he sold were the ones he bought for the least amount
· (4) What is the amount, if any, of Michael Scott’s statutory insider trading liability? $31
· How to approach a § 16(b) Issue 

· Is the company public?

· Is the defendant a director, officer, or beneficial owner of the company?

· Directors and Officers- you can match any transactions within 6 months while in position.

· Beneficial owner - only if she owned more than 10% both at the time of the purchase and of the sale, and within 6 months.

· Can you match any purchase and sale within a 6-month period that yields profits?

· Buy low and sell high

· Sell high and buy low

· Cannot offset profits with losses within the 6-month period (just want to match)

· Terminating a corporation

· Voluntary dissolution:

· Board submits and shareholders vote on proposal to dissolve: MBCA § 14.02 (b)

· Submit Articles of Dissolution to state

· Can only carry on to wind up

· Involuntary dissolution:

· If there is a deadlock: MBCA § 14.30

