BUSINESS ASSOCIATIONS OUTLINE
AGENCY
I. AGENCY BASICS
a. Definition: A fiduciary relationship that arises when one person (a “Principal”) manifests assent to another person (an “Agent”) that the Agent
i. Shall act on the Principal’s behalf; AND
1. Ex. Gorton v. Doty: Doty had interest in taking the kids to the game, chose not to do it herself, had Coach Garst take them himself—Garst is doing it on Doty’s behalf
ii. Is subject to the Principal’s control; AND
1. Control can be BROAD (Agent not necessarily an employee of Principal)
2. Ex. Lending someone your car to run an errand and putting a restriction on that use establishes that that person is under your control 
iii. The Agent manifests assent or otherwise consents so to act
1. Manifestation defined from the perspective of a reasonable person
b. No contract, consideration, or intent to form an Agency relationship needed—a party can enter into it without knowing
c. Legal Consequences of establishing Agency Relationship:
i. Agent’s actions may create liability for Principal if Agent has authority
1. Can bind principal to a 3rd party contract
2. Principal may be liable for Agent’s torts
ii. Agent owes certain fiduciary duties to the Principal (cannot take advantage of position to benefit himself)
d. Creditors/Lenders as Principals

i. Courts are reluctant to find creditors liable for conduct of Agents because they understand that creditors frequently impose certain conditions when lending money
ii. A creditor becomes a Principal at the point at which it assumes de facto control over the conduct/management of the debtor
iii. If creditor takes too much control, may be seen as a Principal
e. Jenson Farms v. Cargill Factors for De Facto Control (none incriminating separately, but when put together show control):
i. Warren’s inability to enter into mortgages, purchase stock or pay dividends without Cargill’s approval
ii. C’s right of entry onto W’s premises to check/audit books and records
iii. C’s power to discontinue financing of W’s operations
iv. C’s business recommendations to W by telephone
v. C’s correspondence and criticism regarding W’s finances, officer’s salaries and inventory
vi. C’s determination that W needed strong paternal guidance
vii. C’s first right of refusal on grain
viii. Financing of all W’s purchase of grain and operating expenses (shows that W could not survive without C’s funding)
ix. Bank would have pulled financing and sued, but C continued to extend more credit and became actively involved, because it wanted access to the grain and did not care about the interest on its loan
II. LIABILITY
a. Liability of Principal for Agent’s Contracts with 3rd Parties

i. The starting point for analysis of contract actions is Authority

1. Actual Authority: The Agent reasonably believes, in accordance with the Principal’s manifestations to the Agent, that the Principal wishes the Agent to take certain actions
a. MUST be a manifestation from Principal
b. Reasonable person in the shoes of the Agent standard (takes into account past practices and customs)
c. Belief of 3rd party irrelevant for Actual Authority
d. Actual Authority can be Express (Principal directly tells Agent they have authority to take certain action) or Implied (based on Agent’s reasonable understanding of the Principal’s instructions)
i. Actual Implied Authority by Custom: If it is customary for a certain type of Agent to have certain powers, the Agent has actual implied authority to exercise such powers unless the Principal expressly directs otherwise 

e. An Agent’s Actual Authority may be terminated by:
i. Agent’s death (automatic, except as provided by law is Agent is not an individual) 
ii. Principal’s death

1. If Principal is individual: Once Agent has notice

2. If Principal not individual: Automatic, except as provided by law
iii. Principal’s loss of capacity (to do an act)

iv. Agreement between Principal and Agent

v. Manifestation of revocation by the Principal to the Agent, or of renunciation by the Agent to the Principal (effective when other party has notice)
2. Apparent Authority: Third party reasonably believes the Agent has authority to act on behalf of the Principal and that belief is traceable to the Principal’s manifestations
a. Ex. “Deal with my Agent, he handles these things”

b. Manifestation can be as simple as giving Agent a certain title, which leads a third party to reasonably believe Agent has authority to do certain things

c. Because it focuses on 3rd party’s POV, an Agent still has apparent authority even if the Principal’s manifestation goes through intermediaries

d. Udall v. TD Escrow: 3rd party’s belief MUST be reasonable—if the price of the house was extremely low it would put 3rd party on notice that it is no longer reasonable for them to believe that the Agent has authority
e. To unequivocally destroy apparent authority, Principal must give new manifestation to 3rd parties 

f. Termination of Actual Authority does not by itself end Apparent Authority: Apparent Authority ends when it is no longer reasonable for the 3rd party with whom an Agent deals to believe that the Agent continues to act with Actual Authority
3. If Agent has actual or apparent authority to enter into a contract with a 3rd party, that contract will be binding on the Principal and the 3rd party (but the Principal can still sue the Agent for losses)
4. The party asserting that a contract is binding on a Principal has the burden of establishing authority 
ii. Types of Principals
1. Disclosed Principals: 3rd party knows
a. It is dealing with an Agent; AND

b. The identity of the Principal

2. Undisclosed Principals: At the time of the transaction, the 3rd party has no notice he is dealing with an Agent acting for a Principal

a. Liability: Undisclosed Principal is liable to 3rd party who is justifiably induced to make a detrimental change in position by an Agent acting on the Undisclosed Principal’s behalf and without actual authority IF the Principal, having notice of the Agent’s conduct and that it might induce others to change their positions, did not take reasonable steps to notify the others of the facts 
b. 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 (Watteau v. Fenwick)
3. Partially Disclosed/Unidentified: At the time of the transaction, the 3rd party

a. Knows it is dealing with an Agent; BUT
b. Has no notice of the Principal’s identity

iii. Estoppel to Deny Existence of Agency Relationship (Hoddeson v. Koos Brothers): A Principal who has not made a manifestation to a 3rd party that an Agent has authority is subject to liability to a 3rd party who justifiably is induced to make a detrimental change in position because the transaction is believed to be on the Principal’s account IF
1. The Principal intentionally or carelessly caused such belief; OR 

2. Having notice of such belief and that it might induce others to change their positions, the Principal did not take reasonable steps to notify them of the facts (in Hoddeson, fake employee lingered in the story for a long time, so Principal should have been on notice that he needed to protect 3rd party customers)
iv. Ratification of Authority: A Principal’s affirmance of a prior act done by an Agent retroactively gives that Agent actual authority to do that act, even if the Agent did not have that authority at the time of the act
1. Cannot be partial—Principal must ratify entire act/contract/transaction or not effective
2. Affirmance can be either
a. Expressly manifested; OR

b. Implied by conduct that justifies a reasonable assumption of consent

i. Accepting/retaining benefits of a contract

ii. Silence/failure to act

iii. Principal brings lawsuit to enforce a contract

c. Not valid if made without knowledge of ALL material facts involved in original act

d. Ratification not effective if it would be unfair to bind the 3rd party to the contract

i. Prior to ratification, 3rd party manifested intent to withdraw from transaction

ii. There is a material change in circumstances between transaction and ratification that would make it inequitable to bind 3rd party

b. Agent’s Liability for Contracts
i. Acting with Authority: When an Agent acting with actual or apparent authority makes a contract on behalf of...

1. Disclosed Principal: Agent not party to contract unless otherwise agreed

2. Undisclosed Principal: Agent is a party to contract

3. Unidentified/Partially Disclosed: Agent is a party to contract unless other agreed

a. Incentivizes Agent to be forthcoming about identity of Principal

ii. Acting without Authority: 
1. If Agent lacks authority but Principal is bound by a contract, the Principal may recover damages from the Agent 

2. If Agent lacks authority but represents otherwise (Agent gives a warranty of authority to 3rd party), the Agent is liable to the 3rd party IF the Principal refuses to ratify the contract and there is no other authority to bind the Principal
a. 3rd party must not be aware of lack of authority

c. 3rd Party’s Liability for Contracts
i. Generally bound to a contract (has intent to be bound to Principal if Principal is bound because of actual or apparent authority of Agent)
ii. Undisclosed Principal: 3rd party generally bound, EXCEPT in situations where 3rd party has been deceived

iii. Ratification: 3rd party is bound with exceptions (ex. change of circumstances between when contract is entered into and when Principal tries to ratify)

d. Liability of Principal for Tortious Conduct of Agent
i. An Agent is always subject to liability to a 3rd party harmed by the Agent’s tortious conduct, regardless of whether the Agent is acting as an Agent or an employee, with actual or apparent authority, or within the scope of employment
ii. Types of Principal Liability to 3rd Party
1. Direct Liability: Agent’s conduct is within the scope of Agent’s actual authority, is ratified by the Principal, OR if the harm to the 3rd party is cause by the Principal’s negligence in selecting, training, supervising, or controlling the Agent
2. Vicarious/Derivative Liability: A Principal employer is subject to liability for a tort committed (1) by its Agent employee (2) acting within the scope of his employment
a. An employee is an Agent whose Principal controls or has the right to control the manner and means of the Agent’s performance at work (otherwise they are independent contractors) [Millsap v. Federal Express/Jackson v. AEG Live]
i. the extent of control that the agent and the principal have agreed the principal may exercise over details of the work; 

ii. whether the agent is engaged in a distinct occupation or business; 

iii. whether the type of work done by the agent is customarily done under a principal’s direction or without supervision; 

iv. the skill required in the agent’s occupation; 

v. whether the agent or the principal supplies the tools and other instrumentalities required for the work and the place in which to perform it; 

vi. the length of time during which the agent is engaged by a principal; 

vii. whether the agent is paid by the job or by the time worked; 

viii. 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;

ix. and whether the principal is or is not in business. 

x. Also relevant is the extent of control that the principal has exercised in practice over the details of the agent’s work

b. An employee acts within the scope of employment when

i. Performing work assigned by the employer; OR

ii. Engaging in a course of conduct subject to the employer’s control

1. Act must be of a general kind that the employee was hired to perform; AND

2. Conduct must be substantially within the time and space limits authorized by the employment (frolics are not within scope, detour are); AND

3. Employee must be motivated at least partially by a purpose of serving the employer

iii. An employee is NOT acting within the scope of employment when the tort occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer 
1. An employee’s conduct is usually not in the scope of employment where the employee’s motivation for the activity is personal, even though some transaction of business or performance of duty may also occur (Righter)

iv. Unauthorized content CAN be within scope of employment (Perez)
v. Compensation not required—unpaid employees are still employees (Lourim)
iii. Intentional Torts used to not be within the scope of employment, but modern courts are more willing to hold employers liable for them if the employee’s conduct was motivated by a purpose to serve the employer and the tort was “foreseeable” (i.e., job provided “opportunity” to commit tort)
iv. When Agent is Independent Contractor
1. General Rule: Principals are not liable for torts committed by Independent Contractors

2. Exceptions

a. Principal retains (right to) control over the aspect of the work in which the tort occurs 

b. Inherently Dangerous/Ultra-Hazardous Activities (Nuisance Per Se) 

i. Activities that are so dangerous they create a “peculiar risk of harm to others unless special precautions are taken”

ii. Create liability for Principal if Independent Contractor is negligent

c. When Principal hires an incompetent Independent Contractor (negligent hiring) 
v. Franchisor-Franchisee Relationship
1. Franchise agreement does not inherently create agency/employment relationship

2. Courts find franchisors liable for torts of franchisees if the franchise agreement shows there is an agency relationship (Murphy v. Holiday Inns)
a. What is the purpose of the franchise agreement?

b. What does the franchise agreement provide?

c. Does franchisor have day-to-day CONTROL of operations under these “operating systems” to trigger tort liability of franchisor? (ex. Employee injured during robbery of McDonald’s—courts look at franchise agreement to see if franchisor had control over security measures)
3. Modern Trend (Patterson v. Domino’s Pizza): Franchisor is potentially liable for actions of franchisee’s employees ONLY if it has retained or assumed a general right of control over factors such as hiring, direction, supervision, discipline, discharge, and relevant day-to-do aspects of the workplace behavior of the franchisee’s employees
a. Popularization of Instrumentality Approach: Whoever was responsible for the instrumentality of harm should be held liable
III. FIDUCIARY DUTIES OF AGENTS
a. Duties Relating to Performance
i. Duty of Care, Competence, and Diligence: Subject to any agreement with the Principal, an Agent has a duty to the Principal to act with the care, competence, and diligence normally exercised by Agents in similar circumstances.
1. Default rule—can be contracted around
2. Gratuitous agent still owes these duties
ii. Duty to Following Instructions: An Agent has a duty to
1. Take action only within the scope of the Agent’s actual authority; AND
2. Comply with all lawful instructions received from Principal concerning the Agent’s actions on behalf of the Principal
a. If Agent’s actions beyond the scope of his actual authority cause loss to the Principal, he is subject to liability to the Principal because he has not followed instructions
iii. Duty to Provide Information: An Agent has a duty to use reasonable effort to provide Principal with facts the Agent knows when...
1. The Agent knows or has reason to know that the Principal would wish to have the facts if the facts are material to the Agent’s duties; AND
2. The facts can be provided to the Principal without violating a superior duty to another person
b. Duties of Loyalty

i. All Agents have a general fiduciary duty to act loyally for the Principal’s benefit in all matters connected with the Agency relationship and subordinate their interests to those of the Principal in matters connected with the Agency relationship
ii. Agent’s specific duties of loyalty
1. Excess Benefit Rule: An Agent has a duty not to acquire a material benefit from a 3rd party in connection with transactions conducted or other actions taken on behalf of the Principal or otherwise through the Agent’s use of the Agent’s position
a. An Agent is entitled to ONLY the agreed to compensation—everything in excess of that belongs to the Principal, and Principal is entitled to it even if he cannot show damages (British American v. Wirth)
b. Can be contracted around (i.e., tips for servers)
c. Industry customs may also change this default rule, giving any agreement an implied clause allowing certain excess benefits
2. Business Opportunities: An Agent has a duty not to take personal advantage of an opportunity and not to give that opportunity to a 3rd person (NOT a blanket rule: Only applies when the opportunity is one which actually belongs to the Principal)
a. First: Does the nature of the opportunity or the circumstances under which the Agent learned of it require that the Agent offer the opportunity to the Principal?
b. If YES: Agent must refer the opportunity to the Principal if either the nature of the opportunity or the circumstances require him to do so
c. Finally: Agent can take the opportunity for himself ONLY if he fully discloses all relevant information and the nature of the conflict to the Principal, and the Principal rejects it
3. Acting as or on Behalf of an Adverse Party: An Agent has a duty not to deal with the Principal as or on behalf of an adverse party in a transaction connected to the agency relationship (must disclose adverse interests so that Principal can evaluate how best to protect his interests)
4. Duty Not to Compete: Throughout the duration of an agency relationship, an Agent has a duty to refrain from competing with the Principal AND from taking action on behalf of or otherwise assisting the Principal’s competitors
a. But Agent MAY take action, not otherwise wrongful, during that time, to PREPARE for competition following termination of the agency relationship
i. Agent free to make arrangements for setting up a new business (but NOT during work hours or using Principal’s property)
ii. Agent cannot commence doing business as a competitor or solicit customers away from a Principal
iii. Agent need not give advance notice of departure or structure departure in a way that would be most advantageous to Principal, BUT they cannot lie to him or intentionally leave him in a disadvantageous position
5. Use of Principal’s Property/Confidential Information: An Agent has a duty not to
a. Use Principal’s property; OR
b. Use or communicate Principal’s confidential information for his own purpose or those of a 3rd party (ex. insider trading)
i. Agent must account for profits made by the use of such information even if Principal not harmed
ii. Duty does not terminate with agency relationship
iii. Conduct by an Agent that would otherwise constitute a breach of duty of loyalty to a Principal does NOT constitute breach if Principal consents to the conduct AND
1. In obtaining consent, Agent acts in good faith and discloses all material facts that would reasonably affect the Principal’s judgement; AND
2. Consent concerns either a specific act or transaction, or acts or transactions of a specified type that could reasonably be expected to occur in the ordinary course of the agency relationship
3. Blanket waivers generally unenforceable (must be specific)
iv. Duties After Termination of Agency

1. Agent is free to compete with Principal (subject to non-compete agreement)
2. Agent NOT free to use or disclose a Principal’s trade secrets or other confidential information and must account for profits made therefrom
PARTNERSHIPS
I. INTRO TO PARTNERSHIPS
a. What is a Partnership?
i. An association of two or more persons to carry one as co-owners of a business for a profit
1. Association = consensual agreement
2. Co-owner = share profits AND control
ii. No formal requirements and no intent required to create a partnership (“whether or not the persons intend to form a partnership”)
b. Source of Law
i. Unlike Agency Law, Partnership Law is codified state by state
ii. Model Codes
1. Uniform Partnership Act of 1914 (UPA)
2. Uniform Partnership Act of 1997+2011/2013 amendments (RUPA)
iii. CA: Cal. Corp. Code §§ 16100-16962 (tracks RUPA 1997)
c. Factors to Establish Partnership (burden of establishing partnership on whoever is asserting a partnership exists): Simply calling a business a partnership is not enough to prove to courts the existence of a partnership—courts look at additional characteristics to see if there is true co-ownership/shared control
i. Intention of parties (was there a Partnership Agreement, loan agreement with restrictive covenants, or only a verbal agreement?)
ii. Conduct of the parties toward 3rd parties 
1. Are both parties liable for debts of business? 
2. Does business look the same from the outside as it did before the assertion of a partnership?
3. Have 3rd parties been told about existence of partnership?
4. In whose name is the paperwork? Who files taxes?
iii. Economic risk

1. The sharing of net profits creates strong presumption of partnership UNLESS profits were received in payment...
i. Of wages or other compensation to an employee
ii. Of interest or other charge on a loan, even if the amount of payment varied with the profits of the business
1. An agreement may say one party entitled to a percentage of profits, but may just be employee salary—owner trying to create appearance of partnership
2. Capital contribution (has party invested in business or is it structured more like a loan?)
3. Obligation to share in losses (shows parties have capital at risk)
4. Ownership of property
5. Rights/obligations of dissolution
iv. Control and management rights
1. Is control spread out or does management retain all control?
2. Examples for Partnership v. Creditor analysis:
a. Are day to day operations restricted by agreement? 
b. How much consultation does creditor have over business activities?
c. Does creditor have veto power? Can it initiate an action?
d. Can creditor fire partners at any time? 
d. Legal consequences of partnership

i. Some can be contracted around with Partnership Agreements:
1. Each partner can bind other partners in contract
2. Each partner is liable for the torts of all other partners
3. Legal obligations of the entity are personal obligations of the partners (ex. if partnership does not have enough assets to pay out judgement, partners responsible for paying out the balance)
4. Partners owe each other fiduciary duties
5. Partners entitled to share control
6. Partners entitled to share profits/losses
ii. Some more difficult/impossible to contract around:
1. Difficult to modify duty of loyalty
2. Impossible to modify rights of 3rd parties (i.e., who 3rd parties are entitled to sue)
II. PARTNERS’ RIGHTS
a. Management Rights

i. Partner as Agent: Each partner is an Agent of the partnership for the purpose of its business
1. An act of a partner for apparently carrying on in the ordinary course of the partnership or business of the kind carried on by the partnership binds the partnership, UNLESS
a. The partner had no actual authority to act for the partnership in the particular manner; AND
b. The partner had no apparent authority because the person with whom the partner was dealing knew or had received notification that the partner lacked authority
c. Ordinary course = stuff you need to do to keep the business going
2. An act of a partner that is not apparently for carrying on in the ordinary course of the partnership or business of the kind carried on by the partnership (extraordinary course) binds the partnership ONLY if the act was authorized by the other partners
a. Extraordinary course = stuff you need to expand the business
ii. Partners’ Personal Liability for Partnership Obligations
1. Partners are jointly and severally liable (in tort and in contract) for all legal obligations and consequences of the partnership 
2. A 3rd party can sue whichever partner he wants, EXCEPT
a. A new partner is not personally liable for obligations incurred before admission
b. Limited Liability Partnerships
iii. When is a Partnership Liable to a 3rd Party (in both tort and contract)?
iv. Basic Partner Rights (default—can be contracted around)
1. Each partner has equal rights in the management and conduct of the partnership business (one partner, one vote, regardless of investment)
2. A person can become a partner only with the consent of ALL the partners
3. Resolving differences
a. A difference as to a matter in the Ordinary Course of business of a partnership: Decided by majority of partners
b. An act in the Extraordinary Course of business: Unanimous consent 
v. Binding Partnership in Torts

1. A partnership is liable for loss or injury caused as a result of a wrongful act of a partner
a. Acting in the ordinary course of business of the partnership; OR
b. Acting outside of the ordinary course of business with the authority of the partnership
b. Economic Rights
i. Sharing of business’ profits and losses: If agreement is silent on how to share profits and losses, each partner 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
1. If only profits in agreement, losses track profits
2. Even though partners are entitled/chargeable, they do not have a right to receive/pay the money as the partnership makes or loses money—these gains and losses are reflected in the partnership capital account
a. Capital Account = Running balance that starts with each partner’s capital contribution and
i. Adds shares of profits or additional contributions
ii. Subtracts shares of losses and draws
ii. Distribution of firm assets

1. Periodic draws: Unless specified in partnership agreements partners are not entitled to any salary or to withdraw their share of profits periodically from the capital account
a. Can put periodic draws in agreement (withdrawals are deducted from entry in capital account)—need to do this if any partner wants a salary
b. If agreement silent on draws, partners could amend agreement and implement one through a vote (within the ordinary course of business/majority rules)
2. Settlement at dissolution
a. Majority Rule:
i. If the whole business (or all assets) is sold for cash, each partner is entitled to receive an amount equal to his or her entry in the capital account
ii. Any excess or deficit relative to the capital account balance is shared in accordance with each partner’s share of gain and loss
1. Capital Gain (excess): Partnership makes a distribution to a partner in an amount equal to any excess of the credits over the charges in the partner’s account
2. Capital Loss (deficit): Partner contributes to the partnership an amount equal to any excess of the charges over the credits in the partner’s account
iii. Pecking Order: In winding up a partnership’s business, the assets of the partnership shall be applied to
1. Discharge its obligations to creditors (bank, employees owed a wage, etc.), including partners who are creditors
2. Any surplus shall be applied to pay in cash the net amount distributable to partners in accordance with their right to distributions
b. Minority Rule (rejected by RUPA): 
i. Shields service-only partners from risk if the company has a capital loss at time of dissolution 
ii. Where one party contributes money and the other contributes services, the parties have, by their agreement to share equally in profits, agreed that the value of their contributions (the money on the one hand, and the labor on the other) were likewise equal
iii. Upon the loss of both money and labor, the parties have shared equally in the losses
iv. Service-only partner does not have to pay out the capital contribution partner at the end
v. In jurisdictions that follow this approach, courts do not apply this rule if
1. Service partner was compensated for his work
2. Service partner made a capital contribution, even if that contribution was nominal 
c. One contentious issue at time of dissolution: If a partner breaches duty not to compete and takes advantage of other business opportunities without partners, should the money from the competing business be included in the partnership’s pile of money to be distributed at dissolution?
3. Partnership Property: A partner is not a co-owner of partnership property and has no interest in partnership property that can be transferred, either voluntarily or involuntarily (the property belongs to the partnership)
a. Partnership Property is
i. Any asset acquired in the name of the partnership
ii. If the partnership is not named, property acquired by a partner if the document transferring title indicates buyer was acting in capacity as partner
iii. Property purchased with partnership funds is presumed to be partnership property
4. Transferable Partnership Interest

a. Partner’s interest in the partnership = All of the partner’s interests in the partnership, including the partner’s transferable interest and all management and other rights
b. ONLY financial/economic rights are transferable (not management rights)
c. A transfer of a partner’s transferable interest in the partnership does not

i. By itself cause the partner’s dissociation or a dissolution of the partnership business

ii. Entitle the transferee to participate in the management or conduct of the partnership business, or to require access to information

d. Transferor retains rights and duties of a partner other than the interest in distributions transferred

III. PARTNERS’ DUTIES 
a. General Fiduciary Duty: Partners owe a duty of loyalty and a duty of care to other partners and to the partnership
i. Duty of Care: Limited to refraining from engaging in grossly negligent or reckless conduct, intentional misconduct, or knowing violation of the law
1. Negligence insufficient for breach of duty to partners (if 3rd party sues the partnership over one partner’s negligence, the other parties cannot sue negligent partner for breach of duty of care)
2. If one partner does breach, the other partners can sue him for the harm caused by the breach
ii. Duty of Loyalty: To avoid breach partner must
1. Account for any profit/benefit derived in the conduct of the partnership or the use of its information or property (including partnership opportunity)
2. Not deal as or on behalf of a party with an interest adverse to the partnership
3. Not compete with the partnership in partnership business before dissolution

b. Information Duties: 
i. Right of Access: Partnership shall provide partners access to its books and records and give partners an opportunity to inspect and copy its books and records
ii. Each partner and the partnership shall furnish to a partner

1. Without demand, any information concerning the partnership’s business and affairs reasonably required for the proper exercise of the partner’s rights and duties
2. On demand, any other information concerning the partnership’s business and affairs, except to the extent unreasonable or otherwise improper

c. All partners owe a duty of good faith and fair dealing to the other partners and the partnership (even absent a contract, where good faith is implicit)
i. Meinhard v. Salmon—Partnership Opportunities
1. Two parties were partners in the ownership of a building—3rd party approaches one of the partners about destroy all the buildings in the lot to build one large structure and the partner agrees to it without informing other partner
2. Cardozo’s view of partnership opportunities:
a. Because of the trustee relationship between partners, they are subject to stricter duties than just morals of the marketplace
b. When partners are not worried about being stabbed in the back, they have more freedom to conduct business
3. Disloyal partner

a. Learned of the opportunity and excluded his partner by not informing

b. Breach his duty of loyalty

4. To satisfy Cardozo’s standard, partners must
a. Inform their partners about business opportunities
b. Determined if the opportunity belonged to the partnership (ex. if it had happened in the Bahamas, and not NY, this may have been outside the scope of the partnership)—the bigger the scope of partnership, more likely an opportunity is to be considered a partnership opportunity
c. If the opportunity belongs to the partnership, partner cannot take it himself without 

5. Dissent says factors to consider for scope of partnership:

a. Geographic location

b. Type of business

c. Nature of partnership (general partnership or joint venture?)

d. How partner learned of opportunity (independently or because of his position in the partnership?)
e. Time of opportunity (during or near end of partnership?)
d. Modifying Duties of Care and Information: Courts more willing to allow partners to contract around duty of care and duty of information than duty of loyalty, but
i. Partnership agreement may not unreasonably reduce duty of care

1. OK: Absolving actions taken in good faith, done with the belief they were in the best interest of the partnership

2. NOT OK: Absolving intentional misconduct
ii. Partnership agreement may not unreasonably restrict the right to be furnished with information 

iii. Partnership may NOT eliminate duty of loyalty, but may (if not manifestly unreasonable)

1. Identify specific types or categories of activities that do not violate the duty of loyalty; OR

2. All or a number/percentage of the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction
a. Can include express standards, categories, or types of behavior that anticipate instances of split loyalty

b. Can limit the scope of the partnership business

c. But CANNOT say that partners agree there is no duty of loyalty

IV. TERMINATING A PARTNERSHIP
a. UPA Approach
i. Dissolution: The formal, legal end of the firm’s existence, which ordinarily requires that its ordinary business cease and changes the relationship of partners as they cease to be associated in the carrying on of the firm’s business
1. Three Causes of Dissolution:
a. By will of a partner or partners: Partners always have the power (but not necessarily the right) to dissolve a partnership
b. By the occurrence of certain events
c. By decree of court on application by partner
2. To dissolve a firm without violating the agreement:
a. Threshold Question: Is the partnership a 
i. Term Partnership: Agreement specifies a term or particular undertaking (or a term can be implied—i.e., if one partner puts in a loan at the beginning, the implied term will end when it is paid back), or an 
ii. At-Will Partnership: No term specified in agreement
b. If Term Partnership: 

i. By the termination of the definite term or particular undertaking specified in the agreement 
ii. By the express will of ALL partners either before or after the termination of any specified term or particular undertaking

c. If At-Will Partnership: Can be dissolved at any time by the express will of any partner (or all partners)
d. Both Term and At-Will: By the expulsion of a partner per the agreement terms (remaining partners must enter into new agreement)
3. If none of these routes are followed, the dissolving partners may be engaging in wrongful dissolution, UNLESS
a. The partnership is dissolved by operation of law (because partnership business is unlawful, a partner dies, or partner/partnership goes bankrupt)
b. A partner gets a decree in court to dissolve the partnership (equitable relief) because
i. A partner is a lunatic, incapable, or has been guilty of conduct prejudicially affecting business
ii. A partner willfully or persistently commits a breach of the partnership agreement, or so conducts himself in partnership matters that it is not reasonably practicable to carry on partnership business with him
iii. Business can only be carried on at a loss

4. If dissolution is wrongful

a. The “bad partner” is liable for damages to other partners and those partners can carry on business without bad partner

b. Ex-partners have rights to damages for a wrongfully dissolving partner’s breach and can choose to

i. Liquidate partnership property/assets and distribute proceeds to partners

ii. Continue business until term is met and pay “bad partner” value of interest

c. Partner who wrongfully dissolves gets the value of his interest in the partnership (excluding goodwill), less any damages he caused
ii. Winding-up: Liquidating partnership’s assets or business (as a going concern) in an orderly manner
1. Settling the partnerships’ debts/obligations

2. Dividing between the partners the balance (remaining assets)

iii. Termination: Partnership ceases to exist

b. RUPA/Modern Approach
i. Dissociation: Terminates a partner’s rights and obligations in a partnership and requires the partnership to buy out dissociating partner’s interest in the partnership

1. Alternative to dissolution (which is still an option with this approach), does not force complete termination every time a partner leaves a partnership
2. Evolves as partnerships are seen as separate entities to partners
3. Partner has power (but not necessarily the right) to dissociate at any time, rightfully or wrongfully (replaces UPA’s rule of a partner’s power to dissolve)
4. In practice, dissociation makes it possible to expel a partner, by judicial decree or under partnership agreement, or for a partner to withdraw without dissolution of partnership
5. For dissociation, need three or more original partners: When one person dissociates from a two-person partnership, the effect is automatic dissolution (and creditors must be paid off immediately)
ii. Dissociation of a Partner
1. By act of dissociating partner
a. By right: If partnership is at will

b. Wrongfully: If partnership is for a fixed term, dissociating partner has power but not right to dissociate
2. By operation of law: Partner automatically dissociated and partnership is paid value of interest (death, incapacity, bankruptcy, unlawfulness)
3. By right within 90 days of...

a. Wrongful dissociation: If a partner wrongfully dissociates, every other partner gets the rights to dissociate as well

b. One of the “operation of law” events occurring 
4. By terms of the partnership agreement: Agreement may provide for certain mechanisms for dissociation and expulsion, overriding default rules
5. By unanimous vote of all other partners
a. Limited to specific circumstances: Generally, cannot just join with other partners to vote one partner out (unless in partnership agreement)

b. Ex. When a partner has sold to a 3rd party all of substantially all his economic rights in the partnership, and that partner is no longer financially affected by the decisions made by other partners

6. By court order: Expulsion by judicial determination justified if
a. The partner engaged in wrongful conduct that adversely and materially affected the partnership business

b. The partner willfully or persistently committed a material breach of the partnership agreement or of a duty owed to the partnership or the other partners
c. The partner engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with the partner
iii. Effect of a Partner’s Dissociation
1. Partner’s right to participate in management and conduct of the partnership business terminates

2. Duty of loyalty not to compete terminates, and dissociating partner can compete against former partners, subject to any contractual agreements to the contrary
3. Duty of loyalty and duty of care continue ONLY with regard to matters arising and events occurring before the partner’s dissociation

iv. Dissociated Partner’s Power to Bind
1. Basic rule: Partnership not bound by dissociated partner

2. But former partner may still have apparent authority in the eyes of 3rd parties

3. For two years after dissociation, partnership is bound by an act of dissociated partner that would have bound partnership before dissociation if
a. 3rd party did not have notice of the partner’s dissociation; AND

b. 3rd party reasonably believed that dissociated partner was then still a partner

4. Dissociated partner liable to the partnership for any damage caused from such obligation 

v. Dissociated Partner’s Liability to 3rd Parties
1. Partner’s dissociation does not of itself discharge partner’s liability for a partnership obligation incurred BEFORE dissociation (unless 3rd party creditor releases dissociated partner from liability with other partners’ consent)
2. Dissociated partner not liable for a partnership obligation incurred after dissociation, EXCEPT if
a. 3rd party did not have notice of the partner’s dissociation; AND
b. 3rd party reasonably believed that dissociated partner was then still a partner

vi. Buying Out the Dissociated Partner
1. Upon dissociation, partnership must purchase the dissociated partner’s interest in the partnership

a. Buyout price is what partner would receive on dissolution if assets were sold at a price equal to the greater of

i. The liquidation value (usually greater), OR

ii. The value based on a sale of the business as a going concern
b. If a partner dissociates wrongfully, he is still entitled to the above, but any damages resulting from a partner’s wrongful dissociation are offset from this buyout price

2. Partner who wrongfully dissociates before the end of a term is not entitled to payment until the end of the term (even though buyout price is calculated as of the year he dissociated)
a. Wrongfully dissociating partner can try and prove that the partnership is financially able to pay him out when he leaves, but he bears burden of proving this

vii. Dissolution of a Partnership: A partnership can be dissolved...
1. If at will: By a majority vote of partners

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

a. Any partner not happy with majority decision still has right to dissociate

3. By unanimous vote of all partners

4. By terms of partnership agreement

5. By operation of law due to unlawfulness

6. By court order (economic purpose frustrated, partner conduct makes it not reasonably practicable to carry on the partnership business)
viii. Settlement of Accounts & Contributions Among Partners: See “settlement at dissolution” under “PARTNERS’ RIGHTS”
CORPORATIONS
I. FORMATION AND PROMOTER LIABILITY
a. Major advantage over partnerships: Limited liability
i. Shareholders are not personally liable for the obligations of a failed business in the same way partners are (this feature attracts investors and allows corporation to aggregate capital)
1. Except:
a. Piercing the Veil
b. Promoter Liability
ii. If the company does not have enough assets to pay out 3rd party claims, the 3rd party cannot go after the shareholders
b. Promoter: Takes the preliminary steps in organizing a corporation and acts on behalf of a business before it is incorporated
i. Making contracts (e.g., purchase/lease property for corporate facilities)
ii. Procuring stock subscriptions: Involves issuing a prospectus describing operations of the proposed corporation to let prospective investors (subscribers) make the decision to buy
iii. Securing a corporate charter
c. Promoter Liability for Pre-Incorporation Contracts

i. Promoters are not agents of the corporation
ii. Therefore, a corporation is not automatically bound by a contract that is entered into by its promoters prior to incorporation
iii. A corporation can adopt a pre-incorporation contract (binding it as to the time it is incorporated)
1. Expressly: Generally a formal process where board of directors meets and adopts contracts all at once, OR
2. Impliedly: Corporation can “ratify” a contract, for example, by acting in accordance with it for a period of time (adopting it by action)
a. McArthur: Company ratified a pre-incorporation contract with employee by allowing him to work after incorporation and not firing him for a while
b. Moneywatch: Company adopted a lease by adding its name to it, moving into the space, making the first rental payment
iv. Regardless, promoters are always personally liable for pre-incorporation contracts
1. Even if they inform the 3rd party that the contract is for a corporation that has yet to be incorporated
2. Even if the company later adopts that contract
3. And even if the corporation is never formed
4. To escape liability, promoters must have 3rd parties bind themselves in writing and agree to release the promoter from liability once the contracts are adopted by the corporation 
d. Defective Incorporation: When a corporation is not formed (e.g., due to a technical error, forgetting to file articles of incorporation), courts have developed two doctrines to avoid inequitable results to questions of who should shoulder liability
i. De facto corporations (fallen out of favor in many states): Treat firm as a corporation and grant shareholders limited liability if organizers
1. Can point to a state statute under which the corporation could be validly incorporated
2. In good faith tried to incorporate and comply with that statute
3. Have acted and done business as a corporation
4. No protection for someone who is aware that the incorporation effort was defective at the time
ii. Corporations by Estoppel (centers on belief of 3rd party): Grant “shareholders” limited liability against contract creditors if person dealing with the firm
1. Thought it was dealing with a corporation
2. Would earn a windfall if now allowed to argue that the firm is not a corporation (e.g., had no expectation of recourse to individual assets of owners)
e. Piercing the Corporate Veil: Though courts rarely allow this, if someone tries to go after a shareholder for damages of a corporation, courts may disregard corporate personhood and allow it if
i. P pleads facts supporting an inference that the shareholder D is using the corporation as a “mere instrumentality,” and does not treat it as if it were a separate person (i.e., corporation was D’s “alter ego”)
ii. To commit fraud or other wrongdoing against investors and creditors
iii. Resulting in unjust loss or injury to P if the court does not treat it as such
iv. NOTE: If 3rd party harmed by employee of company, may have to use agency theory to get to the company/principal before he can pierce the veil
v. Veil Piercing Factors (appearance matters in this analysis, must show a combination of factors)
1. Failure to follow corporate formalities (most important factor)
a. Maintain separate corporate books and records (own bank account?)
b. Board and shareholder meetings (shareholder makes decisions on its own or follows process?)
i. Board passing resolutions to take actions
ii. Corporate minutes
c. Taking money out to pay dividends
2. Commingling of funds
3. Using corporate assets as own
4. Undercapitalization: Did D start the business out with enough money to satisfy claims that might arise in ordinary course of business, or did D intentionally not put in enough money to escape liability if sued?
vi. Classifying cases
1. Type of P: Courts much less willing to Pierce the Veil when the victim is a voluntary (contract) creditor than if it is involuntary (tort) 
2. Type of Shareholder(s)
a. With only one shareholder, easier to make the claim that the corporation was a mere instrumentality
b. More shareholder = Harder to pierce the veil
c. Closely held v. publicly held?
d. Corporate shareholders (corporation owns another corporation)
e. Corporate groups
vii. Parent-Subsidiary Piercing (Vertical Piercing)

1. Courts more willing to piece veil in these cases, because not putting personal assets at risk and corporations are structured to allocate risk
2. Test same as for individuals: Does the subsidiary look like an extension of the parent, or truly a separate entity?
3. Successfully piercing the veils gives 3rd party access to the assets of the parent company
a. But NOT access to the other subsidiaries of the parents
b. And still no guarantee that 3rd party will get access to assets of the parent’s shareholders—do to do, must pierce the veil further
4. Factors considered by the court:
a. Common directors, officers, business departments
b. File consolidated financial statements, tax returns
c. Parent finances the subsidiary
d. Parent pays salaries and expenses of subsidiary
e. All subsidiary business given to parent
viii. Enterprise Liability Doctrine (Horizontal Piercing)

1. Allows a 3rd party to access the assets of a sister company of one of the parent’s subsidiaries to satisfy the obligations of that subsidiary
2. 3rd party must establish that the sister companies are really the same company/business/economic unit, and thus all the assets of the economic unit should be made available to satisfy the obligations of any company in that unit
3. Factors considered by a court:
a. Common business name, address, phone number
b. Same shareholders, officers, common employees
c. Services rendered by employees of one corporation on behalf of another
d. Payment of wages by one corporation to another corporation’s employees
e. Common record keeping and accounting
f. Undocumented transfers between corporations
4. Reverse Triangular Piercing:

a. If a subsidiary company does not have enough assets to satisfy a 3rd party’s claim for damages, they can pierce the veil upwards to make the parent company liable for the subsidiary
b. If the parent does not have enough assets, 3rd party will pierce down and go after another subsidiary of that parent
c. Phillip Morris/Kraft Example: [watch this part of lecture]
i. 3rd party sued PM and won huge settlement, but PM did not have enough assets to pay it out
ii. 3rd party pierced the veil to get access to PM’s parent company, Altria, but Altria’s only valuable assets were shares of stock in another subsidiary company, Kraft
iii. 3rd party now owns some Kraft stock, but if Kraft owes a lot to creditors, 3rd party may still not be left with any assets, because creditors come before shareholders
II. ROLES AND DUTIES OF ACTORS IN CORPORATIONS

a. Board of Directors: Ultimate authority over what the corporation does and how it does it
i. Need one or more people (corporations cannot be board members)
ii. Number of directors fixed by bylaws or Certificate of Incorporation
iii. Need not be shareholders, but often are
iv. To authorize transactions/proposals:
1. Board must hold a meeting with a quorum (majority of the total number of directors on the board)
2. Then a majority of those present must approve the proposal
3. Directors need not be there in person to be considered “present”
b. Officers: Do most of the day-to-day work
i. Agents of the corporation
1. With actual AND apparent authority
2. Given to them by the Board
3. Which then supervises and reviews proposed plans 
ii. Do not owe duties of loyalty to other shareholders
iii. Ex. Board approves resolution that gives CFO authority to bargain over the terms of a deal—CFO does so with some direction from the board
c. A Guide to Managing a Corporation

i. Give the Board a goal or end
1. Need to reassure shareholders that when they give money to an entity run by a Board it will be well taken care of
2. Whose interests should prevail: Creditors? Community? Employees? Clients/Customers? Shareholders?
a. Stakeholder Theory: Board should consider how its decisions affect all these groups of people
b. Shareholder Primacy Theory/Shareholders’ Wealth Maximization: The main duty of the Board is to maximize profits for shareholders, leaving the other groups to protect themselves contractually if they wish to do so
ii. Business Judgement Rule: Give the board ample discretion in choosing the means to best attain its end (counsels minimal judicial meddling)
1. Rebuttable presumption that directors in performing their functions are honest and well meaning, and that their decisions are made in good faith, are informed, and are rationally undertaken
a. No cause of action for a complaint which alleges merely that some course of action other than that pursued by the Board would have been more advantageous
b. Especially if Board is aware of consequences of what they are doing when they do it
2. Judges typically defer to the means used by a Board and do not second-guess Board decisions unless there is a breach of fiduciary duty (duty of care or loyalty)
a. Fiduciary duties control the scope of Board decisions
b. BUT directors (unlike officers) are not agents of the corporation
iii. Discretion of the board also limited by limited/periodic voting of shareholders (but can be very difficult to get rid of incumbents) 
III. FIDUCIARY DUTIES OF DIRECTORS (to shareholders and the corporation)
a. Overcoming Business Judgement Rule: To convince a court to abandon usual practice of deferring to board decision-making and not second-guessing, challenger has the burden of proving:
i. Fraud, bad faith, illegality of underlying action (ex. If Board liable for bribery of officials to gets licenses, shareholders can seek injunction against bribery)
ii. Corporate Waste: Transactions lacked a rational business purpose
1. Transactions are one-sided, company does not get back what it gives
2. Ex. CBS compensating a mentally unfit Sumner Redstone for being on the Board
iii. Failure to become informed in decision-making (duty of care/negligence issue—Van Gorkom) 
1. Did they go into meeting knowing what it was about?
2. Did they have time to study the proposal before voting on it? Did they ask follow-up questions?
3. How long was the meeting?
4. Was there outside/independent evaluation or research done?
5. Did the board members “blindly rely” on the word of the person making the proposal? If they did, was the reliance reasonable because that person was himself informed?
iv. Conflict of interest
v. Failure to oversee corporation’s activities
vi. NOTE: Courts do not care whether the Board made the wrong decision—they will only cast aside BJR if there is a clear issue with the process by which it made that decision
b. Protecting Directors from Liability

i. Not common to hold directors liable for negligence, because they are generally considered savvy businessmen who know what they are doing
ii. Corporations fled from Delaware after Van Gorkom, so the state passed certain laws to limit the liability of directors:
1. Exculpation: Allows corporations to contract around the duty of care by including in its COI a provision eliminating or limiting the personal liability of a director to the corporation or its shareholders for monetary damages for breach of fiduciary duty as director, provided that
a. Such provision shall NOT eliminate or limit the liability of a director...
i. For breach of loyalty to the corporation or its shareholders
ii. For acts or omissions in bad faith
iii. For acts which involve intentional misconduct or knowing violation of the law
2. Indemnification: Forces company to cover the cost of a lawsuit against an indemnified director by a 3rd party if the director
a. Acted in good faith

b. And in a manner reasonably believed to be in the best interests of the corporation
c. And had no reasonable cause to believe his conduct was unlawful
3. Directors and Officers Insurance: Allows corporation to purchase and maintain insurance on behalf of a director, officer, employee, or agent, against any liability asserted against them
c. Director’s Duty of Loyalty – Troublesome Transactions
i. Conflict of Interest/Self-Dealing
1. Direct Interest Transactions: Contractual transactions between a fiduciary of a corporation (director or officer) and that corporation
2. Indirect Interest Transactions: Contractual transactions between a corporation and another corporation in which a fiduciary of the first corporation is a director, officer, or has a financial interest
3. Traditional Approach: These transactions/contracts are voidable by the Board (eliminates incentive for directors/officers to transact with the corporation)
4. Modern Approach: These transactions/contracts are neither void nor voidable, provided
a. Fairness: The contract/transaction is fair as to the corporation as of the time it is authorized, approved, or ratified by the Board, a committee, or the shareholders (burden of showing fairness on party arguing contract should not be voided, usually the board)
i. Must be valuable to corporation, as judged by its needs and scope of business (was it a contract needed by the business or was it done to further personal reasons of director?)
ii. Must replicate an arms-length transaction by falling into range of reasonableness (courts scrutinize whether terms reasonable, particularly price)
iii. Transparence and role of interested director in initiation, negotiation, and approval of transaction will be examined
b. Ratification/Cleansing: The material facts as to the director’s/officer’s relationship or interest and as to the contract/transaction are disclosed or are known to the Board, and the Board in good faith authorizes the contract/transaction by the affirmative votes of a majority of the disinterested directors, even though the disinterested directors be less than a quorum
i. Disinterested = No direct or indirect financial interests, no common directorship
ii. Interested directors may be counted in determining the presence of a quorum at a Board meeting or a committee which authorizes the transaction
iii. Transaction can be approved but is not considered cleansed if a majority of the quorum approves it, but a majority of the disinterested directors does not
iv. Cleansing eliminates duty of loyalty issues, but does NOT extinguish duty of care claims
v. NOTE: Ratification is a “safe harbor” defense: If a contract has been cleansed, no need to ask if it was fair
c. Shareholder Approval: The materials facts as to the director’s/officer’s relationship or interest and as to the contract/transaction are disclosed or are known to the shareholders entitled to vote thereon, and the contract/transaction is specifically approved in good faith by a vote of the disinterested shareholders (more burdensome)
i. Duty of care claims are extinguished by an informed vote of shareholders approving transaction
ii. Duty of loyalty claims not extinguished by informed vote—merely shifts the burden of proof to party trying to void the contract to show waste, gross negligence
ii. Corporate Opportunities

1. Corporate Opportunity Doctrine: Officers and directors of a corporation are prohibited from taking a business opportunity presented to, or otherwise rightfully belonging to, the corporation to himself or any of his affiliates
2. What Constitutes a Corporate Opportunity?

a. Nature of Opportunity (Line of Business Test): Is the activity involved in the opportunity the type of activity usually engaged in by the corporation? (Some courts will define scope of business broadly)
b. Source of the Opportunity (Source Rule): How did fiduciary learn of the opportunity? Was it in his personal capacity or only because of his position in the company?
c. Ability of corporation to exploit opportunity (Incapacity Defense): Did the corporation face financial or legal constraints that would have inhibited it from taking the business opportunity? 
i. Financial constraints weaker argument: Corporation can always raise money through investment
3. Can always contract out of the Corporate Opportunity Doctrine
a. Makes investors more likely to invest by removing possibility that they may be sued for taking an opportunity
b. Contract must specify the types of opportunities that are allowed to be taken and define narrowly
iii. Transaction Detrimental to Minority (see “Controlling Shareholders” below)
d. Director’s Duty to be Informed: Requires all directors to
i. Have a rudimentary understanding of the firm’s business (to exercise ordinary prudent care)
ii. Monitor and keep informed of corporation’s affairs
iii. Read and understand financial statements
iv. Not simply rely on subordinates when they have notice that the subordinates are acting inappropriately
v. If they witness shady activity, inquire further and object—if necessary, resign
e. Director’s Duty of Obligation to Monitor/Oversight

i. Originally considered part of the duty of care, but rose in importance when companies started to consider whether there should be a duty to adopt law compliance programs (policy manual, employee training, compliance audits, sanctions for violations, etc.)
ii. Original Approach: Directors are entitled to rely on the honesty of their subordinates until something occurs to put them on notice that illegal conduct is taking place 
1. If they are put on notice and fail to act, or if they recklessly repose confidence in an obviously untrustworthy employee, liability may follow
2. No duty to install law compliance programs from the outset, absent red flags
iii. Modern Approach (from in re Caremark): Director’s obligation includes a duty to attempt in good faith to assure that a corporate information and reporting system 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
1. But Caremark was decided as a duty of care case
2. And while monitoring systems may prevent misbehavior, they also consume valuable resources—so this is generally considered just another business decision
3. Delaware law makes Caremark “optional”
iv. Then Caremark reconceptualized in Stone v. Ritter: Caremark claims should be duty of loyalty, not duty of care, and should focus on board intent (not board information)
1. Not installing monitors shows bad faith
2. Acting in bad faith breaches duty of loyalty
3. Intentional dereliction of duty
v. See also: Marchand v. Barnhill
IV. FIDUCIARY DUTIES OF CONTROLLING SHAREHOLDERS

a. Parent & Subsidiary Corporations

i. Some companies have one class of stock, with each share representing one vote
1. Wholly Owned Subsidiaries: Parent company owns 100% of its subsidiary and conducts its operations
a. Here: Parent companies are incentivized to do right with their subsidiaries, because they own them wholly 
b. Courts generally hands off
2. Majority Controlled Subsidiaries: Parent company owns controlling share in its subsidiary, still has control 
3. Minority Controlled Subsidiaries: Parent company owns many shares in its subsidiary, but less than 50%, may still have effective control depending on how much stock it owns
ii. Some companies (i.e., Meta) have multiple classes of shares (Class A, Class B), laid out in their COIs 
1. Shareholder of Class A stock: 1 vote/share
2. Shareholder of Class B stock: 10 votes/share
3. Both classes vote together
4. Both classes get same dividend rights
5. Can be used to create a situation where one person maintains control over company even after selling his economic rights 
b. Controlling Shareholder Issues

i. Parent enters into transaction with subsidiary
1. Duty of Loyalty issue: Board members of subsidiary company may be approving transaction
ii. Majority shareholder causing subsidiary to take certain actions for the benefit of majority shareholder
1. Do actions benefit minority shareholders?
2. Do actions harm minority shareholders?
iii. When a company is controlled by a controlling shareholders, Duty of Loyalty and Conflict of Interest analysis changes because courts become more skeptical
1. Less faith that the board, even the disinterested members, can assess the matter properly
2. Vote of disinterested shareholders only partially cleanses conflict

3. Once conflict is partially cleansed, any shareholder who wants to attack the transaction can do so by claiming it was unfair (burden on P to show unfairness) 
4. Because of this shift in the analysis, courts will first determine if a company has a controlling shareholder
c. Fiduciary Duties Owed by Controlling Shareholders: Shareholders generally do not owe each other any fiduciary duties, EXCEPT
i. In a close corporation: Shareholders are more like partners, and may owe each other duties
ii. Corporations controlled by controlling shareholder: Controlling shareholder may owe fiduciary duties to minority shareholders
1. Controlling shareholder fiduciary duty triggered when the shareholder is causing subsidiary to take action that would benefit shareholder at the expense of a subsidiary or other shareholders
a. Self-dealing: If the shareholder receives a benefit to the exclusion and at the expense of the subsidiary and minority shareholders, a conflict of interest exists, and Duty of Loyalty issues are raised (like interested transactions)
i. See Sinclair Oil Group
d. Sales of Control: When a controlling shareholder decides to sell its controlling stake to a 3rd party, the price per share is generally higher than it would be for minority shareholders, because the price incorporates a control premium
i. Two Issues
1. Does controlling shareholder have to share the control premium with the minority?
a. NO: The acquirer deals directly with the controller and the controller get to keep their control premium 
2. What duties are owed by controlling shareholder to the minority in sale?
a. ONLY: Controller cannot sell to acquirer that he knows, or should know, will steal the assets of the company and engage in self-dealing upon taking control
b. OTHERWISE: If acquirer runs company into the ground, that is the minority shareholders’ problem
V. SHAREHOLDER SUITS & DERIVATIVE ACTIONS

a. The Derivative Suit

i. When a corporation suffers harm, shareholders suffer indirect harm because their shares decrease in value
ii. But because the direct harm is to the corporation, it is the party with the right to sue
iii. Corporations, as independent legal entities, can sue and be sued: The decision to sue is a business decision that can be made by the board
iv. But when a corporation is harmed and the board does not decide to sue, shareholders may bring derivative suits 
v. Derivative suits are suits in equity brought by shareholders against a corporation to compel the corporation to sue a 3rd party
vi. When shareholders do not feel like they can trust the system to right a wrong, they can ask a judge to force the corporation to bring a lawsuit
b. Is a Claim Derivative or Direct?
i. Who suffered the alleged harm? Who suffered the most direct injury? To whom did the defendant owe a duty?
ii. Who would receive the benefit of any recovery or other remedy?
1. If corporation: Claim is derivative (shareholder must jump through hurdles to bring claim)
2. If shareholder: Claim is direct (shareholder can bring claim whenever they want)
iii. Direct Actions are brought by the shareholder in his own name as the cause of action belongs to him in his individual capacity to
1. Force payment of declared dividend: Once board declares a dividend, it becomes a debt of the corporation and shareholder can bring an action to enforce that debt
2. Compel inspection of books and records
3. Protect voting rights
4. Securities fraud
5. Example: Abdication Claim (the board abdicated its control)—DE law gives shareholders the right to elect people who have ultimate authority over corporate affairs
iv. Derivative Suits allege an indirect loss to a shareholder caused by a direct loss to the corporation
1. Monetary recovery from a derivative lawsuit will be paid over to the corporation
2. Brough by shareholders on corporation’s behalf
3. Example: Excessive Compensation Claim (company is paying someone too much money)
c. Policy Concerns: When shareholder brings derivative suit, courts consider
i. Why didn’t the corporation sue to protect its rights?
1. May have had good business reason not to sue
2. Maybe directors/managers would be implicated as defendants
ii. Why is the shareholder pursuing a lawsuit?
1. Corporation could have a good claim in hand
2. Greedy lawyers
3. Unrepresentative shareholders with selfish interest
d. Procedural Hurdles to Derivative Action

i. Plaintiff Qualification: Plaintiff must
1. Have been a shareholder at the time of the alleged wrong, and maintained that status throughout the litigation
2. Fairly and adequately represent the interests of the shareholders (must look like the average shareholder, without hidden business or personal agenda)
ii. Demand Requirement: Shareholders must first approach the board and demand that it pursue legal action
1. Demand can come in the form of a letter from shareholder to board
a. Letter must be sufficiently specific to apprise the board of the nature of the cause of action and its merits
b. Must identify alleged wrongdoers, describe factual basis of the wrongful acts and the harm caused to the corporation, and request remedial relief
2. UNLESS the demand would be futile, in which case the shareholder can go directly to the court
a. Threshold question: Is the board unable to make an unbiased decision on whether to bring a lawsuit or not?
b. Shareholder has burden of establishing that at least half of the board was disabled
c. Court will assess on a director-by-director basis (if any of these factors exist for more than half of board, demand is futile):
i. Did director receive a material personal benefit from the alleged misconduct?
ii. Did director face a substantial likelihood of liability on any of the claims?
iii. Did director lack independences from someone who received a material personal benefit from the alleged benefit or who would face a substantial likelihood of liability on any of the claims?
d. When finding facts to allege futility, shareholder must rely on the “tools at hand” (no discovery available):
i. Public sources
ii. Government filings
iii. Corporate books and records
iv. DGCL § 220(b) (see “Inspection Rights”)
e. If shareholder makes a pre-suit demand to the board and is rejected, he waives his right to argue futility, and the court will assess the decision of the board to reject his demand with BJR
iii. Board may attempt to have a derivative lawsuit dismissed by setting up a Special Litigation Committee
1. Often comprised of new, non-disabled directors
2. Courts will assess Special Litigation Committee recommendations by:
a. First: Inquiring into
i. Independence and good faith of the committee
ii. Bases supporting the committee’s recommendations
iii. Corporation has burden of showing independence, good faith, and reasonable investigation
b. Then: If Special Litigation Committee survives the first step, the court will apply its own business judgement as to whether the case is to be dismissed
i. More intrusive judicial review than usual (courts usually do not apply their own business judgement) because of skepticism that any board member can ever be 100% independent from the other board members
VI. CLOSE CORPORATIONS

a. Close v. Public Corporation Shareholders
i. Public:

1. Large number of investors with no relationship to one another
2. Each shareholder usually owns small % of shares as party of a diversified portfolio
3. Interested mostly in share price; dividends may not matter as much
4. If dissatisfied, they will sell their shares on the open market (market determines price)
ii. Close: 

1. Small, tightly knit group of participants (family, friends)
2. Often undiversified; livelihood depends on salary/dividends
3. Interested mostly in the company’s performance and dividends, not share price
4. Conflicts can lead to deadlock or oppression/harassment by other shareholders; no ready/liquid market to dispose of shares
b. Problems with Close Corporations: Shareholders may end up
i. Locked In

1. Close corporations often restrict share transfers
2. Even if no formal restrictions, there is no secondary market
3. Cannot get out if deadlock in decision making
ii. Frozen Out

1. Minority may have no control over close corporation’s activities and decisions
2. May be denied compensation if denied employment
3. Oppression
c. Protecting Minority from Oppression

i. Borrows from concepts of Partnerships
ii. Has NOT been adopted by Delaware
iii. Liberal Dissolution Statutes: All shareholders to get value of their interest earlier than when the corporation dissolves
1. Normal Procedure (followed in DE) is EITHER:
a. Board of directors vote must pass a resolution (by a majority of whole board) that the corporation should be dissolved
i. Dissolution must then be approved by a majority of the outstanding shareholders
ii. Then board files certification of dissolution
b. OR: Dissolution by unanimous consent of shareholders and filing of certification of dissolution
2. Judicial Dissolution
a. When directors are deadlocked
i. Unable to make corporate decisions
ii. Shareholders unable to resolve deadlock
iii. Deadlock injuring corporation, preventing business from being conducted
b. When shareholders are deadlocked
i. Evenly divided
ii. Unable to elect directors for two years running
c. Misconduct
i. Majority of shareholders colluding to commit fraud, oppression, other illegal acts
ii. Corporate assets are being misapplied or wasted
iv. Imposition of expansive fiduciary duties: In close corporations, shareholders owe each other certain duties they would not if the corporation were public
1. Early C/L Approach: Shareholders acting as shareholder had no fiduciary obligations to firm or fellow shareholders (Dodge)
2. Modern Approach: Some erosion vis-à-vis controlling shareholders of public corporations (Sinclair) [DE follows this approach for close corporations too]
3. Close Corporations: Shareholders owe each other duties similar to the duties partners owe each other
a. Minority shareholders have sought protection from majority opportunism under fiduciary principles
b. Partnership apology
c. Direct claims
d. Wilkes Test (Not followed in DE): Shareholders in a close corporation owe a duty of strict good faith, subject to:
i. Controlling shareholder must show legitimate business objective for any action challenged by another shareholder
ii. If objective controlling shareholder demonstrates legitimate business objective, minority must show that controlling group can accomplish it in a manner less harmful to the minority’s interest
iii. If minority is successful, court balances legitimate business purpose against the practicability of proposed alternative
d. Shareholder Agreements:

i. Agreements that constrain discretion not subject to fiduciary duties OK
1. Electing Directors (or other voting agreements): Shareholders promise each other that they will all vote their shares to elect each other as directors, and if they are elected to the board, they promise to appoint each other officers of the corporation
2. Restrictions on transfers
3. Agreements made while “wearing the shareholder hat” are generally enforceable, because fiduciary duties not owed
ii. Agreements that constrain discretion subject to fiduciary duties NOT OK
1. Actions typically in the domain of directors/officers (e.g., appointing officers)
2. Court will ask if it impermissibly constrains director discretion
3. Agreements made while “wearing a director hat” are general not enforceable, because fiduciary duties owed 
a. Directors must exercise independent business judgement on behalf of ALL shareholders
b. If directors agree in advance to limit that judgement, then shareholders do not receive the benefit of their independence
VII. SHAREHOLDER VOTING

a. Who can vote?

i. Owner of a share on record date is entitled to notice and vote
1. Record date no earlier than 60 days before the meeting, no later than 10 days before the meeting
ii. Generally, each share is entitled to one vote, unless certificate of incorporation specifies otherwise (like different classes of share)
b. When do shareholders vote?

i. Annual Shareholder Meetings: To elect directors, deal with routine matters, vote on proposals
ii. Special Shareholder Meetings
1. By request of the board, or someone entitled to under the articles/bylaws
2. Deal with mergers, major asset sales
c. How do shareholders vote?

i. Requires a quorum (majority of shares entitled to vote)
ii. Required vote
1. Generally, a majority of shares present at meeting (or represented by proxy) at which there is a quorum
2. Some actions have different voting requirements
a. Plurality of shares present (i.e., for electing directors)
b. Majority of shares entitled to vote (outstanding) (e.g., mergers, dissolution, sale of all or substantially all of assets)
d. How do shareholders participate?

i. Can appear in person (including virtually)
ii. Can appoint a proxy agent to vote their shares at the meeting by means of a proxy card
1. Can specify how shares voted or give discretion to proxy
2. Revocable: Last proxy card governs
3. Proxy agent is often the corporation itself
iii. Public corporations institutionalize this process (by emailing shareholders in advance of a meeting asking them how they want to vote) because shareholders seldom find it worthwhile to involve themselves in the firm’s affairs
e. What do shareholders vote on?

i. Election of directors

1. In general
a. Entire board is up for election at annual meeting
b. Requires plurality of votes cast
c. Default system (straight voting): Each shareholder puts all his shares on each candidate that he chooses (majority shareholders can vote everyone they want in)
2. Two special cases:
a. Cumulative voting: Shareholders get expanded number of votes (multiply number of shares by number of open slots, distribute votes amongst the candidates) 
[ADD IN FORMULA] 
b. Classified or staggered boards: Directors of any corporation may by the COI, or an initial bylaw, or by a bylaw adopted by a vote of the shareholders, be divided into 1, 2, or 3 classes (each class elected in a different year)
i. Only some directors are elected each year (when their term is up)
ii. Gives more continuity, insures no sudden changes in the board in a single year, gives directors more leeway to implement ideas that may take longer to pan out
iii. Drawback: Prevents takeovers if the stock price plummets because not enough shares open for someone to come in and buy up a majority and take control
3. Which directors can you vote for?
a. Incumbents
i. Nominating committee of the board nominates a slate of directors 
1. Bylaws may contain proxy access provision, allowing shareholders to nominate candidates for the board on board’s proxy card
b. Insurgents
i. An insurgent/dissident shareholder solicits votes in opposition to the incumbent board of directors 
1. Electoral contests: Run a competing slate of directors against incumbent board’s 
2. Issue contests: Solicit votes against a board proposal (e.g., urge fellow shareholders to vote no on a merger)
c. Rosenfeld Rule: Both management and insurgent can use corporate funds to pay for expenses they incur in conducting their proxy solicitation
i. Incumbent board can ALWAYS be reimbursed, whether it wins or loses: If there is a policy disagreement, the management should be able to explain its position to the shareholders
ii. Insurgents can be reimbursed ONLY if it wins AND the reimbursement is approved by a majority of disinterested shareholders (conflict of interest can be cleansed)
ii. Removal of directors: Any director or the entire board of directors may be removed, with or without cause, by the holders of a majority of the shares then entitled to vote at an election of directors, EXCEPT
1. If board is classified, need cause (unless COI says otherwise)
2. If cumulative voting, a director can’t be removed without cause if votes cast against removal would be enough to elect him
3. Cause for director removal:
a. Frequently missed meetings
b. Disclosing confidential or sensitive information about corporation to unauthorized persons
c. Violating policies by serving on another board or becoming involved with a competitor
d. Engaging in insider trading re: corporation’s securities
e. Violating corporation’s code of ethics
iii. Fundamental corporate changes: Must be initiated by the board and THEN presented to the shareholders for approval, usually at special meeting (approval requires majority of shares entitled to vote—i.e., outstanding shares)
1. Mergers
2. Sale of all or substantially all of assets
3. Dissolution
iv. Amending articles and/or bylaws
1. Modifying COI
a. First: Directors adopt a resolution
b. Then: Majority of shareholder must vote in favor of amendment
2. Modifying Bylaws: The power to adopt, amend, or repeal bylaws shall be in the shareholders’ entitled to vote (no need for directors)
v. Shareholder proposals
1. Paths to becoming a Public Company subject to 1934 Securities Exchange Act (SEA)
a. Registered public offer under 1933 Securities Act
b. Listing on a national exchange (NYSE, Nasdaq)
c. Over the counter stocks (total assets exceeding $10 million AND at least 2000 shareholders)
2. Proxy regulations under the SEA
a. SEA 14: It shall be unlawful for any person in contravention of such rules and regulations as the SEC may prescribe, to solicit any proxy in respect of any registered security
b. Regulation 14A: Rules and regulations governing proxy solicitation process
c. Rule 14a-8 (Shareholder Proposals): Allows qualifying shareholders to put a proposal before their fellow shareholders on the company’s proxy card and have proxies solicited in favor of these in the company’s proxy statement (expenses thus borne by the company)
i. Proponents:
1. Hedge and private equity funds
2. Individual activists
3. Pension funds (unions, state and local employees)
4. Charities
ii. Shareholders can call shareholder meeting if they have the requisite number of shares
3. Shareholder Proposal Process:
a. Shareholder comes up with proposal and sends a letter to company
b. Company can:
i. Adopt proposal as submitted
ii. Negotiate with proponent
iii. Include with opposing statement
iv. Try to exclude proposal on procedural or substantive grounds (list of reasons to exclude in Rule 14a-8)
1. Management files a notice of intent to exclude with the SEC
2. Sends copy to proponent, who may reply
3. SEC may respond by:
a. Allowing exclusion: Issuing a no-action letter
b. Require inclusion: Notify issuer of possible enforcement action if proposal excluded
c. Take intermediate position: Proposal not includible in present form, but can be cured
c. Basic eligibility requirements:
i. Ownership requirements: Shareholder must own a given amount of shares, and have held them for a given amount of time
ii. Proposal plus supporting statement cannot exceed 500 words
iii. Only one proposal per corporation per year per shareholder
iv. Proposal has been submitted in the past and hasn’t met certain thresholds
d. More eligibility requirements:
i. Not proper action for shareholders (14a-8(i)(1)): If the proposal is not a proper subject of action for shareholders under the laws of the jurisdiction of the company’s organization
1. In other words: Proposal must be an action which it is proper for shareholders to initiate (i.e., amending bylaws)
a. Look to state law to decide that question
b. If shareholders not allowed to initiate, still OK if precatory
ii. Proposal not relevant to firm’s operations: If the proposal relates to operations which account for less than 5% of the company’s total assets, and for less than 5% of its net earnings and gross sales and is not otherwise significantly related (read broadly to include social issues) to the company’s business
iii. Ordinary business and management functions
1. Proposal dealing with a matter relating to the company’s ordinary and day to day business operations can be excluded
a. Aimed at proposals seeking to micromanage (i.e., probing deep into complex matters that shareholders as a group are not in a position to make an informed judgement about)
b. Significant strategic decision or social policy issues which transcend ordinary business methods not included
VIII. INSPECTION RIGHTS

a. Shareholder Inspection Rights: Any shareholder, in person or by an agent, shall, upon written demand (letter) under oath stating the purpose thereof, have the right during the usual hours for business to inspect for any proper purpose (any purpose reasonably related to such person’s interest as a shareholder), and to make copies and extracts from
i. The corporation’s stock ledger, a list of its stockholders, and its other books and records
1. “Other books and records” = AT LEAST
a. Articles of incorporation and bylaws
b. Minutes of board and shareholder meetings
c. Board or shareholder actions by written consent
d. SEC filings and other public records
2. Access to contracts, correspondence, etc. must be specifically requesting in a narrowly tailored request
ii. Subsidiary records under some conditions
iii. If the corporation refuses to permit an inspection sought by a shareholder or does not reply to the demand within 5 business days, the shareholder may apply to the Court of Chancery for an order to compel such inspection and the Court shall determine whether or not the person seeking inspection is entitled to the inspection sought
iv. Proper purposes
1. Generally: Concern with long- or short-term economic effects of a course of action on the company
2. Investigate alleged corporate mismanagement
3. Collection information relevant to valuing shares
4. Communicating with fellow shareholders in connection with a planned proxy contest
v. Improper purposes example (from Pilsbury v. Honeywell)
1. Using the company as a means to push a political agenda
2. Not worried about future of company
3. Becoming a shareholder with the sole aim of achieving a personal mission
vi. DGCL § 220(b): If corporation does not provide access to shareholder, shareholder can ask court to compel inspection and parties will argue whether the purpose is proper or improper
1. If shareholder wants access to list of shareholders: Corporation has burden of showing improper purpose (purpose presumptively proper)
2. If shareholder wants access to books and records: Shareholder has burden of showing proper purpose (purpose presumptively improper)
vii. INTERNAL AFFAIRS DOCTRINE??
b. Director Inspection Rights: Any director shall have the right to examine
i. The corporation’s stock ledger
ii. A list of its stockholders
iii. Other books and records for purpose reasonably related to the director’s position as a director
iv. The burden of proof shall be upon the corporation to establish that the inspection such director seeks is for an improper purpose
IX. SECURITIES FRAUD BASICS
a. Why Commit Fraud?

i. Company being sold may inflate last quarter sales to extract a higher price from buyers
ii. To artificially inflate the stock price to benefit officers (but not company as a whole)
iii. BUT: If company is known to be historically fraudulent, will make it harder to raise capital and experience economic growth
iv. Goal of Antifraud: Want best investors to invest in the best companies
b. SEA § 10b-5: 
i. Makes it 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 [jurisdictional nexus—gives fed courts jurisdiction over securities fraud]
1. To employ any device, scheme, or artifice to defraud;
2. 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
3. To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, [transactional nexus:] in connection with the purchase or sale of any stock
ii. Transactional Nexus
1. “Any stock” = 10b-5 applies whether or not the stock is registered, listed on an exchange, public, etc.
2. Applies to both issuer transactions (offerings) and secondary market transactions
3. Plaintiff must be either a seller or purchaser of stock (or the SEC)
4. Defendant can be any person whose fraudulent activity is “in connection with” the purchase or sale of a security by the Plaintiff (no privity needed)
a. “In connection with” read broadly: Not necessary for D to be the actual buyer or seller of stock
b. D can be real or a corporation
c. ELEMENTS OF 10B-5 FRAUD

i. Misrepresentation or omission

1. Misrepresentation = ANY affirmative statement that is not true
2. Omissions actionable ONLY if duty owed (ex. insider trading)
ii. Of a material fact: A fact is material if there is a substantial likelihood that a reasonable investor
1. Would consider the fact important in deciding whether to buy or sell the security; OR
2. Would have viewed the total mix of information available to be significantly altered by disclosure of the fact
3. Measure of materiality is relative and depends on
a. The magnitude of the lie
b. How the stock price reacts to the disclosure
4. Materiality measured as of the time the statement was made
iii. Scienter: Intention to deceive, manipulate, or defraud (person making statement must know the facts are other than stated)
1. Recklessness (lacking a reasonable basis for the representation) may also be enough to satisfy this element
2. But negligence is NOT
iv. Reliance: Causal connection between alleged misrepresentation and P’s decision to enter into transaction
1. Face-to-face transactions: Easy to show reliance, in sophisticated transactions seller will provide buyer with disclosure documents
2. More complicated when investors buy shares of large public companies in the secondary market
a. Investors rarely read company’s reports or calls, relying instead on analysts and market to digest information
b. Cannot bring class actions if Ps must prove that every member relied on misrepresentation
i. To certify a class: Need common issues of fact to predominate over individual issues (difficult because reliance very individual)
ii. Fraud on the Market Theory: Remedies this issue by creating a presumption of reliance for securities traded in efficient markets 
1. Stock price of a publicly traded company reflects all publicly available material information
2. Disclosed false information will affect stock price
3. Investors “rely” on this information when they transact in the stock at market price, even if they did not themselves read the false information
4. Invokes presumption that
a. D made a public representation
b. Misrepresentation was material
c. Shares were traded in efficient market
d. P traded shares between misrepresentation and the time the truth was revealed
5. Efficient Market Hypothesis: In an efficient market, the price of the security fully reflects/incorporates all publicly available information related to that security
v. Loss Causation: P has burden of linking his financial loss to the D’s misrepresentation
1. Subject of fraudulent statement or omission was cause of the actual loss suffered
2. If P sells before trust is disclosed, P not harmed by fraud
vi. Damages: 

1. Courts have leeway in measuring damages, subject to the cap imposed by § 28(a) of the Exchange Act (no punitive damages, total amount cannot exceed actual damages)
2. Most common measure of 10b-5 damages is the tort-based “out of pocket” measure (difference between contract price/price paid and the security’s “true value”/price that should have been paid at time of transaction)
X. INSIDER TRADING

a. What is insider trading?

i. Buying or selling shares using “inside information”
ii. If the information was public, it would affect the price of the company
iii. Because it involves an omission, buying/selling using non-public information is not always insider trading, and depends on
1. Materiality: Is it important? Does it substantially effect stock price?
2. Duty to disclose: How was the inside information obtained?
a. Just because information is material, does not mean company has duty to disclose to public (timing of disclosure business judgement matter for corporate officers)
iv. No 10b-5 in these cases, because insider not making an affirmative misstatement
v. C/L Approach: Insider trading generally allowed on the theory that some people have better information than others, and the law is not coextensive of morality, has no duty to make sure everyone has access to the same information
1. But inside information does not come to people because of research—it comes because of privileged position
2. Insiders use a special position to exploit the market
vi. Federal Approach:
1. Classical Insider Trading
2. Tipper/Tippee Liability
3. A fiduciary trades using information that was misappropriated
4. Trading on information about a tender offer (investor proposes buying shares from every shareholder of a publicly traded company for a certain price at a certain time)
5. Section 16 (statutory insider trading; reliance)
b. Classical Insider Trading: When someone receives material nonpublic information 
i. If he is a director/officer/employee of the company, and thus owes a duty to the shareholders of that company, he has two options:
1. Disclose then trade (not an option if the company decides not to disclose)
2. Abstain from trading entirely
ii. If not: 
1. Old Approach: The duty to disclose does not arise from the mere possession of material nonpublic market information (ex. Chiarella: Printing press employee learns that Company A taking over Company B and that anyone holding stock in Company B will be able to sell stock to Company A at high price when takeover happens, buys Stock in Company B and court says that is OK because he does not owe a duty to Company A, only to Company B because he owes his printing company fiduciary duties as an agent)
2. After Chiarella, SEC passes Rule 14e-3: Makes it illegal to trade in securities of a company that will be the target of a tender offer using information obtained (directly or indirectly) from
a. The bidder
b. The target
c. Anyone connected to the bidder or the target (director, officer, employee, attorney, etc.)
d. No breach of fiduciary duty to anyone required
e. Mere possession of material, nonpublic information about a pending tender offer leads to duty to disclose or abstain
c. Tipper/Tippee Liability: 
i. A person (tippee) who gets a tip from an insider (tipper) assumes a fiduciary duty to the shareholders of a corporation not to trade on material nonpublic information ONLY when 
1. The insider has breached his fiduciary duty to the shareholders by disclosing the information to the tippee AND 
a. Tipper breaches fiduciary duty ONLY if the purpose of the disclosure is to obtain, directly or indirectly, a “personal benefit”
i. If tipper and tippee routinely exchange stock tips
ii. If tipper tipped tippee out of revenge
iii. If tipper carelessly discussed the tip in a public place
2. The tippee knows or should know that there has been a breach
ii. A tippee’s tipee inherits a fiduciary duty if he knew the tipper disclosed to tippee because of improper personal benefit
d. Who is an insider?

i. Agents
ii. Fiduciaries
iii. “Constructive Insiders”: Someone who
1. Obtains material nonpublic information from the issuer
2. With 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
e. When a fiduciary trades using information that was misappropriated
i. Misappropriation Theory: Trader breaches fiduciary duty, not to the shareholders of the company which securities he is trading, but to the SOURCE of the inside information
1. Using confidential information acquired during agency for agent’s own benefit
2. This is the “deception” needed for 10b-5 liability
3. Fiduciary’s fraud is consummated not when he gains the confidential information, but when, without disclosure to his principal, he uses the information to purchase or sell securities
4. Rule 10b5-2: Duty of trust/confidence arises (for purposes of misappropriation theory) in addition to other circumstances when:
a. Person agrees to maintain information in confidence
b. Persons have a history/practice of sharing confidences, such that the recipient reasonably should know that person communicating information expects him to maintain confidentiality, OR
c. Information is obtained from a close family member, unless recipient shows the history/practice indicates no expectation of confidentiality
5. Rule 10b5-1(c): Affirmative Defenses

a. Purchase or sale is not “on the basis of” material nonpublic information if the person making the purchase or sale demonstrates that before becoming aware of the information, the person had
i. Entered into a binding contract to purchase or sell the security
ii. Instructed another person to purchase or sell the security for the instructing person’s account, OR
iii. Adopted a written plan for trading securities
1. The contract, instruction, or plan
a. Specified the amount, price and the date on which the securities were to be purchased or sold;

b. Included a written formula or algorithm for determining the amount, price and date; or

c. Did not permit the person to exercise any subsequent influence over how, when, or whether to effect purchases or sales. 

d. Also, any other person who did exercise such influence must not have been aware of the material nonpublic information when doing so
f. Section 16: Statutory Insider Trading
i. Creates a set of people we believe have access to material, nonpublic information and forces them to keep the market up to date on the sale and purchase of securities so the market can draw inferences from their actions

ii. Section 16(a): Every person who is 
1. Directly or indirectly the owner of more than 10% of any class of stock, 
2. Or a director or an officer of the issuer of such security
3. Shall file with the SEC a statement indicating his ownership at the close of the calendar month and such changes in his ownership as have occurred during such calendar month
iii. Section 16(b): Any profit realized by the owner of more than 10% of any class of any stock, or a person who is a director or an officer of the issuer of such security, from any purchase and sale, or any sale and purchase, of any equity security of such issuer within any period of less than six months shall inure to and be recoverable by the issuer
1. Buying and selling during short period = offsetting trades
2. No scienter element like 12b-5, more mechanical

iv. Recovery for § 16
1. Any recovery (disgorgement) goes to the company

2. Corporation can bring action, or an individual shareholder can sue derivatively to force the corporation to get the money from the insider

a. SEC does not get involved

b. Shareholder’s lawyer can get contingent fee out of any recovery or settlement

3. Pro-company/anti-insider statute: Courts interpret it to maximize the gains the company recovers

a. Must match purchased and sold shares (i.e., if 6 shares are bought and 3 are sold, match the 3 sold with 3 of those bought and the other 3 are orphans)

b. In matching shares, courts will choose the ones with the greatest discrepancy in value (i.e., biggest gap between purchase and sale price, or vice versa)

c. Does not matter if sales are divided into multiple sales on different dates

v. Section 16 is narrow in scope compares to 10b-5 (which could hold anyone liable and applies to any security)
1. Insiders = Directors and officers, or shareholders with more than 10% of stock
2. Only applies to companies that must register under the 1934 act (not to private companies that do not have stock listed in an exchange)

3. Only applies to equity securities (common stock) and convertible bonds and options
vi. Sales/Purchases by 10% owners: Excludes transactions where someone was not a 10% holder both at the time they made the initial trade (sale/purchase) and at the time they made the second trade (purchase/sale)
1. Emerson: Purchases 13.2% stock in a company
a. A month later, sells enough to bring stock below 10% (here subject to § 16)
b. A month later, dumps the rest of his stock (here no longer subject to § 16)

c. Nothing to recover from him because nothing to match with the initial sale of stock, does not matter if it was part of a plan
vii. Sales/Purchases by Officers or Directors: §16 applies to transactions occurring while being officer or director even if matching transaction occurs after person is no longer a D/O

1. Transactions occurring before becoming an officer or a director are exempt
2. If you are an officer or director, any transaction you make is subject to § 16, regardless of percentage of ownership

XI. CREDITOR PROCTECTION
a. Capital Structure

i. Two ways corporations raise capital: Borrow money from creditors or sell equity to investors 
ii. Company has assets that have values
iii. Investors (equity) have variable claims on those assets
iv. Creditors (debt) have contractual claims on corporate assets against the borrower
1. Entitled to get paid the principal back and any interest 
2. Fixed claim: No more, no less
v. Two types of debt:
1. Bank Debt
2. Bonds (Public Debt): Raise money for public by issuing a piece of paper promising to pay the paper-holder a certain amount of money at a certain time
b. Debt v. Equity

i. When corporation distributes assets, debt holders are entitled to get their fixed claims back before anyone else
ii. Then equity holders are entitled to whatever has not been paid out to debt holders
iii. If value of company goes down: Equity value goes down and investors suffer
iv. If value of company goes up: Investors benefit, creditors still only get the value of their fixed claim
1. Debt holders care only about SOLVENCY: They want to make sure the company has enough to pa them
v. Shareholders and creditors thus have different aims, and will often come into conflict
c. Solutions to Shareholder/Creditor Conflicts

i. Unif. Fraudulent Transfer Act/Bankruptcy Code

1. Voids any transfers with the “actual intention to hinder, delay or defraud” (ex. spending money in Vegas)
2. Voids any transfers made without receiving a reasonably equivalent value, during or resulting in insolvency (ex. excessive dividends)
ii. Corporate Law
1. Piercing Corporate Veil: Court might disregard limited liability status and hold shareholders liable for debts of corporation (very unlikely, creditors can protect themselves with personal guarantee)
2. Fiduciary Duties
a. Insolvency v. Zone of Insolvency: Board has fiduciary duties to shareholders, but when company becomes insolvent, these duties shift to the creditors 
i. Balance sheet insolvency: Assets of company less than liabilities 
ii. Equity/Cash Flow insolvency: Company unable to pay debts as they come due 
b. Creditors can bring a derivative suit against the board for breach of duties owed because of insolvency
iii. Legal Restrictions on Distributions company can make to shareholders
1. Dividends:
a. For company to pay a dividend, there must be enough surplus/maximum dividend to support that dividend
i. Surplus = Net assets – (stated) capital

1. Net assets = Total assets – Total liabilities
2. Stated capital = Par value of all issued shares
a. Par Value: The lowest price at which a company can issue shares (specified in Articles of Incorporation)
i. Stock sold by issuer for less than par value called “watered stock”
b. Or if there is no surplus, dividends can be paid out of the company’s net profits for the fiscal year in which the dividend is declared and/or the preceding fiscal year (“nimble dividends”)
i. Helps company in sire straits attract more investors by creating a new class of stock that will get paid dividends
c. Balance Sheet tells you what a company owned (total assets), and what a company owed (total liabilities and equity) at the end of the year
i. Total assets must equal total claims (liabilities + equity)
ii. Book Value: Price paid at time of acquisition (not adjusted for market value)
2. Repurchases: Every company may purchase its own outstanding shares from investors, except
a. Corporation cannot purchase or redeem its own shares of capital stock for cash or other property when the capital of the corporation is impaired or when such purchase would cause any impairment of the capital of the corporation
b. Treasury Shares: Issued shares that have been reacquired by the corporation (not entitled to a dividend or entitled to vote)
c. Can only conduct a repurchase if there is enough surplus
3. Liability for Illegal Distributions: In case of willful or negligent violation of the above rules, directors are jointly and severally liable any time within 6 years after paying such unlawful dividends to the corporation and its creditors in the event of its dissolution or insolvency
a. Such provision shall not eliminate or limit the liability of a director
i. For any breach of the director’s duty of loyalty to the corporation or its stockholders
ii. For acts or omissions not in good faith or which involve intentional misconduct or knowing violation of the law
iv. Contractual provisions/covenants in agreement with company that seek to protect creditor (only truly effective way of creditors to protect themselves)
1. Negative covenants (what the company cannot do)
2. Positive covenants (what the company can do)  
XII. UNINCORPORATED LIMITED LIABILITY ENTITIES & LLCS

a. Limited Partnerships (LPs)
i. Partnership having one or more general partners (who run the show) and one or more limited partners (who are passive, look like shareholders)
ii. Formation: Filing certificate of limited partnership with Secretary of State
iii. Liability: General Partner has full personal liability, but corporation may serve as GP 
1. Only LPs who participate in control can be held liable
iv. Duties: Duties of care and loyalty only borne by GPs
b. Limited Liability Partnerships (LLPs)

i. General partnership that elects limited liability partnership status by filing statement of qualification (registration)
ii. All partners in the LLP, though they remain general partners, are afforded limited liability protection
1. Many states restrict liability limitation to tort, while contract liability remains unlimited 
iii. Other than limited liability component, LLP keeps all other characteristics of general partnership
c. Limited Liability Companies (LLCs)

i. Formation: File articles of organization and draft operating agreement (governing affairs of LLC and member’s rights and duties)
ii. Liability: Members may lose money invested, but personal assets not subject to attachment 
1. LLC liable for actions of members or manager acting in ordinary course or with authority
2. Corporate veil piercing theories may apply
iii. Taxes: LLC does not pay taxes and income/losses pass through to members
iv. Can choose whatever management structure they want and courts will enforce
v. Default Rule: Absent agreement, each member has rights in the management of the LLC based on interest (units)
1. Most matters decided by majority vote
2. Significant matters require unanimity
3. Referred to as “member-managed” LLC
vi. Manager-Managed LLC option available: Can be structured as a “board of directors,” a CEO, or both (must specify in AOI)
vii. Fiduciary duties:
1. Manager-Managed:
a. Managers owe a duty of care and loyalty
b. Members ordinarily owe no duties
2. Member-Managed: All members owe duty of care and loyalty
viii. Freedom of contract and operating agreement
1. Can create whatever structure they want (ample discretion)
2. Can waive fiduciary duties
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3. If that fails, argue that the court should dissolve it





4. If that fails, you still always have the POWER to dissolve, but since you do not have the RIGHT, you must deal with the consequences of wrongful dissolution





CONFLICT OF INTEREST?





YES





NO





BUSINESS JUDGEMENT RULE





YES





TRANSACTION CLEANSED/RATIFIED?





NO DUTY OF LOYALTY ISSUE





NO





BUSINESS JUDGEMENT RULE





YES





VOIDABLE





NO





TRANSACTION FAIR TO CORP?





IS IT A CORPORATE OPPORTUNITY?





NO





Fiduciary can take opportunity





YES





NO





Was the opportunity rejected by corp after disclosure?





Disgorgement, constructive trust if taken





YES





Fiduciary can take opportunity





IS TRANSACTION FAIR TO SUBSIDIARY/MINORITY SHAREHOLDERS? (Burden on Corp/D)





YES





NO





BUSINESS JUDGEMENT RULE





DID SHAREHOLDER RECEIVE A BENEFIT TO THE EXCLUSION/AT THE EXPENSE OF THE SUBSIDIARY/MINORITY SHAREHOLDERS?





NO





YES





DOES THE SHAREHOLDER DOMINATE OR CONTROL THE CORPORATION?





Face-to-Face





Open Market





Presumed


(EMH)





Investor must�show individual�reliance





Affirmative�Misrepresentation





Omission with 


Duty to Disclose





Presumed





Presumed





ON EXAM: “This stock was sold on NYSE”/”Registered under the 1934 Act” = Section 16 (and proxy rules)








