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Agency
· Formation
· Internal Governance
· Relating to 3rd Parties
· Termination
Partnership
· Formation
· Internal Governance
· Relating to 3rd Parties
· Termination
Corporations
· Key Attributes of the Corporation
· Formation
· Relating to Third Parties
· Internal Governance
· Termination
Agency
The fiduciary relationship that arises (1)when one person (a principal) manifests assent to another person (an agent), (2) that the agent shall act on the principal’s behalf and subject to the principal’s control, and the agent manifests assent or otherwise consents so to act.
Formation
3 Elements:
1. Principal Manifests Assent
2. Control
3. Agent Consents
Note: Not required that the parties intend to enter into something called an Agency Relationship
Manifestation of P's Assent
Parties’ outward manifestations from the viewpoint of a reasonable person
· No need for payment or consideration
Control
Evidenced by a consensual relationship in which the principal has the power and right to direct the agent as to the goal of the relationship.
· Test for Control:The principal initially states what the agent shall and shall not do
· Additionally, a principal has the right to give interim instructions once their relationship is established
· Need not exercise physical control so long as the Principal may direct the result or ultimate objectives of the agent relationship.
Patterson v. Domino’s
Issue: Has an Agency Relationship been formed between D - Dominos - and D’s franchisee - Sui Juris?
Facts: Domino’s runs its business by franchising out locations to people. Sui Juris is a company created by Daniel Poff, Sui Juris is a franchisee of Dominos. Taylor Patterson is an employee at Sui Juris’s location and she was allegedly sexually harassed by a manager at the location.
· Dominos and Sui Juris are 2 entirely different entities
· Contract states Sui Juris is entirely responsible for hiring
· Sui Juris gave sexual harassment instructions to managers
Reasoning: A franchisor becomes liable for actions of the franchisee’s employees only if it had retained or assumed a general right of control over facts such as hiring, direction, supervision, and day-to-day aspects of the workplace behavior of the franchisee’s employees (Control).
Holding: Ultimately the court finds that no agency relationship exists because Dominos lacks control of the day-to-day operations of Sui Juris’s location.
Takeaways:
1. Contract consideration not required to create agency relationship
2. Intent to form an agency relationship is not required
3. Potential for agency relationship in many circumstances
Gay Jenson Farms v. Cargil
Facts: Plaintiff = Farmers. Defendant = Cargill Inc. & Warren. P wants to recover losses sustained when Warren defaulted on contracts it had formed with P. To do so, they are trying to collect from Cargill. Cargill wants to not have an agency relationship exist to avoid incurring liability.
· W owns grain elevator, went to C for financial support, then enter into agreement
· C creates open account from which W can take money (creditor-debtor)
· In exchange C becomes W's "grain agent" (buyer-supplier)
· Has right of first refusal to purchase grain from W.
· C was given access to W's books
· Deal says that W can't make improvements over $5,000 without C's consent
· W's debt to C continued to grow, C said it would exercise more control
· C involved itself with day-to-day operations
Reasoning: A creditor who assumes control of his debtor's business may become liable as principal for the acts of the debtor in connection with the business.
· A creditor becomes principal when he assumes de facto control over the conduct of his debtor.
· De Facto Control defined as "Day to Day hands-on control of the business
Takeaway: When you lend money, there is a different agency relationship test. Here, the court found that C had taken de facto control because of: De Facto Control Factors
1. C's recommendations to W by telephone
2. C's right of first refusal on grain
3. W's inability to enter into mortgages ... without C's approval
4. C's right of entry onto W's property to carry on periodic checks and audits
5. C's correspondence and criticism regarding W's finances, officers salaries, and inventory
6. C's determination that W needed "strong paternal guidance"
7. Provisions of drafts and forms to W upon which C's name was imprinted
8. Financing of all W's purchases of grain and operating expenses; and
9. C's power to discontinue the financing of W's operations
Note: Professor believes that the court came to the wrong conclusion in
determining this was a agency relationship.
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Essentially, the idea is that forming a principle agency relationship is very easy. So easy that the law has created carve-outs for situations that would normally constitute an Agency Relationship but that should not constitute one. The carve outs are for:
· Buyer-Supplier Relationships &
· Creditor/Debtor
· Courts will still find that an Agency relationship exists in this situation if they assume de facto control over the conduct of the debtor
Buyer-Supplier Relationship
One who contracts to acquire property from a third person and convey it to another is the agent of the other only if it is agreed that he is to act primarily for the benefit of the other and not for himself.
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Factors indicating one is a supplier rather than an agent:
· That he is to receive a fixed price for the property irrespective of price paid by him.
Internal Governance
In an Agency Relationship, principals have fiduciary duties to the agent and the agent has fiduciary duties to the Principal.
Duties owed by Principal to Agent
Duties of Loyalty
· Reimburse agent promised payments or payments made by agent within scope
· Deal with agent fairly and in good faith
Duties owed by Agent to Principal
Duties of Care and Loyalty
· Duty to act loyally
· Duty to act with care normally exercised in similar circumstances
Duties of Loyalty (IAMPCC)
· Provide Information to the principal
· Not to deal as Adverse to the principal
· Not to acquire Material benefits from third party transaction
· Keep account of principal's Property
· Not to Compete, but may prepare to compete (General Automotive)
· Not to use/disclose Confidential information
Note: Conduct by an Agent that would be a breach of these duties do not constitute a breach if the Principal consents, provided that the Agent acts in good faith and discloses all material facts in obtaining the consent
General Automotive v. Singer
Facts: Singer is Agent, in Principal Agency relationship with General Automotive. Singer would sometimes do deals with customers independently of the Principle that the Principal could not handle.
Issue: Was this a breach of the Agent's Fiduciary duty of Loyalty to Principal?
Holding: Yes. D violated his fiduciary duty to act solely for the benefit of the principal. D did so by (1) Failing to disclose facts & (2) Taking profits secretly. Remedy is disgorgement.
Relating to 3rd Parties
Liability of Principal for Agent's Contracts
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An agent with authority can bind a principal to a contract with third parties
5 Types of Agent Authority
1. Actual Authority - P says to A "you are authorized"
2. Apparent Authority - P says to 3rd party "A has authority"
3. Undisclosed Principal Liability - Law creates cloak of authority for A
4. Ratification - A gets authority after the fact
5. Estoppel - Classic estoppel
Actual Authority
· An agent has actual authority to take action designated or implied in the
principal's manifestations to the agent and acts necessary or incidental to achieving the principal's objectives
· An agent acts with actual authority when the agent reasonably believes that the principal's wishes the agent so to act.
Two kinds of Actual Authority:
1. Express - Authority to do what P explicitly instructs
2. Implied - What a reasonable person in A's position would understand to be reasonably included in those instructions to accomplish the objective.
· Implied from:
· Words used by P
· Custom (Millstreet Church v. Hogan)
· Relations between parties
Millstreet Church v. Hogan
Facts: P = Sam. Filed a worker's compensation claim after injuring himself while painting D (Millstreet)'s Church. D hired P's brother to paint the church, in previous similar situations the brother had been permitted to hire P to help. The brother asked D if he could hire help, they suggested he hire someone else other than P, and the brother hired P anyways. D paid P for all hours worked before he was injured.
Issue: Did brother have actual implied authority to hire P? If so, D would be bound by the contract that the brother entered them into.
Holding: The brother had actual implied authority to hire P. This is because in past circumstances the brother had hired P, and it was reasonably necessary that brother would need to hire help because it was a difficult portion of the church to paint.
Apparent Authority
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When a 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.
· The focus of apparent authority is on what a third party reasonably believes one person has authorized another person to do
· Need to look at P or purported P's manifestations
Opthalmic Surgeons Ltd. v. Paychex Inc.
Facts: P = Opthalmic. D = Paychex. P uses D as a payment service for employees. One of P's employees (Connor) was in charge of working with D to determine the amounts to be paid to the employees. Connor was telling D to pay her more than her actual salary.
Issue: Whether Connor appeared to have apparent authority so as to prevent D from incurring liability.
Holding: Yes. D's reliance was reasonable. Connor had apparent authority because P put Connor in a position where it appeared that she had power to authorize additional paychecks, also P did not object to the transactions that Connor authorized.
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Undisclosed Principal Liability - Formerly called "Inherit Agency Power"
· Power of an agent derived solely from the agency relation
· An (1) Undisclosed Principal is subject to liability to third persons with whom the agent enters into (2) Transactions usual in such business
Two Elements Required for Principal Liability:
1. Undisclosed Principal; and
2. Transactions usual in such business
Two Tests for Liability of Undisclosed Principal:
Test 1 Principal = "Bad Actor"
1. Undisclosed Principal
2. 3rd party induced to make detrimental change
3. by an agent acting on Principal's behalf
4. Principal has notice
Note: It is like Estoppel but here the Principal is undisclosed
Test 2 A = "Bad Actor"
1. An undisclosed principal
2. Cannot rely on instructions that reduce agent authority
3. To less than agent would have if principal disclosed
Note: This is what happened in Watteau v. Fenwick
Watteau v. Fenwick
Facts: D (Fenwick/Undisclosed Principal) purchased a beerhouse from Humble (Agent) and did not tell anybody. Fenwick gave his agent specific instructions to only buy bottled Ale. The agent then bought cigars from Watteau (3rd party). Watteau wants to be paid for the cigars.
Holding: Watteau should be paid for the cigars. D is an undisclosed principal and hired an agent to carry on the business for him and cloaked him with the authority to do what is necessary to carry on the business (Humble's name was on the Beerhouse). Since D is an undisclosed principal, all P has to do to succeed on his claim is show that the goods he supplied are within the reasonable scope of the Agent's authority to purchase.
Note: Professor says Watteau reasonably expected that she was dealing with an entity that owned and operated a bar, not just with a bar tender acting on his own.
Ratification
· The affirmance of a prior act done by another, whereby the act is given effect as if done, by an agent acting with actual authority.
· A person may ratify an act if the actor acted or purported to act as an agent on the person's behalf.
Estoppel
A person who has not made a manifestation that an actor has authority as an agent and who is not otherwise liable as a party to a transaction purportedly done by the actor on that person's account is subject to liability to a third party who justifiably is induced to make a detrimental change in position because the transaction is believed to on the person's account if:
1. He intentionally or carelessly caused such a belief, or
2. Knowing of such belief and that it might induce change, did not take reasonable steps to notify them of the facts.
Third Party Liability to Principal in Contract
· Liable when:
· Actual Authority
· Apparent Authority
· Undisclosed Principal Liability
· Ratification*
· Cannot come back at a later time and ratify if the situation has drastically changed.
· Not liable when:
· Estoppel
Agent's Liability on the Contract
If Principal is disclosed, then the Agent has no liability. If the Principal is unidentified or undisclosed, the Agent is liable (part of the contract)
Unidentified - You know there is a Principal but don't know who it is
Undisclosed - Third party thinks the Agent is the Principal
Note: For unidentified principal, the agent and third party can agree that the agent is not liable.
Liability of Principal for Agent's Torts
A Principal can be held liable for an agent's tortious conduct under two situations. They are: Direct Liability & Vicarious Liability
Direct Liability
Direct liability exists when:
· Agent acts with actual authority to commit tort or principal ratifies the Agent's conduct
· Principal is negligent in selecting, supervising, or otherwise controlling the Agent
· Activity contracted for is inherently dangerous (e.g. demolition, blasting)
Vicarious Liability
Vicarious Liability exists when:
· An employer is subject to liability for the torts (1) by employees while acting (2) within the scope of employment. (Elemental!) Or
· Apparent Agency - Agent commits a tort when acting with apparent authority in dealing with third party on or purportedly on behalf of P
Employee - An Agent whose principal controls or has the right to control the manner and means of the agent's performance of work, and the fact that work is performed gratuitously does not relieve a principal of liability
Factors in Determining if Agent is also an Employee:
1. Extent of control that agent and principal agreed the principal may exercise over the details of the work
2. Whether the agent is engaged in a distinct occupation or business
3. Whether the type of work done by the agent is customarily done under a principal's direction or without supervision
4. The skill required in the agent's occupation
5. Whether the agent or the principal supplies the tools and other instrumentalities required for the work and the place to perform it
6. The length of time during which the agent is engaged by a principal
7. Whether the agent is paid by the job or by the time worked
8. Whether the agent's work is part of the principal's regular business
9. Whether the principal and the agent believe that they are creating an employment relationship; and
10. Whether the principal is or is not in business
The ABC Test:
· Presume all workers employees for state law purposes, unless:
(a) Worker free from control or direction both under contract in fact;
(b) Performs work outside the usual course of hiring entity's business; and
(c) Engaged in an independently established trade, occupation, or business.
Within the Scope of Employment
Employee acts within the scope of employment when performing work assigned by the employer or engaging in a course of conduct subject to the employer's control.
· An employee's act is not within scope of employment when it occurs within an independent course of conduct not intended by the employee to serve any purpose of the employer.
Scope of Employment Doctrine (KTMF)
Conduct within scope of employment if and only if:
1. Of a Kind employed to perform;
2. Substantially within authorized Time and space limits;
3. At least in part to serve Master; and
4. If Force used, not unexpected by master.
Clover v. Snowbird Ski Resort
Facts: P is suing for injuries she sustained in a ski accident where one of D's employee's crashed into her. Employee was a chef at the resort and was instructed to make periodic trips to a restaurant halfway up the hill. Employee was skiing for fun and did a dangerous maneuver.
Holding: Courts generally focus on 3 criteria to determine where something was "within the scope of employment:
1. Was the conduct of the same general nature as, or incidental to, the task the agent was employed to perform?
2. Did the conduct occur substantially within the authorized time and space limits of employment (detour vs. frolic)
3. Was the conduct motivated at least in part by a purpose to serve the principal?
1. Satisfied - He was expected to make trips up and down the slope
2. Satisfied - He was on the clock at his employer's premises
3. Satisfied - He was serving his employer's interest by checking on the other restaurant
Apparent Agency
A principal is subject to vicarious liability for a tort committed by an agent in dealing or communicating with a third party on or purportedly on behalf of the principal when actions taken by the agent with apparent authority constitute the tort or enable the agent to conceal its commission.
Agent's Liability in Tort
An agent is subject to liability to a third party harmed by the agent's tortious conduct.
Termination (NATCFO)
Termination of the Agency Relationship can result from:
· Any time by either party after Notice
· At common law, presumed "at will" relationship so either party may terminate
· (terminology is a "revocation" by P or a "renunciation" by A)
· Agreement of parties
· The contract between principal and agent states when it will end or upon the happening of a specified event
· By lapse of Time
· At the end of specified time, or if none, then within a reasonable time period
· By Change of circumstances that should cause A to realize P would want to terminate authority
· Fulfillment of the purpose of the agency relationship
· By Operation of law
· Termination occurs automatically, e.g. upon death or loss of capacity of either A or P
Note:
· Termination of actual authority does not end any apparent authority held by A
· Apparent authority ends when it is no longer reasonable for 3rd party to believe that A continues to act with actual authority. The test is whether third party knows or reasonably should have known of the termination of
A's authority.
Partnership
An association of two or more persons to carry on as co-owners of a business for profit
· Can be formed without any filing with the state
· Most RUPA provisions are default rules the partners can alter by agreement (written, oral, or implied unless Statute of Frauds requires otherwise)
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RUPA 105(c) tells you which provisions are mandatory and cannot be altered by agreement
· Note: Partnership pays no federal income tax, instead, any profits pass
through to the partners; and partners are jointly and severally liable.
Formation
In determining whether a partnership has been formed, first (1) look to see if they firm falls under the definition of a partnership. (2) Next check to see if they have "opted-out" of forming a partnership. (3) Then check to see if there are any exceptions that would lead the definition to not apply to this firm. (4) And finally, look to the Common Law Factors.
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Note: You should use all 4 tests in determining whether a partnership has formed, but if the firm opted out, then they are not a partnership.
Definition
By entering into the association of two or more persons to carry on as co- owners of a business for profit.
Opt-Out
An association formed under a statute other than the RUPA is not a partnership
Carry on as Co-Owners
· A person who recieves a share of the profits is presumed to be a partner, unless the sharing of profits falls under an exception
· The sharing gross returns does not by itself establish a partnership
· Profits = Revenue less expenses
Exceptions: Person who receives a share of the profits is presumed to be a partner, unless profits received in payment:
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Of a debt by installments or otherwise;
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For services as an independent contractor or of wages to an employee;
· Of Rent;
· Of a retirement or health benefit to a beneficiary of a deceased or retired partner;
· Of interest or other charge on a loan
Common Law Factors
1. Intention of the parties
2. Profit sharing
3. Sharing of losses (Risk)
4. Management (Control)
5. Ownership of property (Control)
6. Rights of parties on termination/dissolution
7. Conduct/holding out to third parties
Martin v. Peyton
Facts: KN&K (Martin) had financial difficulties. D (Peyton) entered into an agreement to loan $2.5M to KN&K which were to be returned by April 1923. In return for the loan, KN&K would loan out some speculative securities, D was also to receive 40% of the partnership profits, and Ds had the option to join the partnership.
Holding: This is not a partnership. Just because the parties were sharing profits does not make this a partnership because they were doing so to pay off a debt. While this does not look like simple loan since one of the Ds would be directing manager of KN&K, ultimately that is just a lender looking out for their loan.
Professor's Holdings:
· “Mere words will not blind us to reality. Statements that no partnership is intended are not conclusive.”
· Sharing profits is not decisive if “merely the method adopted to pay a debt or wages, as interest on the loan or for other reasons”
· Profits were just a variable interest depending on the business’s profits, rather than a fixed interest, PPF also didn’t share control over KNK’s business.
· Central question is whether they “carry on as co-owners of a business for profit.”
· “A point may come where stipulations immaterial separately cover so wide a field that we should hold a partnership exists... here that point has not been reached.”
Partnership by Estoppel
RUPA §308
· (a) If a person purports to be a partner, or consents to being represented by another as a partner, the purported partner is liable to a person to whom the representation is made, if that person enters into a transaction
with the partnership
· Under §308(a) the partnership would not be liable
· (b) If a person is represented to be a partner in an existing partnership, the purported partner is an agent of persons consenting to the representation. If all the partners of the existing partnership consent to the representation, a partnership act or obligation results.
· Note: Partnership only has liability if they make a representation that the purported partner is a partner
Internal Governance
Partnership Duties
· Partners are fiduciaries of each other and the partnership
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RUPA §409(a): A partner owes to the partnership and the other partners the duties of care and loyalty
· Partners also have a Duty of Information, but it is not found under RUPA
§409(a)
Duty of Care
The duty of care of a partner is to refrain from engaging in grossly negligent or reckless conduct, willful or intentional misconduct, or a knowing violation of law.
· Gross negligence or worse is a violation of duty of care
· Note: Agents are held to a higher standard in agency law than partners are under the RUPA.
Duty of Loyalty (PAC)
The fiduciary duty of loyalty of a partner includes:
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To account to the partnership and hold as trustee for it any Property, profit, or benefit derived by the partner ... from the appropriation of a partnership opportunity
2. (b)(2)Refrain from dealing as or on behalf of a party with an interest
Adverse to the partnership; and
3. Refrain from Competing with the partnership in partnership business before dissolution
· "Notice and Consent"
Note: There are Carve-Outs to the duty of loyalty:
· Furthering self-interest does not mean duty violated
· All the partners may authorize or ratify, after full disclosure of all material facts, a specific act or transaction by a partner that otherwise would violate the duty of loyalty
· It is a defense to claim of “Adverse Dealing” and any comparable claim in equity or at common law that the transaction was fair to the partnership
Duty of Information
· Maintain books and records
· Provide access to books and records
· Furnish without demand information required to exercise rights
· Furnish any other information on demand unless unreasonable or improper
Ability to Modify Duties
· Relations between partners are governed by agreement
· To the extent the partnership agreement does not provide for a matter described in RUPA §409(a), RUPA governs the matter
· Agreement may not:
· Unreasonably restrict access to books and records
· Alter or eliminate duty of loyalty or duty of care, except as otherwise provided in subsection (d)
Subsection (d)
If not manifestly unreasonable the partnership agreement may:
· Alter or eliminate the aspects of the duty of loyalty stated in section 409(b)
· Identify specific types or categories of activities that do not violate the duty of loyalty
· Alter the duty of care, but may not authorize conduct involving bad faith, willful or intentional misconduct, or knowing violation of law
Manifestly Unreasonable
The court shall decide as a matter of law whether a term of a partnership agreement is manifestly unreasonable. The court:
· Shall make its determination as of the time the challenged term became
part of the partnership agreement and by considering only circumstances existing at that time; and
· May invalidate the term only if, in light of the purposes and business of the partnership, it is readily apparent that:
· (a) The objective of the term is unreasonable; or
· (b) The term is an unreasonable means to achieve
Partnership Agreements
· Can:
· Change governance rules (i.e. voting and management rights)
· Define scope of duties, so long as "not manifestly unreasonable" and consistent with RUPA §105 rules
· Establish financial rights between partners (during, at dissolution, or upon termination)
· E.g., can address a "buy-out", valuation, continuation
· Cannot:
· Completely eliminate duties/rights to accounting
· Alter third parties' rights
Note: California partnership laws are the exact same as the model rules
Meinhard v. Salmon
Facts: Gerry leases premises to D. Meinhard and Salmon enter into a partnership and they turn the property into shops. The lease was close to completion and the property was going to revert back to Gerry. Then Gerry went to Salmon and they struck a deal: more land, larger cost, replacement building, 80 year deal. Salmon did not tell Meinhard about it. Meinhard finds out and wants to be part of the deal. Salmon refuses and Meinhard sues.
Holding: P should have been let in on this deal. D owed a fiduciary duty of loyalty to his partner, P; and that duty of loyalty was breached when D was given a "partnership opportunity" and kept it in secrecy. "Joint adventurers, like copartners, owe to one anohter, while the enterprise continues, the duty of finest loyalty. Not honesty alone, but the punctilio of an honor most sensitive is the standard of behavior. As a result of D's breach, P is entitled to 50% of the new deal but D still gets to do the managing.
Note: Determining whether something is a partnership opportunity is a gut check. Ask "Does this look like it is part of the same business?"
· If it IS a partnership opportunity, then the partner must disclose the opportunity to the other partner(s) and receive consent of all partners
Partnership Roles
Management Role of a Partner (Default Rules)
· RUPA §301(1):
· Every partner is an agent of the partnership for the purpose of its business
· Every partner can bind the partnership in the ordinary course of the partnership business, unless partner does not have authority and third party knows this.
· Partners are "automatically cloaked" as opposed to Agents in the Agency Relationship
· RUPA §401(h):
· Each partner has equal rights in the management and conduct of the partnership's business
· RUPA §401(k):
· A difference arising as to a matter in the ordinary course of business may be decided by a majority of the partners. An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with consent of all the partners (unanimous)
National Biscuit Co. v. Stroud
Facts: Stroud and Freeman open a market together as a partnership. Stroud told Nabisco that the partnership would no longer be responsible for any bread Nabisco sells to the partnership. Freeman then orders bread from Nabisco.
Issue: Is the partnership liable for payment of the bread?
Holding: Yes. Stroud could not restrict the power the power and authority of Freeman to buy bread for the partnership. The default rule is that each partner has the authority carry out the functions of the business. Since The voting ends in a 50/50 tie, Stroud cannot alter Freeman's authority.
Day v. Sidley & Austin
Facts: P = Day. P is a partner at D's firm. Day was not on the "Executive
Committee" The firm started discussions of merger with another firm. It was promised to all partners that no partner would be worse off as a result of the merger. P signed the agreement then that same day the firm created a committee that voted to change offices, making P worse off. P sues for breach of fiduciary duty.
Holding: P loses. The partnership has contracted around the default rules. The executive committee has the power to create, control, and eliminate firm committees including the Washington office.
Relating to 3rd Parties
All partners are jointly and severally liable for all debts, obligations, and other liabilities of the partnership.
Liabilities of Partners to Third Parties
In Contract
· Every partner is deemed to be an agent of the partnership and
· The act of every partner, carrying on in the usual way of the business binds the partnership,
· Unless the partner has no authority and the person with whom he is dealing has knowledge of the fact.
In Tort
· Where wrongful act or omission of any partner acting in the ordinary course of the business of the partnership, the partnership is liable
Termination
Dissociation
· A change in the relationship of the partners caused by any partner ceasing to be associated in the carrying on of the business
· Does not necessarily cause a dissolution and winding up of the partnership business
· RUPA §601: A person is dissociated as partner when: (EEE)
· The partner Expresses the will to dissociate
· An Event agreed in the partnership occurs
· The partner is Expelled pursuant to the partnership agreement
Wrongful Dissociation - A person always has the power to dissociate but may not always have the right
· Person has power to dissociate at any time, rightfully or wrongfully, by withdrawing by express will
· A partner's dissociation is wrongful only if:
· The dissociation is in breach of an express term of the partnership agreement; or
· The partnership is for a definite term or particular undertaking and the partner withdraws before the end of the term or completion of the undertaking
· A person who wrongfully dissociates is liable to the partnership and other partners for damages caused by dissociation
Effect of Dissociation
Depending on the act of dissociation, consequences will be either:
· If the event is listed in RUPA §801, then dissolution is also triggered
· If the event is not listed in RUPA §801, then a buyout will occur pursuant to RUPA §701 and the partnership business continues
Dissolution and Winding Up: RUPA §801
· RUPA §801: A partnership is dissolved, and its business must be wound up upon occurrence of:
· In a partnership at will, a partner chooses to dissociate
· In a partnership for a term or a particular undertaking upon completion of the term or undertaking, the partnership will continue even if someone dissociations unless after someone dissociates more than half of the remaining partners choose to dissolve.
· An event agreed in the partnership agreement
· RUPA §802(b): Partnership continues after dissolution only for the purpose of winding up
Simplified: Dissolution will occur:
· In an at-will partnership when any partner chooses to dissociate
· In a partnership structured to exist for a particular length of time/ particular goal being reached, a partner dissociates and then the board decides to just dissolve
· When an event agreed in the partnership occurs
Dissolution and Winding Up: RUPA §701
RUPA §701: If there is a dissociation without dissolution:
· The dissociated partner's interest is purchased by the partnership;
· The buyout price is based on the price of partnership assets sold at that time and equal to the greater of:
· Liquidation value; or
· Value as a going concern
· Damages (see §602(c)) are deducted from the value of the dissociated partner's interest;
· A partner who wrongfully dissociates not entitled to payment until expiration of term or completion of undertaking
If theres a dissociation but the partnership does not dissolve:
· The other partners buyout the dissociating partners shares
· Buyout price is based on the price of the partnerships assets sold at that time and equal to the greater of
· Liquidation value; or
· Value as a going concern
· Note: Under the old rules the partner is only entitled to the value of the assets; see Pav-Saver
· Damages are deducted from the value of the dissociated partner's interest
· A partner who wrongfully dissociates is not entitled to payment until expiration of term or completion of undertaking
Prentiss v. Sheffel
Facts: Three partners are in an at-will partnership. Prentiss = P, he has a 15% interest in the partnership. P is late in making payments and is generally a bad partner, so the other two partners freeze him out. Since this was a partnership at-will, the freezing out of P requires that the partnership be sold.
Issue: Should the other 2 partners be allowed to purchase the partnership assets at a judicially supervised dissolution sale after excluding P from management and affairs of the partnership?
Holding: Yes. The freezing out of P triggered the dissolution of the partnership. Once dissolution was triggered, anyone could have purchased
the partnership assets. Partners may dissolve a partnership-at-will by excluding another partner from management duties, as long as they act in good faith.
Continuation Following Wrongful Dissociation
· Pretty much what I was saying above. The partnership can keep going, you buy-out the dissociating partner's interest in the company. Under the old rule you just get liquidation value, under new rule you get either that or value of company as going concern.
Rights when Dissolution in Contravention of Agreement (Wrongful Dissociation)
§ UPA §38(2): when dissolution caused in contravention of agreement:
· (a) II. Right to damages for breach
· (b) Other partners may continue business
· (c) Partner who causes dissolution gets:
· I. if business terminated, remaining cash less damage
· II. If business continue, value of interest, less damage, but value of good-will not considered
· Good-Will: Value of intangible assets, such as the businesses' reputation, brand names, and patents
· Under RUPA partner who causes dissolution gets full value of the partnership minus damages
Pav-Saver v. Vasso
Facts: P owns patents and trademarks for the Pav-Saver. He joins a partnership with Meersman. They created a partnership agreement which said that the partnership will continue forever or until they both agree to dissolve. If one person leaves they have to pay liquidated damages, a sum equal to 4x the gross royalties of Pav-Saver Corp. The agreement also had P give exclusive rights to his IP to the partnership, and it would be returned to him at the expiration of the partnership. P then had his lawyer inform
Meersman that he was terminating the partnership. In response, Meersman sort of just took control of the partnership. P then sued for dissolution of the partnership.
Holding: The partnership agreement said it would go on forever and also gave the partnership exclusive rights over P's patents and trademarks. The UPA says that if a partner wrongfully terminates, the partnership can continue without that partner. You need to buy out the dissociating partner's shares. Here, that equated to the liquidation value of the partnership's assets.
My explanation of the case:
Essentially the partnership that the 2 entered into was not at-will so once P wanted out, it meant that D could choose to continue the partnership without him. Since, as part of the partnership agreement, P gave exclusive rights to his Intellectual property to the partnership, that IP now no longer belongs to him and continues to belong to the Partnership. Under the old rules, P is entitled to his value of the partnership minus damages. Here, that equates to just the value of the equipment minus the liquidated damages provision. Under the new statute we would look at the full value of the partnership including good-will.
Sharing Losses
· Partnership Property:
· Acquired in the name of the partnership
· Acquired by one or more partners with a document transferring title that indicates the partner was acting in his capacity as a partner
· Property purchased with partnership funds is presumed to be partnership property
· A partner may use or possess partnership property only on behalf of the partnership
· A partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily
· RUPA §401(b): A partnership shall reimburse a partner for any payment made by the partner in the course of the partner's activities on behalf of the partnership, if the partner complied with this section of §409 in making the payment
· RUPA §401(c): A partnership shall indemnify and hold harmless a person with respect to any claim or demand against the person and any debt, obligation, or other liability incurred by the person by reason the person's former or present capacity as a partner ,if the claim, demand, debt, obligation does not arise from the person's breach
◦
· RUPA § 401(g): A partner can make a loan to the partnership, which accrues interest from the date of the payment of advance".
Transferable Partnership Interest
· RUPA §102(23) defines a Transferable Interest" as "the right, as initially owned by a person in the person's capacity as a partner, to recieve distributions from a partnership, whether or not the person remains a partner or continues to own any party of the right. The term applies to fraction of the interest, by whomever owned"
· RUPA § 502: “A transferable interest is personal property.”
· Comments: “Absent a contrary provision in the partnership agreement or the consent of the partners, a ‘transferable interest’ is the only interest in a partnership that can be transferred to a person not already a partner.”
· RUPA § 503:
· A transfer does not by itself cause a person’s dissociation or dissolution of the partnership business.
· A transfer does not entitle the transferee to participate in the management or conduct of the partnership.
· A transferee has the right to:
· Receive, in accordance with the transfer, distributions to which the transferor would otherwise be entitled; and
· Seek a judicial determination that it is equitable to wind up the partnership business.
· If the partnership dissolves and winds up, the transferee also has a right to receive specified information pertaining to the partnership from the date of dissolution, Section 503(c).
Essentially this is saying that "Transferable Interest" is the right to receive to receive distributions from the partnership. A partner can transfer this interest to another person (its their personal property) and it wouldn't cause dissociation or dissolution. The transferee is the person that receives a transferrable interest, they have some rights as well. They have the right to
receive disbursements, can seek a judicial winding up, and when the partnership dissolves they have a right to information pertaining to the partnership.
Partnership Capital Account RUPA §401(a)
· An accounting for each partner that is a running balance reflecting:
· Their contributions (money plus the value of other property)
· Their share of profits
· Less any distributions (taking a "draw"), and
· Their share of losses
Capital Contributions
· As a matter of default, initial capital contributions are not required from partners
· Some or all partners may contribute only services
· Default: each partner is credited with an amount equal to the value of any other property contributed. The contributed capital itself belongs to the partnership and can be any property (real, intangible, etc.).
Compensation for Services
· RUPA § 401(h) Unless otherwise agreed (and a limited exception during winding up), a partner is not entitled to compensation for services
Settlement of Accounts and Contributions in Winding Up
RUPA § 806
· A partnership must apply its assets to discharge the obligations of creditors, including partners that are creditors.
· If there is any surplus:
· First, pay out the value of unreturned contributions
· Then, agreed upon rights to share in distributions
· If assets insufficient to pay off creditors, each partner shall contribute to the partnership an amount equal to any excess of the charges over the credits in the partners account
Share of Profits and Losses
· RUPA §806(c)(1) By default, a partner is "entitled to an equal share of the partnership profits and is chargeable with share of the partnership losses in proportion to the partner's share of the profits
· So the default = equal share of profits and losses in proportion
· A, B, C, & D each get 25% of the profits and each are liable for 25% of the losses
Rules for Distribution of Capital
· First, repay those owing to creditors other than partners
· Second, repay those owing to partners other than for capital and profits
· Third, repay unreturned contributions of partners
· Last, pay out partners any amount of profits, or if there is a deficit, split the losses.
Timing of Distributions
· The statute is silent on when profits are distributed. A well-drafted partnership agreement will address this.
· Comment to § 401: "Absent an agreement to the contrary ... the interim distribution of profits is a matter arising in the ordinary course of business to be decided by a majority vote of the partners"
Kovacik v. Reed
Facts: Kovacik and Reed enter into partnership. Kovacik would put up a capital contribution of $10,000 and Reed would do the labor. They would split profits 50/50. Kovacik did not ask Reed to share loss, and Reed never offered to share loss. Kovacik then says that there were losses and asks Reed for money. Reed refuses.
Holding: Reed does not owe Kovacik one half the losses. "Upon loss of the money the party who contributed it is not entitled to recover any part of it from the party who contributed only services". This is called the "Kovacik Rule"
Two Possible Ways to Share Liability
1. Kovacik Rule - All capital losses were to be borne by the capital partner alone
2. The RUPA Statute - Sharing of capital losses in accordance with sharing of profits
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Note: On final, make sure to mention both the Kovacik Rule and RUPA Statute.
Corporations
Ultra Vires Doctrine
· At common law, a corporation was limited to the powers enumerated in the purpose clause of its charter
· If a corporation engaged in conduct that was not authorized by its express or implied powers, the conduct was deemed "ultra vires" and void
· Over time, state legislatures began to allow corporations to specify in their charter that they were formed to engage in "any lawful purpose"
· Use of the ultra vires doctrine is very rare, but it still exists
· It can arise in 2 ways:
· 1. C does something illegal
· 2. C does something that is so disconnected from the interest of the shareholders
Internal Affairs Doctrine
· The "internal affairs" of the C are governed by the law of the state of incorporation
· California's "Long-Arm Statute" is an exception to this rule
· It makes "foreign" Cs with more than half of their taxable income, property, payroll, and outstanding vote shares within California subject to certain provisions of the California Corporations Code
Sources of Corporate Law
· Individual state law (internal affairs doctrine)
· Model Business Corporations Act
· Delaware
· Federal Law
· Securities and Exchange Acts
· Sarbanes Oxley Act of 2002
· Dodd Frank Act of 2010
· JOBS Act of 2012
· Note: These primarily cover "public" Corporations
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Key Attributes of the Corporation
A legal person typically possessing the following attributes:
1. Separate Entity
2. Perpetual Existence
3. Limited Liability
4. Centralized Management
5. Divisible Ownership
6. Transferable shares and debt obligations (unless limitations imposed)
Separate Entity
· The Corporation is an entity with separate legal existence from its owners
· Possesses (some) constitutional rights
· Possesses right to Free Speech
· Does not possess personal privacy
· Separate taxpayer
· Requirement for formal creation
Perpetual Existence
MBCA § 14.02 (a): The board of directors may propose dissolution for submission to the shareholders by first adopting a resolution authorizing the dissolution
Limited Liability
Unless otherwise provided in the articles of incorporation, a shareholder of a corporation is not personally liable for the acts or debts of the corporation except that he may become personally liable by reason of his own acts or conduct
Centralized Management
Management of the corporation is centralized in the board
· Corporate law primarily focuses on the relationship between:
· The Board of Directors
· The Stockholders (shareholders)
· The Officers (aka "managers" or "executives"
Board of Directors
· All corporate powers shall be exercised by or under the authority of, and the business and affairs of the corporation managed by or under the direction of, its board of directors
· The board of directors directs the affairs of the corporation
· Authority to act for (and to bind) the corporation originates in the board as a collective body
· Directors have fiduciary duties to the corporation and the body of shareholders
· Directors tend to be CEOs or other high-level executives with full time jobs and responsibilities at other companies. Corporate officers such as the CEO may also be directors
· Subject to limitations, the board has the power to delegate authority
· It can appoint officers to run the day-to-day operations, it can delegate certain authority to committees of the board
· The board of directors takes action on behalf of the corporation either:
· at a meeting at which notice was properly given and a "quorum" is present; or
· Quorum = Generally 1/2 of board. Majority vote wins
· Can change in bylaws, but can never have it be less than 1/3 of board
· by written consent
· Requires unanimity
· Note: Directors are not agents of the corporation, but still have obligations
Stockholders
· Stockholders are equity investors
· Their ownership interests are reflected in the stock of the corporation
· They elect a board of directors, who in turn select the officers who run the business
· Shareholders have a few key rights, but they do not participate in managing the corporation's business or affairs
· By default, stockholders elect the members of the board (directors) at the annual stockholder meeting
Officers
· The officers handle the day-to-day management of the corporation and are under the direction of the board
· The officers are appointed by the board (CEO, CFO, etc.)
· They are agents of the corporation
· The scope of their power often comes down to agency principles
· They execute firm strategy
Divisible Ownership
· Capital structure
· Claims on the corporation's assets and future earnings issued in the form of securities
· Securities: permanent, long-term claims on the corporation's assets and future earnings issued pursuant to formal contractual instruments
· Capital structure: The debt securities and equity securities together constitute the firm's capital structure
· Equity securities
· The Corporation receives money from shareholders and in return, shareholders receive ownership in the company
· Given the power to elect directors and vote on major corporate
decisions
· May receive firm's earnings in the form of dividends
· In liquidation, get firm assets after all other claims are satisfied
· Debt securities
· The corporation borrows money from lenders (creditors)
· The corporation pays interest
· At "maturity", corporation returns the principal
· Note: "Firm Assets" will always be equal to claims against debt and equity because holders of equity securities receive whatever is left after the debt is paid to lenders
The Corporation receives money from both shareholders and Lenders, in return, the Corporation dishes out shares and bonds (promises to repay the debt). The money the Corporation receives from these two sources make up the "Firm Assets". The firm assets will always be equivalent to the equity plus debt.
Financial Statements
· Income Statement: Financial statement that indicates results of operations over a specified period. Also known as the profits and loss statement
· Balance Sheet: Summarizes the company's financial position at a given point in time. Usually the end of the month, quarter, or year.
· Describes the assets of the business and the claims on those assets, either of creditors in form of debt, or owners in the form of equity
· Both Income Statements and Balance Sheets are prepared according to Generally Accepted Accounting Principles
Capital Structure Terminology
· Authorized Shares: Number of shares the corporation can issue
· Outstanding Shares: Number of shares the corporation has sold and not repurchased
· Authorizes but unissued: Shares that are authorized but not sold yet
· Treasury Shares: Shares issued and then repurchased by the firm
What is a Stock Worth
· The equally divided value of the equity
· One share of company stock = (Value of the Firm's Assets - The Firm's Debt - other liabilities) Divided by Outstanding Shares
· How much the firm is worth (enterprise value) is found by doing the reverse
· One share of company stock multiplied by Number of Firm's outstanding shares + the firms debt and other liabilities = Value of the firms assets
More Capital Structure Terminology
· Book Value: Measure of the equity value of the firm provided by the financial statement (Balance Sheet)
· Market Capitalization: Measure of the equity value of the firm implied by the trading value of the firm's stock
· Determined by multiplying the trading value of one share of stock times the total number of shares outstanding
· Enterprise Value: Measure of the total value of the firm's assets implied by the trading value of the firm's stock
· Determined by adding the market value to the firm's obligations
Market Cap can be determined by taking the value of one share of stock and multiplying that by the number of outstanding shares. Once you have the market cap you can use that to determine the enterprise value. You do that by taking the market cap and adding the firm's obligations (debt).
Transferable shares and debt obligations
· Secondary trading markets like NYSE and NASDAQ
· Efficient Capital Market Hypothesis
· The price of a stock reflects all available information
Corporations vs. Partnerships
General Partnership
Corporation Formation
Informal; UPA, RUPA
Formalities Required;
Limited Liability No. Unlimited personal liability.
Yes. Limited liabilit for shareholders.
SLIDE 34 & 35
Hybrids Between Partnerships and Corporations
Four "unincorporated" Limited Liability Entities
1. Limited liability Partnerships
2. Limited Partnership
3. Limited Liability Companies
4. S Corporation
Limited liability Partnerships
· The limited liability form of the general partnership (Art. 10 of RUPA)
· Requires filing a form with secretary of state
· Partnership name must have signifier, i.e., "LLP"
· The effect is to shield C partners from personal liability for the partnership debts.
· But, partner remains personally liable for her own wrongful acts
Limited Partnership
· Comprised of General and Limited Partners
· Formation:
· Must file certificate of limited partnership (usually with secretary of state) to create LP; each state has a LP statute
· Limited Partner
· Only limited partners who participate in control can be held liable
· Silent/Passive partners without management rights. Not personally liable unless they participate in management or control of the LP (old rule); current uniform act has modified to not personally liable except in extraordinary circumstances
· General Partner
· General Partner has full personal liability
· But, Corporation can be general partner [IDK what this means]
· General partners manage the business and have the power to bind the partnership. They are personally (and jointly and severally) liable for the partnership debts
· LPs must have at least one general partner and one limited partner.
· Partnership name must have signifier i.e. "LP"
· Default rule is that partners in a LP share profits and losses in proportion to their respective capital contributions
Limited Liability Companies
· Started in Wyoming
· Could qualify for partnership-like tax treatment
· Formation: File with state
· Flexibility: Like partnership, most aspects of management and sharing dictated by the LLC's "operating agreement"
· Two types:
· 1. Member managed, all members are managers
· 2. Manager managed, some owners not managers and no right to vote
· Limitations on capital structure complexity and share transferability
· Unfavorable state franchise taxes in some states
S Corporation
· Creation of tax code (actually a corporation)
· Advantage:
· Pass-through taxation and limited liability
· Disadvantages:
· Constrains on number of shareholders, source of corporate income, types of shareholders (one class only), deductions on pass-thorugh losses
Formation
The Incorporation Process (SNODFMPS)
· First: Select State of incorporation
· Second: Reserve the desired corporate Name by application to the
secretary of state or other designated state office
· Third: Arrange for a registered Office and registered agent
· Fourth: Draft, execute, and file the certificate of incorporation (aka "charter", "articles of incorporation" with the relevant state agency, according to the requirements of state law
· Note: If the certificate does not name directors, the incorporators select them at the first organizational meeting (to serve until first shareholder meeting). After incorporation, the incorporators can fade away and do not need any continuing interest or role
· Filing the certificate is a straightforward task. The DGCL requires state officials to accept certificates for filing if they meet the specifications. Certain filing or organization fees and any franchise tax must be paid
· Fifth: Properly Filing the certificate brings the corporation into existence.
· Sixth: Have an organizational Meeting of the incorporators or of the subscribers for shares to elect the directors, if not named in the certificate. Also:
· Appoint officers
· Finalize Directors
· Adopt bylaws
· Adopt pre-incorporation promoters' contracts
· Authorize insurance of shares, stock certificates, corporate seal, corporate account, et cetera.
· Seventh: Prepare board meeting minutes, open corporate books and records, issue shares, qualify to do business in states where business will be conducted, obtain any needed permits, taxpayer ID numbers etc.
· Eighth: Plan for Shareholder meeting as required
Key Corporate Documents Certificate of Incorporation
· Filed with the state in order to incorporate, must meet statutory requirements
· Typically include basic provisions required by the state, such as the corporate name, agent address for service of process, number of authorized shares
By-Laws
· Not filed with state
· Set out the governing details of the corporation
· Typically longer than the certificate of incorporation and include
governing rules for electing directors, filling director vacancies, notice periods and details for calling and holding meetings of shareholders and directors
Promoter Liability
· A promoter is a person who acting alone or with others directly or indirectly takes initiative in founding and organizing the business or enterprise of an issuer
· E.g. find investors, arrange for space/facilities
· Often referred to as the "founder" or organizer
· Contrast with incorporator who has the limited, mechanical task of preparing the incorporation documents and filing them with the state.
· Often they are lawyers
· Typically not liable for their pre-incorporation acts
· Pre-incorporation Liability:
· Promoters are liable for contracts entered into on behalf of a future corporation, absent a contrary intent
· Contrary intent generally requires showing more than just signing "for a corporation to be formed"
· Evidence of the parties' intentions must be found in the contract or in the surrounding circumstances - for example, that the parties intended the promoter to be a non-recourse agent or a "best efforts" agent
· Post-incorporation liability:
· Corporation is liable on the contract only of the corporation adopted it
· Can be express or implied
· Promoter remains liable unless:
· Corporation is formed
· Corporation adopted the pre-incorporation contract; and
· The parties agreed to release the promoter from liability (either in the initial contract or through subsequent novation)
· It's possible for the corporation and the promoter to both be liable on the contract
Note: My class notes indiecate that we skipped the next two slides in class. They are "Promoter Fiduciary Duties" and "Subscription agreement". I AM NOT GOING TO WRITE THE SLIDE ABOUT SUBSCRIPTION AGREEMENTS
Promoter Fiduciary Duties
Promoters of a yet-to-be-formed corporation have some fiduciary duties to the entity, the other promoters, and investors:
· Promoters must deal with the entity in good faith. This requires promoters to act fairly in transactions they enter into with the corporation
· Promoters must disclose relevant information like opportunties and conflicts vis-a-vis the entity, to other relevant parties (no secret profits)
· Essentially "Duty of Good Faith and Disclosure"
Limited Liability with Defective Formation
· De Facto Incorporation: Treat improperly incorporated entity as a corporation if organizers:
· (1) Tried to incorporate in good faith
· (2) Had a legal right to do so, and
· (3) Acted as if a corporation
· "We thought we formed a corporation"
· Incorporation by Estoppel: Treat as proper corporation if person dealing with the firm
· (1) The Firm thought firm was a corporation, and
· (2) a windfall if allowed to argue that firm was not a corporation
· "A entered into a transaction with B, A knew B was too lazy to create a corporation, so A sell computers to B $20,000, and now A is trying to go after B personally". A is estopped from doing this.
· B believes they are a corporation but A knows they are not
Differences in Formation of Agency Relationship, Partnership, and Corporation
· Under an agency relationship and partnership it is substance test. Meaning, you look at the substance of the relationship.
· Under Corporations, it is a process test. Did the Corporation follow the correct process in order to form a corporation. And if not, do we still treat them as a corporation either through de facto incorporation or Estoppel?
Relating to Third Parties
Shareholder Liability
A shareholder of a corporation is not personally liable for the acts or debts of the corporation except that he may become personally liable by reason of his own acts or conduct.
· A plaintiff can hold a shareholder liable by either:
· Piercing The Corporate Veil or
· Enterprise Liability
Pierce The Corporate Veil/ Reverse Pierce
A way of holding a shareholder personally liable for the actions of the corporation. It requires a showing of 2 Elements:
1. Unity of Interest (Factor Test) (FUCT)
A. Formalities are lacking
B. Undercapitlization (Severe) (look at the amount of equity, not capital)
C. Commingling of funds and assets
D. Treating Corporate Asset's as one's own
2. Refusing to allow Piercing the Corporate Veil would:
· Sanction fraud, or
· Promote injustice
· Note: It needs to be something more than just P missing out on their full recovery. Ex: Element 2 would be satisfied if the share holder entered into the deal knowing that they would never be able to pay P back (Pepper-Source v. Sea-Land). Or a shareholder creating one corporation that incurs risk of liability but holds no assets and another corporation that incurs no risk of liability but holds all the assets
Reverse Pierce - Requires that you prove element 2 twice. [I think]
Enterprise Liability
Is used in order to go after the assets of a shareholder's sister companies (shareholder's personal assets are not at risk).
It requires a showing of:
1.
Commingling of assets between Corporation & Sister Corporations
Walkoszky v. Carlton
Facts: Carlton is owner of 10 corporations, each corporation owns 1 or 2 taxis. One of Carlton's Taxis ran over and severely injured P. Insurance on
each car is the minimum required ($10,000) so Walkovszky is attempting to go after Carlton personally. Carlton argues that he is entitled to hold the stockholders liable for damages because the multiple corporate structures constitutes an unlawful attempt to defraud the general public who might be injured by cabs.
Issue: Can Carlton stand behind the shield of limited liability?
Holding: Yes. Carlton respected the formalities of the corporation and this was enough for limited liability. In order to pierce the corporate veil need to prove the shareholder is shuffling funds in and out of the the corporation without formality.
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Takeaway: If you respect the corporate formalities, you will be protected by the corporate veil.
· This case also shows that you can incorporate your business for the express purpose of avoiding personal liability
· And also shows you can split a single business enterprise into multiple corporations so as to limit the liability exposure of each part of the business
Proof of Pierce Corporate Veil
· What would P have to show in order to pierce the corporate veil?
· "That D and his associates are actually doing business in their individual capacities, shuttling their personal funds in and out of the corporations 'without regard to formality and to suit their immediate convenience'"
Proof of Enterprise Liability
· What would P have to show in order to recover under the enterprise theory?
· That D did not respect the separate identities of the corporations
· Assignment of drivers
· Use of bank accounts
· Ordering of supplies, etc.
Sea-Land Services v. Pepper Source
Facts: Sea-Land is an ocean carrier and they shipped peppers for Pepper- Source. Pepper-Source then did not pay its freight bill to Sea-land. District Court entered Default Judgement in favor of SeaLand for $86,000. But Pepper-Source had dissolved and even if it had not dissolved it had no
assets. So SealLand brought this case against the shareholder (Marchese), suing him and 5 business entities he owns.
Reasoning: Court applies to "Van Dorn" PCV test. Element (1) - Unity of Interest is satisfied because all 6 of D's corporations are run out of the same office, have same phone number, the corporations all borrow money from each other, corporate records not maintained, and funds and assets commingled. Element (2) - Refusing to allow PCV would either sanction fraud or promote injustice. For element 2 to be satisfied, court want to see something like D own 2 corporation, 1 corporation has all the assets and no liability, and the other corporation has no assets and all the liability. Court remands so P can try to prove element (2). They ultimately find that Marchese never intended to pay off Sea-Land, so court finds him personally liable.
Internal Governance
Directors are the ones that have special rules governing them
Note: Board of Directors do not have any sort of heightened responsibilities to creditors
To whom are fiduciary duties owed?
Stakeholder Theory - Help stockholders and make the world a better place Shareholder Primacy - Maximize benefits for shareholders
Dodge v. Ford Motor Co.
Facts: P = Dodge Bros. have 10% of shares in Ford Motor Co. - D. Ford wants to open a 2nd plant, but it will first require the company to be less profitable. "The immediate effect will be to diminish value of shares and returns to shareholders". Also, Ford was giving about $1.2M in dividends and then stopped (because he knew Dodge Bros were gearing up to compete against Ford).
Holding: Ford is required to issue special dividends. Ford can continue with its plans to build a second plant. Ford lost on the dividend issue because he said shareholders do not matter. If he had said I want to withhold dividends because we need to invest it for the betterment of the corporation, he likely would have won.
Takeaway: Courts may not scrutinize decisions about how to maximize
profits; but they will scrutinize decisions about whether to do so. Court upholds the Shareholder Primacy theory.
· Note: D offered to buy P's 10% share of the company for $30M. This would mean the company is valued at $300M. But this would be a low ball offer because at this time Ford was making $60M a year which means the offer had a P/E = 5. (D would be able to recoup the cost of purchasing P's shares after only 5 years).
Holdings and Legislation Related to Corporate Purpose
eBay v. Newmark
· eBay holds stock in Craigslist. Court holds that Craigslist directors are bound by the fiduciary duties and standards. Those standards include acting to promote the value of the corporation for the benefit of its stockholders
In Re Trados
· Directors of Delaware Corporation owe fiduciary duties to the corporation and its stock holders which require that they strive prudently and in good faith to maximize the value of the corporation
Constituency Statutes
· Majority of states have "constituency" states that expressly allow but do no require a corporation to consider stakeholders' and other constituencies' interests alongside shareholders' interests.
· Delaware does not have a constituency statute
Corporate Charitable Giving
· All 50 states have statutes providing for corporate authority to make charitable contributions
· Does a corporate charitable gift need to benefit the corporation in some way?
· Doesn't seem like it. Just needs to be "reasonable"
Theodora Holding Corp. v. Henderson
Facts: D is Corporation that makes a $500,000 donation to a boys camp. P brought suit challenging the gift.
Holding: D's gift is ok! Delaware statute says every corporation shall have the power to make donations. The test to be applied in passing on the validity of a gift is that of reasonableness. Here it was a $500,000 donation
and the corporation made $19M in profit, so this was well within the federal tax deduction limitation of 5%.
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Takeaway: The test for Corporate donations is reasonableness. One standard of reasonableness is 5% income.
Corporate Political Spending
· Supreme Court has given Corporations as much free speech rights as people
· Can spend and get BJR presumption
· No disclosure of political spending is required
· Can disclose if they want
Benefit Corporations
· Entirely separate form of business entity from a traditional corporation
· Delaware has a Benefit Corporation statute
· Requires specific public benefit stated in the charter
· Requires boards to consider in their decision making for the corporation the impact on non-shareholder interests (environmental, society, stakeholder)
· Most statutes require a benefit report and provide for a "benefit enforcement proceeding" mechanism that may be brought by the corporation or derivatively by the shareholder
· There is a difference between Benefit corporations and B-Corps
Who is bound by Fiduciary Duties?
Mainly the board of directors, but also officers and shareholders.
· Owning stock does not create fiduciary duties but once you own a big enough stake (like over 50%) you are then covered by the same fiduciary obligations as directors.
4 Duties:
· Duty of Care
· Duty of Loyalty
· Duty to Act in Good Faith
· Duty of Oversight
Duty of Care
Delaware's Duty of Care
· Regulates diligence in performing tasks
· Limited by the Business Judgement Rule (BJR)
Director's Duty of Care Liability:
· Director may be found liable if:
· Corporate charter indemnification or cleansing does not preclude liability; AND
· Director did not act in good faith, or
· Director did not believe she was acting in the best interest of the corporation, or
· Director was not informed, or
· A lack of objectivity due to Director's lack of independence,
· Director failed to devote ongoing attention to oversight or devote timely attention when particular facts arise
Kamin v. American Express
Facts: Kamin is suing board of directors for bad business decision. Amex purchased 2 Million shares of DLJ for $30M, and decide to give out DLJ shares as dividends. P thinks this is dumb, thinks they should have sold the shares at a loss, tax savings would be $8M. P wants court to reverse D's decision.
Holding: Court says it is not their job to second-guess the business decisions of the board unless. (1) Not in best interest; (2) Not informed; (3) Directors were self-dealing. Court says none of these apply.
· Professor says an argument could be made that Ds were self-dealing since 4 out of 20 directors were officers and employees and the stock dividend personally benefitted them more than the selling of the stock for a loss would.
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Note: The slides have the standard of review written out differently. It says. "Exclusively a matter of business judgement unless: (1) Unconscientiously executed (2) Fraud, dishonesty, or nonfeasance, (3) it appears that directors have not been acting in good faith
Smith v. Van Gorkem
Facts: TUC was a publicly traded company. Chairman and CEO was Van Gorkem. TUC lacked sufficient income. Romans is an officer who figures out that a management buy out could work, he believes the company could be bought at $55/share, company stock price at this point was $38/share.
Van Gorkem hears about this and decides he wants to sell the company to Pritzker for $55/share. The board then has a super short 2 hour meeting and the board votes in favor of selling the company to Pritzker for $55/ share. Van Gorkem signs the agreement without reading, not realizing it will hamper TUC's ability to get better offers. The shareholders approve of the buyout - 70% vote in favor.
Issues: (1) Was the board sufficiently informed? (2) Did board's subsequent action cure? (3) Did the shareholder vote cure?
Holdings: (1) No. (2) I don't have an answer. (3) No, the shareholders were also uninformed.
Note: The board was not informed because there was no basis for the $55/ share valuation. Had Romans said that he spent the weekend running the numbers to determine the company's worth, or if the board had taken longer than 2 hours to make its decision that would have made a difference. Further, the board did not know how Van Gorkem came up with a $55 valuation but they approved anyways.
· [image: image12.png]


To fail the BJR board has to be very uninformed
· The standard of care is Gross Negligence
· The Party attacking the Board's decision has burden of proof
· As a result of this case, the Board of Directors were personally sued and lost.
Protecting Directors from Liability
· Business Judgement Rule
· Indemnification
· Delaware § 145
· MBCA § 8.51 - 8.56
· Directors and Officers Insurance
· MBCA § 8.57
· Delaware § 145 (g)
· Legislative reaction to Smith v. Gorkom
· Delaware § 102 (b) (7)
· MBCA § 2.02 (b) (4)
Business Judgement Rule (BJR)
· BJR - Protects directors from liability for business decisions, even those that were ill-chosen and resulted in losses to the corporation
· If BJR applies, courts do not interfere with or second-guess directors' actions and board decisions
· BJR creates a rebuttable presumption that the directors exercised reasonable diligence and acted in good faith
· [image: image13.png]


Overcoming the BJR:
· A court will defer to the Board of Director's Business Judge UNLESS their actions:
· (1) Are not in the honest belief that action is in best interests of the corporation or
· Kamin v. Amex passed this test
· (2) Are not based on an informed investigation, or
· Smith v. Van Gorkem failed this test
· (3) Involve a conflict of interest
· Note: In Dodge v. Ford, D failed the BJR in regards to the dividends
Indemnification
· Making or agreeing to make, a person whole in light of possible or anticpated losses and expenses
· 
Corporations may indemnify directors and officers against judgements, amounts paid in settlement, and attorney's fees
· Indemnification statutes generally contain provisions for mandatory and permissive indemnification. And specify payments that corporations must not indemnify
Delaware § 145 Indemnification Provisions:
· (a) A corporation shall have power to indemnify a person who is or was a director against expenses (including attorney's fees), judgements, fines and amounts paid in settlement if the person acted in good faith and no reasonable cause to believe conduct was unlawful
· Termination by settlement does not create a presumption not in good faith or conduct was unlawful
· (b) No indemnification if person shall have been adjudged liable to the
corporation unless court of chancery permits
· (c) If successful on the merits such person shall be indemnified
· Note: (a) and (b) are permissive (up to the board's discretion). (c) is mandatory, meaning if a D or O succeeds in the defense of an action, they must be indemnified
Essentially, (a) if the case settles the board may indemnify; (b) If the director is found liable at trial then the board may choose to not indemnify; (c) If the director succeeds on the merits, the Corporation MUST indemnify.
Directors and Officers Insurance
· Delaware § 145 (g)
· Corporations can get insurance for directors and officers whether or not the corporation would have the power to indemnify.
Legislative reaction to Smith v. Gorkom
· Delaware § 102 (b) (7)
· May include in certificate of incorporation a provision eliminating or limiting personal liability of a director for monetary damages for breach of fiduciary duty ... provided such provisions shall not eliminate or limit liability of a director:
· For beach of Duty of Loyalty
· For acts or omissions not in good faith
Corporations can put a provision in their charters where directors can only be held liable for breaches of director’s duty of loyalty (and for acts not in good faith)
Duty of Loyalty
· Regulates self-dealing transactions
· No BJR shield
Two Step Analysis to the Duty of Loyalty
· Step One: Does the Transaction involve a conflict of interest?
· Is a director or shareholder receiving a benefit from the firm not received by all?
· Step Two: Has the transaction been properly "cleansed"
· Approval by disinterested directors, [informed] disinterested shareholders, or the transaction adjudged fair
· Note: "Informed" = same test used in Smith v. Van Gorkem
Step One
· Asks three questions:
1. Is a director or shareholder on one side of the transaction?
A. Director is a party to the transaction
B. Director had knowledge and a material financial interest in the transaction; or
C. A transaction which the director knew a related party had an interest in.
2. Is the firm on one side of the transaction? (Corporate Opportunity Doctrine)
3. Is the transaction providing a benefit from the firm not received by all?
Note: For step one, burden of proof on P
Step Two
Has the transaction been properly cleansed?
· Duty of loyalty transaction ok if:
· Qualified Director's Cleanse
· Independent Shareholders Ratify
· Transaction is judged fair
· Note: Delaware has the same "cleansing" idea

Corporate Opportunity Doctrine
Guth Corporate Opportunity Factors (FLIC)
· Corporation is Financially able to take the opportunity
· Not dispositive
· Lessens D's burden
· Opportunity is in the corporation's Line of business
· Consonant with its reasonable needs and aspirations for expansion
· Corporation has an Interest or expectancy in the opportunity
· Interest: Something to which the firm has a right
· Expectancy: Something which, in the ordinary course of things, would come to the corporation
· If officer bough land to which the corporation had a contractual right, the officer took an "interest"
· If the officer took the renewal rights to a lease the corporation had, the officer took an "expectancy"
· Embracing the opportunity would create a Conflict between director's self-interest and that of the corporation
· Seizing the opportunity creates the conflict
Broz v. PriCellular
Facts: Broz has two roles, he runs a company called RFBC and he is also a member of the Board for CIS. CIS is not doing well financially. Rhoades approaches Broz in his RFBC capacity and tells him about a business opportunity to buy Michigan-2. Within 5 days of eachother, Pricellular is trying to buy CIS and Broz agreed to pay more for Michigan-2.
Issue: Is the purchase of Michigan-2 a corporate opporunity CIS? Holding: No, Broz did not usurp a corporate opportunity from CIS. Court says Broz did not take a corporate opportunity from Pricellular, the opportunity to buy Michigan-2 had not arisen yet for CIS. Court used the Corporate Opportunity Factors in making its determination; found factors 1,3,&4 in favor of no opportunity existing.
Note: Broz's action was not cleansed because it was not brought in a Formal way.
Requirements for Formal Board of Directors Action
Action of the board only occurs when:
· Board meeting are either regular or special
· Action without meeting requires unanimous written consent
· No notice necessary for regular meeting; 2 day notice for special meeting
· A director may waive notice. Except as provided by subsection (b), waiver must be in writing
· Subsection (b) - A director's attendance at a meeting waives any required notice unless the director objects
· Quorum - default rule - majority; minimum quorum requirement acceptable - 1/3. Vote decided by a majority present.
Controlling Shareholder Duties/Transactions
Sinclair Oil v. Levien
Facts: Sinclair owns a bunch of subsidiary corporations. Most of the subsidiaries are wholly owned by Sinclair but SinVen is not. The shareholders of SinVen stock not owned by Sinclair believe they are being taken advantage of so they sue on three grounds. (1) SinVen is giving out large dividends and this is a conflict of interest. (2) By not allowing SinVen to drill anywhere other than Venezuela, Sinclair is blocking SinVen from expanding (taking away corporate opportunity). (3) SinInternational is a wholly owned subsidiary of Sinclair, Sinven contends that their contract between SinVen and SinInternational was breached.
Holding: (1) No conflict of interest. When running through the 2-step analysis you would say the firm (SinVen) is involved, A director/controlling shareholder is involved, But the director/controlling shareholder did not recieve a benefit not shared by all. (2) Sinclair did not take away any corporate opportunity because SinVen cannot point to any opportunities that they lost out on (professor says to apply the Guth factors). (3) This is self-dealing. It has Sinclair on one side of the deal, SinVen on the other, and the minority shareholders are not able to share in the receipt of these products. "If the contract was breached, then Sinclair received these products to the detriment of SinVen's minority shareholders". Could it be cleansed? No, SinVen had no disinterested directors, the only disinterested shareholders were the one's suing, and a court did not adjudge this to be fair reasoning that Sinclair was given a sweetheart deal and still did not uphold the contract.
Duty of Loyalty and Controlling Shareholders
· Shareholders acting as shareholders owe one another NO fiduciary duties
· Controlling shareholders owe fiduciary duties to the minority
Duty to Act in Good Faith
Appears in:
· Limitation on indemnification in DGCL §145(a)
· "Power to indemnify ... if person acted in good faith"
· Required to justify reliance on advisors in DGCL §145(e)
· "Members of board protected in relying in good faith on documents and persons"
· Limitation on exculpatory charter provision in DGCL §102(7)(b)
· "Director may be found liable if did not act in good faith"
· Statement of the BJR in MBCA § 8.31(a)
· "May eliminate the personal liability of a director for breach of fiduciary duty but shall not eliminate or limit liability of director for beach of director's duty of loyalty or for acts or omissions not in good faith.
What Constitutes Failure to Act in Good Faith?
1. Intentional dereliction of duty (Disney)
2. Failure to provide adequate oversight (Frances v. United Jersey Bank)
3. Failure to gather information and comply with the law (Caremark)
Executive Compensation
Executive compensation is within the purview of the board's management authority, but it can implicate the fiduciary duties of care, loyalty & good faith, and waste.
· Under Federal Law:
· SEC requires disclosure of Executive pay for public companies
· SOX: prohibition of loans to insiders; clawback provision that allows for disgorgement of incentive pay when a company's financials are misstated
· Dodd-Frank: Need to show "pay vs. performance", Pay ratio of median employee, Say on Pay non-binding shareholder vote and golden parachutes
· Also public company boards must have a compensation committee
· Under State Law
· Directors must act with care and in good faith in informing themselves and making decisions about executive compensation
· Standard if plaintiff-shareholders challenge?
· Waste - So one-sided that no business person of ordinary, sound judgement could conclude that the corporation has received adequate consideration
· Loyalty/Good Faith - (interested directors - entire fairness (process & substance); lack of good faith)
· Shareholder approval - Process
· American Tobacco (classic case page 653): Court rejected claim, bylaw setting compensation had been previously approved by Shareholders
· Note: Federal Regulations are ex ante; State actions are ex post
Director Compensation
· Director self-compensation decisions are interested transactions subject to entire fairness review if challenged
· SEC proxy disclosure rules require detailed disclosure of all elements of director compensation and the processes for determining director compensation, including any prerequisites and charitable donation programs.
Walt Disney Case
Facts: Disney meets with Ovitz and starts negotiating an employment agreement. The deal gave Ovitz stock options, said neither party could terminate, if Ovitz fired for no good cause he gets the rest of his salary, and more. After he signs the deal it becomes clear he is a bad fit and they fire him, this gives Ovitz $130M after being at the company just 14 months.
Shareholders sued bringing both a (1) Duty of Care and (2) Duty of Good
Faith claim.
Holding: (1) There was due care. The board voted, and the payment was approved by the "adequately informed" compensation committee.
Although "best practices" were not followed, it did not fall below the line of due care. Court then looks at waste [waste is another way of determining breach of Duty of Care]. For waste to occur it requires directors to "irrationally squander assets" here no waste occurred.
(2) Lack of good faith: Court identifies two possible reasons for not acting in good faith
· Conduct motivated by an actual intent to do harm, or
· "intentional dereliction of duty, a conscious disregard for one's responsibilities"
· Court also gives examples of conduct not in good faith
· Intentionally acting with a purpose other than advancing the best interests of the corporation,
· intent to violate the law
· Intentionally failing to act in the face of a known duty to act, demonstrating a conscious disregard for duties
Court holds that the Directors did not breach their good faith duties. [image: image14.png]


Takeaway: You have some affirmative duties as director
Basic Oversight
Francis v. United Jersey Bank
Facts: Corporation is in the business of reinsurance brokerage. Lillian Prichard is the Widow of the founder of Prichard & Bairds. She was listless and drunk, did not look at financial statements. The other two directors were the sons of the founders, they would systemically embezzle large sums as loans to pay themselves (were cooking the books). This led to loss of clients' money. Clients sue.
Holding: Lillian had a duty of [good faith?] to her clients and she breached her duties. She had a duty to shareholders and clients and breached it by not being attentive.
Note: Court does not use BJR in making its determination because BJR applies to ACTIONS that directors take and this was about INACTION (a dereliction of duty).
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Takeaway: Inaction can be a breach of your fiduciary duty. Court holds that Directors have affirmative duties:
· Duties owed to customers
· If hold funds of others in trust
· Affirmative duties of a director:
· Obligation of basic knowledge and supervision
· Read and understand financial statements
· Object to misconduct and, if necessary, resign
Gathering Information and Law Compliance
Law Compliance (This is a duty of Loyalty)
· Old Rule: Directors are entitled to rely on the honesty of their subordinates until something occurs to put them on notice
· New Rule: Board now has affirmative duty to adopt information gathering systems. Came from In Re Caremark
· "Directors obligation includes a duty to assure that a corporate information and 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
· An adequate law compliance program would include:
· Policy manual
· Training of employees
· Compliance audits
· Sanctions for violation
· Provisions for self-reporting of violations to regulators
Duty of Good Faith/Oversight
Stone v. Ritter
Facts: P's are brining this suit claiming that Corporation does not have these "caremark" systems in place because the bank employees broke the law, they were supposed to file suspicious activity reports and they weren't. Bank gets sued now they want to sue the directors. Board argues that they could not be sued because the corporate charter says they cannot be liable (exculpation). Plaintiffs argue, and court agrees that exculpation only applies to breach of duty of care, not breach of duty of good faith. This
alleged breach - failure to have oversight system - is a breach of duty of good faith.
Holding: The corporation did indeed have good systems in place, they were not derelict in their duties.
Takeaway: Although duty of good faith looks like a duty of care, the courts put it under the duty of loyalty so that 102(b)(7) exculpation does not allow boards to escape these obligations.
Shareholder Roles [image: image16.png]



Shareholders do not have any duties unless they are a controlling shareholder.
Shareholder Roles:
· Sue
· Vote
· Sell
Sue
Shareholders can bring two types of suits:
1. Direct Suits
2. Derivative Suits
Direct Suits - A suit alleging a direct loss to the shareholder
· Basis for direct claims:
· Force payment of promised dividend
· Enjoin activities that are ultra vires
· Claims of securities fraud
· Protect participatory rights of shareholders
Essentially, harm to the shareholder’s rights
Derivative Suits - A suit alleging a loss to the shareholder caused by a loss to the corporation
· Bases for derivative suits:
· Breach of duty of care
· Breach of duty of loyalty
· Derivative lawsuits are 2 suits in one
· First, it is a suit compelling the corporation to sue another (the director)
· Second, is the actual suit against the director
· Note: When directors do a bad job, the corporation is harmed, but directors won't sue themselves, so the shareholders have to do it. This requires shareholders to convince the court that directors messed up first, and second need to convince court that you are adequate advocate for the the corporation's best interests
· Remedies:
· The shareholder is suing "in right" of the corporation, so the remedy of the principal suit goes to the corporation. But corporation is required to pay shareholder attorney's fees if suit is successful or settles
· The suing stock holder gets to "control the litigation" and this is valuable. Person that benefits most is the lawyers.
Tooley v. DLJ
Facts: Professor says higher court takes this case just to explain the
difference between direct/derivative suits. P is stockholders allege that members of the board of directors breached their fiduciary duties by agreeing to a 22 day delay in closing a proposed merger. They believe that the delay led to a loss in time-value of the cash they paid for their shares. Court says this is a derivative suit, not direct, and that Ps lost standing when they sold their shares in connection with the merger.
Holding: Court gives test for Direct vs. Derivative; asks two questions:
(1) Who suffered the harm?
· The Corporation or the suing stockholders?
· If Corporation is harmed it would be a derivative suit.
(2) Who would receive the benefit of any recovery or other remedy
· The Corporation or the suing stockholders?
· In a derivative suit, money from the suit would go from the board into the Corporation, C receives the benefit
This case is ultimately dismissed.
Note: In a derivative suit, the suing stock holder must do two things:
1. Retain ownership
2. Make pre-suit demand on the board
Three Procedural Hurdles to the Derivative Suit
(1) Bonding Requirement:
· Some states (not Delaware) require a derivative claimant to post security for corporations legal expenses in order to deter frivolous suits.
(2) Make pre-suit demand on the board
(3) Special Litigation Committees
Make pre-suit demand on the board
· Most states require shareholders in derivative suits to approach Board and Demand that they pursue legal action, unless the shareholder can claim a "valid excuse"
· The Demand is typically a letter from shareholder to the board of directors
· Must request that the board bring suit on the alleged cause of action
· Must be sufficiently specific as to apprise the board of the nature of the alleged cause of action and to evaluate its merits
· Shareholders must make "Demand" before filing suit, unless it is futile
Issues Concerning Demand Requirement:
· Board of Directors refusal of demand request is subject to BJR
· Making the Demand affects the stockholder's subsequent rights
· Once demand made (in Delaware) can no longer challenge Boards independence
· Only Board's handling of the demand request can be challenged
· A rational plaintiff will file derivative suit before making demand
· Consequences of not making demand are trivial - if required, there will be a slight delay while you make demand
· This preserves the right to litigate.
Essentially if you make a demand request to the board the board will say "No we should not sue, we made an informed decision, and it is in the best interest of the shareholders to not sue". Court will then say they are protected by the BJR. If the plaintiff-shareholder tries to argue that there is a conflict of interest the court will say you waived your right to that argument by asking for permission. Best thing to do is file your case, then say the board was wrong and it would be futile to make a demand.
Aaronson v. Lewis
Issue: When is a demand requirement excused as futile?
Facts: Lower court had found that P's (Lewis) allegations raised a reasonable inference that the board could not impartially considered and acted upon the demand. Lewis is a stockholder and Meyers is the Corporation and its board. The suit challenges certain transactions between Meyers and ones of its Directors who owns 47% of the shares (Fink). Fink and Meyers had this deal that would essentially pay Fink loads of money for the rest of his life; also approved of $200,000 interest free loans to Fink.
Lewis makes no demand to the board, in his complaint he states that no demand has been made to the board because such an attempt would be futile for the following reasons:
(1) All the directors on the board have participated in, expressly approved, and are personally responsible for the wrongs complained herein
(2) Fink picked all the directors
(3) It would require the Directors to sue themselves
Holding: Demand is not excused as futile. Delaware rule is that where officers and directors are under an influence which sterilizes their
discretion, they cannot be considered proper persons to conduct litigation on behalf of the corporation and thus, demand would be futile. Demand only excused "where facts are alleged with particularity which create a reasonable doubt that that the directors' action was entitled to protections of the BJR". Facts need to be alleged with particularity.
Note: Under MBCA demand is always required.
Demand Is Excused as Futile
Demand is excused as futile by alleging with particularity that there is reasonable doubt (using tools at hand) that:
1. Majority of directors are disinterested and independent, or
2. That challenged transaction was product of valid exercise of business judgement.
Special Litigation Committees (SLC)
Corporations in the middle of litigation will nominate new directors that were not there when wrongdoing occurred. Then the board will delegate authority to the new members and the new members can decide what happens to the litigation. The new members can then cancel the litigation.
· Courts are split on if this is ok
· Delaware policy is that this is not ok, since this would be then end to derivative lawsuits.
Aurebach v. Bennet (NY)
· Applied a procedural not substantive scrutiny of the SLC
· SLC decision covered by BJR (The committee's substantive decision falls squarely within the embrace of the business judgement doctrine)
· But judicial inquiry permitted with respect to:
· Disinterested independence of SLC members
· Adequacy of SLC's investigation
· Burden of proof on P
Zapata v. Maldonado
Facts: Demand not made, Demand is then excused as futile. Board then appoints SLC comprised of new board members, and they recommend dismissal.
Issues: (1) Can the Board committee "seize" the derivative litigation? (2)
Can the tainted Board members appoint a non-tainted committee? (3) How should a court review the decisions of the special litigation committee?
Holding: (1) Maybe. (2) Yes. (3) Court's business judgement. Notes: Zapata creates a Two-Step analysis.
Zapata Two-Step:
1. First, Evaluate the committee's independence, good faith, and decision process (Like BJR review);
2. Second, Apply Court's business judgement, including public policy considerations.
Note: Court is applying its own business judgement.
Vote[image: image17.png]



Shareholder voting law is sourced in:
· State Corporation law:
· Shareholder voting for directors, on major transactions, amendment of certificate and bylaws
· Shareholder proposals (state law)
· Fiduciary duty of disclosure/candor
· Federal Securities Laws
· Regulate disclosure of information in connection with shareholder voting
· Shareholder proposals (federal law for public companies)
Federal Securities Laws
· Securities Exchange Act of 1934 § 14(a):
· It shall be unlawful for any person to solicit a proxy in contravention of such rules and regulations as the commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.
· Specifies required proxy disclosures
· Prohibits false or misleading statements
· Provide specified proxy assistance to requesting shareholders
· Allows shareholders to submit shareholder proposals
· SEC can sue for violations of §14(a)
· Private enforcement (meaning individuals can sue)
· Suit can be derivative (corporation harmed by misinformed vote)
· Suit can be direct (shareholder's voting rights infringed my misrepresentation
Who Votes?
· Shareholder of Record
· The person that holds the share on the date of record gets to vote
· Date of Record shall be no more than 70 days before vote
· Default rule is one share - one vote
· Unless Articles of Incorporation provide otherwise
When Vote?
· Annual Shareholder meetings
· Location designated in certificate or bylaws
· Unless directors elected by written consent, annual meeting shall be held for election of directors on date and time designated in bylaws
· Any other proper business may also be transacted at annual meetings
· Upon application, a court can call a shareholder meeting of not meting was called for 13 months
· Special meetings may be called by board, or by shareholders if certificate or bylaws allow
· Note: Advance notice of meetings required
Written Consent
Shareholders may take action without a meeting unless the corporate charter provides otherwise.
· Shall be signed by 51% of shareholders
How Vote?
· Shareholders vote either in person or by proxy
Proxy Voting
· Shareholder appoints a proxy (aka proxy agent) to vote his/her shares at the meeting
· Appointment effected by means of a proxy (aka proxy card)
· Can specify how shares to be voted or give agent discretion
· Revocable
How Votes are Counted
· MBCA: Most matters require a majority of shares present at a meeting at which there is a quorum
· Delaware: Default is a majority of shares entitled to vote
· Certificate or bylaws can opt out of default, but never less than 1/3 of the shares
Example:
100 shares total, 60 people show up to the meeting:
· Under MBCA - 31/60 is enough to win the vote
· Under Delaware - 51/60 is enough to win the vote
What Shareholders Vote On
· Shareholders entitled to vote on:
· Election of Directors
· Amendments to the articles of incorporation
· Fundamental transactions (like mergers)
· Odds and ends, such as precatory measures
· Non-Binding "say on pay" vote at least every 3 years (Per Dodd-Frank Act)
Election of Directors
· Who Nominates Directors
· Classified/Staggered Board
· Straight Voting vs. Cumulative Voting
· Plurality Voting vs. Majority Voting
· Voting for Directors vs. Filling Vacancies
· Removing Directors
Who Nominates Directors
· Incumbent board nominates a slate of directors
· The company sends out the official proxy solicitation materials
· A competing slate can be offered in separate proxy materials
· Dodd-Frank/SEC allows director nomination (of one or more, up to 25% of Board) if >3% shareholders for three years
· [NO CLUE WHAT THIS IS SAYING]
Contested vs. Uncontested Director Elections
· Generally board elections are uncontested
· Only the company puts up a slate of directors
· Contested elections:
· Each of the competing sides prepares (and for public companies, files with the SEC) and distributes to shareholders its own proxy solicitation materials
· Typically occurs in 2 situations
· In the case of a hostile takeover, the bidding company puts up a full slate of directors that is sympathetic to the acquisition
· Activist investor who is dissatisfied might put up a "short slate" of directors, a minority of the board if elected
Rosenfeld v. Fairchild
Facts: There was a contested election and the competing slate won. The corporation paid for the election materials of both the former board as well as the new slate. A stockholder-lawyer brought a derivative suit arguing that money was paid out by the corporation when it should not have been, P is arguing that the company should not be paying everyones expenses. Holding: What the corporation did was ok. An incumbent director can use the corporation's money for the campaign. Further, it was ok to pay for the insurgent slate's election expenses because they won and are thus providing a benefit. If the insurgent slate lost, they would have had to pay their own expenses.
Classified vs. Staggered Board
· Staggered = Can have only a portion of the board up for election each year
· Determined by bylaws or charter
· Classified = Everyones up for election every year
Straight Voting vs. Cumulative Voting
· Straight Voting = The number of votes the shareholder has is accorded to each slot that is up for election/being voted on
· Cumulative Voting = Each shareholder's # of votes is multiplied by the number of director positions up for election and the shareholder can split their votes any way they like.
· Cumulative ends up being more fair
· In Delaware can decide to do either one but must put it in the charter
· In California you must do cumulative unless you are a publicly traded company
Plurality Voting vs. Majority Voting
· Plurality - The people with the most votes win. 12 seats, nominate 12 directors, they all win. Professor says its a scam.
· Majority Voting - Need to get majority of people to vote for you
Voting for Directors vs. Filling Vacancies
· If you are trying to elect a director and are not doing it at the annual meeting, you need unanimous written consent by the shareholders
· For filling a vacant seat, do not need unanimity
· It is a little easier to fill a vacancy
Removing Directors
Auer v. Dressel
Facts: Plaintiffs owned a majority of Class A stock. They brought an action for an order to compel the President of the Corporation to call a special meeting to do three things. (1) Endorse Joseph Auer and demand his restatement. (2) Amend bylaws/articles so vacancies are filled only by shareholders. (3) Remove and replace 4 class A directors for cause.
Despite the Corporation's article of incorporation stating that they are allowed to call such a meeting, the president refused to call the meeting. Holding: Shareholders do have the right to make these proposals. (1) is ok.
(2) Shareholders have the inherent power to remove directors for cause and change bylaws (but not charter). (3) Class A shareholders can remove and replace Class A directors.
Note: Shareholders can remove directors with or without cause, but there are exceptions to voting someone out without cause:
· Staggered - Board can only vote out those whose terms are expiring
· Classified Board - Can't vote out a director without cause
· Cumulative Voting - Can't vote out a director who was put in place by cumulative voting
· Note: Can always remove a director for cause.
Blasius v. Atlas Corp
Facts: Blasius is a shareholder insurgent. They come up with a plan to increase the board size and pack Atlas's board with its own nominees. The board has 7 directors, Blasius sees that the charter says they can have 15 directors, so Blasius plans to add 8 new seats and pack in 8 new directors, giving them control of the board. Atlas catches wind of this and quickly elects two new board members, thwarting Blasius's plan of stealing the majority.
Holding: The boards actions constituted an unintended violation of the duty of loyalty that the board owed to its shareholders. The blocking of the shareholder director vote was not proper, "Shareholders are entitled to employ mechanisms provided by corporation law."
Amendments to the Charter and Bylaws
MBCA: Amendments to the charter:
1. Must be adopted by the board of directors, AND
2. Be approved by a majority of the votes of the shareholders present
Note: Delaware has same idea
MBCA: Modifying Bylaws:
Shareholders and Directors may amend or repeal bylaws but directors cannot do so if the change is pertaining to director election or if the bylaws prohibit.
DGCL: Modifying Bylaws:
Shareholders can adopt, amend, or repeal bylaws and directors can have the same power if the charter allows.
Odds and ends, such as precatory measures
Rule 14(a)-8 Allows qualifying shareholders to put a proposal before their fellow shareholders
· Allows the shareholder to have proxies solicited in favor of the proposals in the company's proxy statement
· Expense is borne by the corporation
· Note: These are "friendly recommendations".
Standing
Old Rule: Must own 1% or $2,000 (whichever is less) of securities for at
least one year prior to the date the proposal is submitted.
New Rule: $2,000 owned for 3 yrs; $15,000 for 2 yrs; $25,000 for 1 yr
Note: To determine how much money your stock is worth, take the highest price in the last 60 days.
Timing
Must be submitted at least 120 days before the date on which proxy materials were mailed for the previous year's annual shareholder meeting
Length
Proposal plus supporting statement cannot exceed 500 words
Exclusions (SLOPE VVN)
Corporations can choose to exclude your proposal if:
1. The proposal is not a proper Subject of action for shareholders
2. Implementing would Violate law
3. Implementing would Violate proxy rules
4. Proposal involves Personal grievance or special interest
5. Proposal is Not relevant to firm's operations
6. Company Lacks power to implement
7. Proposal deals with company's Ordinary business operations
8. Relates to Electing Directors
Note: Corporation must include the proposal unless they can prove to the SEC that it should be excluded for one of the above reasons. If SEC determines the proposal can be excluded, they issue a no-action letter. If the SEC determines the proposal should be included, they notify the issuer of possible enforcement action if the proposal is excluded.
Lovenheim v. Iroquois Brands
Facts: Lovenheim (P) has a resolution about force-feeding geese. Wants Iroquois to investigate whether their supplier is force feeding geese. D refused arguing that this proposal should be excused on the basis of reason (5) - "Not relevant to firm's operations". D argues that their foie gras business makes up less than 0.5% of their assets.
Holding: The meaning of significantly related is not limited to economic significance. In light of the ethical and social significance of P's proposal, P prevails. P's proposal shall be voted on.
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Selling of securities is regulated by Federal Law
Federal Securities Statutes
· Securities Act of 1933
· Regulates the public offering of new securities
· Requires disclosure at the time of public offering
· Key section:
· §5 regulates offering procedure
· Securities Exchange Act of 1934
· Regulates trading activity
· Ongoing disclosure required
· Key sections
· §10(b) No fraud
· §14(a) Proxy Contests
· §16 Insider Trading
Exchange Act §10(b)
"It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange ..
· To use or employ any manipulative or deceptive device in contravention of such rules as the commission may prescribe."
"Essentially saying its illegal to commit fraud or be deceptive in the context of complying with the commission rule"
Rule §10(b)(5)
"It shall be unlawful for any person ...
· To employ any device, scheme, or article to defraud
· To make any untrue statement of a material fact
· To engage in any act which would operate as a fraud or deceit"
Note: Put simply - it compels honest and full-disclosure in all securities-
related communications
Note: Action can be brought by government or private parties
Securities Fraud under 10(b)(5)
Elements:
· (1) Material misrepresentation or omission
· "Substantial likelihood that a reasonable shareholder would consider the fact important
· (2) Scienter
· State of mind required = "Intent to deceive, manipulate, or defraud"
· (3) Reliance
· Fraud on the Market Theory - If you tell the market something and the price goes up, we will assume that they relied.
· It is like putting red dye in a pool. Everyone who sips it relied on the lie.
· (4) Causation
· You have standing if you bought high and sold low
Insider Trading Prohibition of Rule 10(b)(5)
Early Insider Trading Cases
Cady Roberts
Facts: World thinks Curtis-Wright is going to do well, insider finds out they're going to cut dividend, insider tells his office that Curtis-Wright is cutting dividend, someone at office hears the news, sells the stock, and makes a profit.
Holding: This is the first time where the law says insider trading is illegal. When insiders have MNPI they must "disclose or abstain"
Texas Gulph Sulphur
Facts: Corporation drills for materials, they find a profitable area and buy all the land from the farmers that own it. Insiders start buying stock, the corporation reveals the good news and the stock triples. SEC brought charges.
Holding: Court holds that the when the corporation publicly announces the
good news is subject to the BJR. The insiders who purchased shares violated the 10(b)(5) "Disclose or Abstain" Rule. But held that the corporation had no duty to disclose the valuable material to the farmers they were buying land from.
A Transaction is Illegal Insider Trading If:
· Classical Insider Trading
· A fiduciary trades in shares of his or her own firm, based on information gained as a fiduciary, or
· Tipper/Tippee Liability (Rule 10(b)(5)), or
· Misappropriation theory (Rule 10(b)(5)), or
· Statutory Insider Trading (Section 16 of '34 Act)
Classical Insider Trading
Chiarella v. U.S.
Facts: Chiarella is an employee of a print shop. He is able to deduce from some papers that he is printing that a company acquisition was going to happen, and uses this information to make $30,000 on the stock market. He was investigated, forced to disgorge is profits and was indicted.
Holding: Violation of 10(b)(5) occurs only if informed trader owed a duty to the corporation or shareholders of the firm whose stock he traded in. Since Chiarella was not a fiduciary, he did not violate any laws. "One who fails to disclose material information prior to trading commits fraud only when is under a duty to do so."
Tipper/Tippee Liability
· Tipper - One who gives information
· Tippee - One who recieves information
Dirks v. SEC
Facts: Dirks worked as an investment analysis, he received information from Secrist about a corporation called EFA. Secrist told Dirks that there
was some fraud going on at EFA and urged Dirks to investigate. Dirks investigated and throughout the investigation openly disclosed the investigations to clients, although Dirks did not own stock in EFA, his clients did. During the investigation, the stock price plummeted and SEC investigated D and censured him.
Issue: Did Dirks inherit Secrist's "disclose or abstain duty" by being a tippee?
Holding: No. For tippee to inherit such a duty, two things must happen:
1. Tipper must flunk "Personal Benefit" Test AND
2. Tippee must know or have reason to know of breach
Personal Benefit:
· Monetary Gain
· Reputational Gain
· Quid Pro Quo
· Tip a family member of friend
· Does not include desire to provide a public good.
Constructive Insider
Someone is a constructive insider where they:
1. Obtain MNPI from the issuer with
2. An expectation on the part of the corporation that the outsider will keep the disclosed information confidential and
3. The relationship at least implies such a duty
Regulation FD
Restricts selective disclosure of MNPI even by someone working on behalf of a public corporation.
· Intentional disclosures must be disseminated simultaneously; unintentional disclosures within 24 hours or start of next trading day on NYSE
· Enforcement only by SEC (no private action)
Misappropriation theory
A person trusted to keep something confidential, who then acts on that confidential information, is guilty of misappropriation theory.
U.S. v. O'Hagan
Facts: O'Hagan is a constructive insider. He needs money fast so buys a bunch of options in Pillsbury because he knows it is going to go up.
Holding: Although O'Hagan was not a fiduciary of Pillsbury, he is still found liable under "misappropriation theory". The misappropriation theory premises liability on a fiduciary-turned trader's deception of those who entrusted him with access to confidential information.
How this aligns with 10(b)(5)
· 10(b)(5) prohibits "deception" by trader "in connection with with purchase/sale of securities".
· Here the "deception" was the failure to disclose; the purchasing of options was "in connection with the purchase/sale of securities".
Rule 10(b)(5)(2)
Provides a nonexclusive list of 3 situations in which a person has a duty of trust or confidence for the purpose of misappropriation theory:
1. Whenever a person agrees to maintain information in confidence;
2. Whenever people have a history of sharing secrets such that the recipient knows or should know they're expected to maintain confidentiality; or
3. Whenever the information is obtained from a spouse, parent, child or sibling, unless recipient shows that history, patten or practice indicates no expectation of confidentiality
Rule 10(b)(5)(1)
· Allows people to execute pre-planned transaction, and acts an an affirmative defense to insider trading
· Useful for people presumed to have inside information like officers or directors
· Still need to comply with Section 16 of '34 Act
Rule 14e-3
· Prohibits insider trading during a tender offer
· The only person with MNPI who can trade securities is the bidder
Statutory Insider Trading
· Sourced from Section 16 of '34 Act
· Section 16(a):
· If own over 10% or are a director or officer (statutory Insider), then must report ownership stake and changes to SEC
· Officer: includes president, CFO, Chief accounting officers, VPs of principal business units and any person with significant policymaking function"
· Section 16(b):
· Statutory Insider profits from a purchase and sale or sale and purchase within six months are recoverable by the firm
· Intent is irrelevant
· Will compute profit in a way that produces maximum possible number
· Note: All of this can be avoided by waiting 6 months after purchasing stock to sell
Section 16(b) Step-by-Step
· First, determine whether company is public.
· Next, determine whether the defendant is a director/officer, or beneficial owner of the company
· Director/Officer - You can match any transaction within 6 months wile in position
· 
Beneficial Owner - Only if she owned more than 10% both at the time of the purchase and of the sale
· Finally, determine if you can match any purchase and sale within a 6- month period that yields profits
· Either by buying low and selling high; or
· Selling high and buying low
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Voluntary Dissolution:
· Board submits and and shareholders vote on proposal to disolve
· Submit Articles of Dissolution to State
· Can only carry on to wind up
Involuntary Dissolution:
· If there is deadlock

