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AGENCY
1. Who is an agent?
a. Legal standard to create agency relationship

i. Manifestation of consent by principal

ii. Consent by agent

b. Restatement § 1:  Consent to act as an agent

i. “On principal’s behalf”

ii. “Subject to principal’s control”

iii. “Agent’s consent to so act”

c. If agency relationship is shown, principal can be found liable to 3rd party for agent’s negligent actions.

i. Groton v. Doty
Facts:  D teacher at local high school lends football coach his car to drive players to game at rival high school.  P football player is injured while riding to the game in D’s car with coach at the wheel.  Was football coach an agent of D while driving her car b/t high schools?

Holding:  Where one undertakes to transact some business or manage some affair for another by authority and on account of the latter, the relationship of principal and agent arises.  D offered her car for the purpose of riving to the school.  K is not necessary to find principal/agent relationship here.
1. Elements of Rest § 1 here:

a. “On her behalf” – she wanted the coach to drive the car b/c getting the players to the game benefits the school. 

b. “Subject to her control” – she required driver to be coach, so controlled driver of car.

c. “Agent’s consent to so act” – coach agreed and performed the act. (implicit/explicit)

d. The formal separation between 2 companies can be disregarded when one company acts as an agent for the other, even when the agent doesn’t formally have the power to control the decisions of the other entity.

i. Policy:   Normally, courts are reluctant to find principal/agent relationships b/c they don’t want to inhibit creditor/debtor relationships.  Also, corporate law tends to respect formalities & choice of form by individual corporations.

ii. A. Gay Jenson Farms Co. v. Cargill
Facts:  Warren was supposed to buy grain & pay farmers, but didn’t.  Cargill financed Warren (loaned money for working capital to Warren).  Warren in turn provided Cargill w/ annual financial statements, Cargill kept books for Warren, Cargill given right of access to Warren’s books, Warren can’t make capital improvements or declare dividend or sell/purchase stock w/o Cargill’s consent, etc.  Did Cargill, by its course of dealing w/ Warren, become L as a principal on Ks made by Warren w/ P farmers?

Holding:  3 elements found here: 1) Cargill directed Warren to implement its recommendations and manifested consent to Warren’s agency, 2) Warren acted on behalf of Cargill in operations, 3) Cargill interfered w/ Warren’s internal affairs, exhibiting control over Warren.

1. Manifestation of consent by Cargill that Warren will act (agency analysis):

a. On Cargill’s behalf ( by procuring the grain for Cargill as part of its ordinary business operations, which were financed by Cargill.  Cargill is giving the money and also getting something in return.

b. Subject to Cargill’s control ( directing Warren to implement its operations, controlling end result & interfering w/ their operations

c.  (Court doesn’t really talk about Warren’s consent to so act)

iii. Rest § 14O – When does a creditor become a principal? 

1. Creditor becomes a principal at the point at which it assumes de facto control over the conduct of the debtor.

a. 9 factors re control – get them

iv. Rest § 14K – Suppliers and agency

1. 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.
2. Liability of Principal to Third Parties in Contract

a. AUTHORITY to act

i. Rest § 144 – Principal’s liability in contract

1. A principal “is subject to liability upon contracts made by an agent acting w/in his authority if made in proper form and with the understanding that the principal is a party.”

ii. Actual authority – requires “manifestation of consent” from the principal to the agent.
1. “Manifestation of consent” = created by written or spoken words or other conduct of the principal which, reasonably interpreted, causes the agent to believe that the principal desires him to so act on the principal’s account.

2. 2 kinds:

a. Actual express – the agent had the express authority to do something (was told to do it).

b. Actual implied – actual authority circumstantially proven, intended by principal.  Highly contextual, often depending on prior practices or industry customs.

i. Mill Street Church of Christ v. Hogan
Facts:  Bill Hogan hired to paint church.  Had hired Sam, brother, in past.  Bill hired Sam again, but Elders of church did not know.  Sam broke his leg during painting job.  Sam files claim under Worker’s Compensation Act.  Did Bill (agent) have implied authority to hire Sam?
Holding:  Bill had implied authority to hire Sam.  Conversation b/t Bill and Elder indicated that Bill could hire whomever he wanted to help w/ the project.  Also, Bill had been given the authority to hire Sam in the past.

1. Would have been different if Bill had been restricted to hiring one person (not Sam) as assistant.  Also job was type that needed 2 people.

iii. Apparent authority – “the power to affect the legal relations of another person by transactions with 3rd persons, professedly as an agent for the other, arising from and in accordance with the other’s manifestations to such 3rd persons.  (The act of putting agent in such a position that leads 3rd party to reasonably believe agent has authority.)

1. Another def.: “an agent has apparent authority to bind the principal when the principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise.” (370 Corp.)

2. There has to be some type of interaction b/t the principal and the 3rd party, b/c this type of authority depends on the principal’s act.
3. Ask:

a. Did the principal act in a manner that caused 3rd party to believe that agent had authority?

b. Was 3rd party justified in assuming that agent had authority?

4. Lind v. Schenley Industries
Facts:  Lind informed by P&T’s VP Herrfeldt that he would be assistant to Kaufman in NY.  Was promised 1% commission, but doesn’t get it.  Lind sues P&T as principal.  Did Herrfeldt/Kaufman have authority to promise commission?

Holding:  There seems to have been apparent authority for Herrfeldt to make this representation to Lind, and then Herrfeldt probably had the apparent/actual authority to cloak Kaufman in authority to represent the commission to Lind.  So, P&T caused Lind to believe that Kaufman had authority to offer him the commission, and Lind was justified in assuming Kaufman had the authority to make the offer.  Principal’s action of telling Lind that he should speak to Kaufman about the commission could reasonably be interpreted to mean that Kaufman has authority.  

a. Possible solution: D could have explicitly stated in employee manual who had authority and who did not, or could show that belief in Kaufman’s authority was unreasonable.

b. Note – it’s not enough for Kaufman to say that he has the authority to do something; co. has to hold him out as having that authority.  Also, you have to give specific proof of authority/power.

5. 370 Leasing Corp. v. Ampex Corp.
Facts:  370 (Joyce) sues Ampex for breach of K.  370 wanted to buy computer memory from Ampex.  Kays (sales rep for Ampex) sent Joyce document (Nov. 6 letter) providing for purchase of memory w/ 2 signature blocks, 1 for Joyce and 1 for Ampex.  Joyce signs letter.  Then Kays sends letter to Joyce (Nov. 17 letter) confirming delivery dates for memory units.  Did Kays have authority to promise delivery of memory units, meaning purchase K is enforceable as to 370?

Holding:  Nov. 6 letter was at most offer to sell, b/c no meeting of minds and Ampex didn’t sign.  But, Nov. 17 letter can be interpreted as acceptance of offer b/c Kays had apparent authority to accept Joyce’s offer on Ampex’s behalf.  Kays’ superior had confirmed that Joyce asked that all business be handled through Kays.  Also, was reasonable to presume Kays had authority b/c is reasonable for 3rd parties to presume that one employed as a salesman has authority to bind his employer to sell.

a. Note – manifestation of apparent authority doesn’t nec have to be a positive action; can also be an omission from which a person may reasonably make an inference.

iv. Inherent authority –the power of an agent which is derived not from authority, apparent authority, or estoppel, but solely from the agency relation and exists for the protection of person harmed by or dealing with a servant or other agent.

1. This is a catch-all provision to use when other forms of agency won’t work.

2. Use inherent authority when 3rd party reasonably believed that agent had the authority to take the action relied upon, but none of the other elements are there (principal didn’t hold out agent as having authority, and there were explicit instructions not to take action taken, for ex.).

3. Classic cases:

a. Undisclosed Principles

i. Watteau v. Fenwick 
Facts:  Humble sold brewery to D’s, but stayed on as manager, even though the brewery was under new ownership, so it looked to the customers as if nothing had changed.  Humble didn’t have the authority to buy goods except ales and mineral waters, but he bought some stuff he wasn’t supposed to buy on credit, then disappears.  Can D’s be L for Humble’s purchases?

Holding:  Principal is L for all the acts of the agent which are w/in the authority usually confided to an agent of that character, notwithstanding limitations, as between the principal and the agent, put upon that authority.  Would be unfair for secret limitation to prevail over reasonable expectations of buyer.
1. No actual authority b/c he was explicitly not allowed to do this.  Also, no apparent authority b/c manifestation didn’t come from principal (3rd party actually thought Humble owned pub still).

2. Policy rationales:

a. Principal was in the position to let lender know that Humble was no longer owner.  

b. Principal was least cost-avoider – would be easiest for them to make known that Humble was not owner anymore.  Led lender to think otherwise by omission.

3. Scope of agent’s authority?

a. “principal L for all the acts . . . w/in the authority usually confided to an agent of that character.”

b. Rest § 195: “agent enters into transactions usual in such business and on the principal’s account.”

ii. Contrast: Disclosed Principals
1. Kidd v. Thomas A. Edison, Inc.
Facts:  Fuller made K w/ P to sing during “tone test” recitals.  P says she was promised a full singing tour.  Maxwell entrusted Fuller particularly the matters connected w/ the arranging of “tone test recitals.”  Did Fuller have the authority to make this K?

Holding:  Usually, an agent (like Fuller) is selected to engage singers for music recitals w/o this unusual limitation.  Would be natural to surmise that Fuller could engage singers upon similar terms to those upon which singers for recitals are generally engaged.  Makes no difference that the agent was disregarding his principal’s directions, secret or otherwise, so long as he continues in that larger field measured by the general scope of the business entrusted to his care.  
a. NO implied authority – explicit instructions not to book a singing tour

b. NO implied apparent authority – no manifestation from the P, and no holding out by the P.

i. But, should putting Fuller in the position to make a representation be enough for “holding out”?

b. Agents exceeding their authority

i. Nogales Service Center v. Atlantic Richfield Co.
Facts:  Tucker (rep from ARCO) made oral agreement w/ NSC for construction of motel and restaurant at truck stop, for lending more money for facilities, and for discount in fuel.  ARCO says Tucker had no authority to make this agreement.  NSC sues ARCO for breach of K.

Holding:  Tucker was “general agent” authorized to conduct a series of transactions involving a continuity of service.  Principal can be L if K made by general agent is of a kind usually made by such agents, although he had been forbidden to make.  Although Tucker didn’t have authority to grant the discount, he had authority to grant certain discounts and make that type of deal.
1. 3 types of situations in which inherent authority exists (Rest § 8A):

a. When general agent does something similar to what he is authorized to do but in violation of orders (THIS CASE)

b. When agent acts purely for his own purposes in entering into a transaction which would be authorized otherwise

c. When agent is authorized to dispose of goods but does it improperly

2. In this case, P has to prove:

a. Tucker is a general agent

b. Discount promised is the sort of thing that would usually accompany or is incidental to transactions which the general agent is authorized to conduct

c. P (3rd party) reasonably believed Tucker had authority

i. DO NOT need to show ARCO manifested Tucker’s authority

3. Rest § 161 – “General Agents”

a. “A general agent for a disclosed or partially disclosed principal subjects his principal to L for acts done on his account which usually accompany or are incidental to transactions which the agent is authorized to conduct if, although they are forbidden by the principal, the other party reasonably believes that the agent is authorized to do them and has no notice that he is not so authorized.”

b. RATIFICATION
i. Def:  The affirmance by a person of a prior act which did not bind him but which was (professedly) done on his account.  Requires acceptance of the results of act with intent to ratify and full knowledge of the material consequences.  

1. Use when agent acts w/o authority (of any kind) and there is no grounds for estoppel (so principal can only be bound if he ratified the K).

2. Ratification requires:

a. Valid affirmation by principal,

i. Affirmation:

1. Acceptance of results – express or implied.

2. Principal must know or have reason to know all material facts and consequences

3. Principal must intend to ratify

b. To which the law will give effect.

3. Will be denied legal effect where necessary to protect the rights of innocent 3rd parties.

ii. Botticello v. Stefanovicz
Facts:  Mary and Walter had land as tenants in common.  P and Walter made an informal agreement to lease the land w/ an option to buy for $85K w/o Mary involved.  P then took possession of the land and tried to exercise his option to buy.  Is option agreement enforceable b/c Walter was Mary’s agent?

Holding:  

1. Authority analysis:  Marital status cannot in and of itself prove an agency relationship/authority.  Also, Walter never signed any documents as agent for Mary prior to this, so authority can’t be implied.

2. Ratification analysis:  Just b/c Mary saw P occupying the land doesn’t mean she had ratified the agreement.  Also, her reception of the benefits (rent payments) isn’t enough by itself –the other requisites for ratification must first be present.  Fact that the principal receives proceeds of agreement cannot make him a per se party to it.
a. Not enough information to find that Mary knew the specifics of the K.  Shows importance of knowledge of material facts.  

i. Sometimes can find apparent authority in these cases.

c. ESTOPPEL
i. Def:  Act or omission (intentional or negligent) that creates the appearance of authority.

1. Requires reasonable belief by the 3rd party

2. Requires reliance/change in position by 3rd party

a. 3rd party has to affirmatively act in reliance

3. Use doctrine of estoppel when there’s no manifestation of authority in the person at all, and no agency relationship can be shown.

ii. Hoddeson v. Koos Bros.
Facts:  Old woman wants to buy mirror at store.  Gives money to guy in store to pay, but mirror is never delivered.  No salesman identified.  Did random guy have apparent authority to take the $ from old woman?

Holding:  For apparent authority to be proven, the appearance of authority must be shown to have been created by the manifestations of the alleged principal, and not just by actions of the agent.  But, P can rely on estoppel theory – “the duty of the proprietor also encircles the exercise of reasonable care and vigilance to protect the customer from loss occasioned by the deceptions of an apparent salesman.”

1. This case’s definition of estoppel:  Where a proprietor of a place of business by his dereliction of duty enables one who is not his agent conspicuously to act as such and ostensibly to transact the proprietor’s business w/ a patron in the establishment, and a reasonable person would believe the imposter was the proprietor’s agent, the law will not permit the proprietor to defensively avail himself of the impostor’s lack of authority and escape L for P’s loss.

2. So, on remand, what will P have to prove to establish estoppel?

a. Acts or omissions by the principal, either intentional or negligent, which create the appearance of authority in the purported agent.

b. The 3rd party reasonably and in good faith acts in reliance on such appearance of authority

c. The 3rd party changed its position in reliance upon appearance of authority.

3. Liability of Agent to Third Parties in Contract
a. Disclosed principals – If agent tells 3rd party who the principal is, agent is usually not liable on the K.

i. Exceptions:

1. Clear intent of all parties that agent be bound by K {written into K}

2. Agent made the K but without authority {principal can still be sued}

a. Depending on facts, can sometimes have a cause of action against the agent for:

i. Fraud

ii. Implied warranty of authority

b. Undisclosed principals/partially disclosed principals – Agent is treated as though a party to the K, and 3rd party must elect whom to sue.

i. Partially disclosed principal case

1. Atlantic Salmon A/S v. Curran
Facts:  D conducted business w/ P exporters of salmon under name “Boston International Seafood Exchange” as co. treasurer.  D was actually president of “Marketing Designs,” motor vehicle seller.  Did D have duty to disclose ID of partially disclosed principal?

Holding:  It’s the agent’s duty to fully disclose the identity of his principal if it is a partially disclosed principal, not the duty of the 3rd party to find out with whom they are transacting.  Insufficient that P’s could have found out the ID of the principal – actual knowledge is the test.   P’s here did not have the knowledge.  Also, D’s use of fictitious names under which he conducted business while at Marketing Designs was not sufficient ID of principal.

a. Definition - Rest § 4(2): “If the other party [to a transaction] has notice that the agent is or may be acting for a principal but has no notice of the principal’s identity, the principal for whom the agent is acting is a partially disclosed principal.”

b. Concern about letting businesses have fictitious names – don’t want names to be a veil for a different corporation

4. Liability of Principal to Third Parties in Tort 

a. Two theories.

i. Master-Servant Relationship [Employee/Employer]

1. Exists where the servant has agreed…

a. To work on behalf of the master, and 

b. To be subject to the master’s control or right to control the “physical conduct” of the servant (the manner in which the job is performed, as opposed to the result alone).

2. Master is liable for servant’s torts committed in the scope of his employment

ii. Independent Contractor
1. 2 types

a. Agent – agreed to act on behalf of principal, but NOT subject to principal’s control over “physical conduct,” or principal has MUCH LESS control over this aspect.

b. Non-agent – operates independently and simply enters into arm’s length contracts w/ others.

2. Principal is generally NOT liable for the torts of an independent contractor

a. Independent contractor’s performance of the task is NOT subject to the principal’s consent

i. Principal sets forth the desired result and does not have the right to tell the agent how to accomplish the result


	Archaic
	Servant
	Independent Contractor (agent-type)
	Independent Contractor (non-agent)

	Modern
	Employee


	Non-servant agent

Subject to limited control by P with respect to the chosen result

Has power to act on P’s behalf


	Non-agent independent contractor

Perhaps less control on P’s part but NO power to act on P’s behalf



	Res 3rd
	Employee
	Non-employee agent 
	Non-agent service provider

	Level of Liability
	P liable if A within scope of employment
	P NOT liable except in special circumstances
	P is NOT liable in agency law


	Traditional Term
	Modern Term (Rest 3d)
	P controls/has the right to control physical conduct
	P controls/has the right to control results
	A has power to act on P’s behalf
	P’s Liability in Torts

	Servant
	Employee
	√
	√
	√
	P liable if A was w/in the scope of employment

	Independent Contractor (agent-type)
	Non-Employee Agent
	X
	√
	√
	P not liable except in special cases

	Independent Contractor (non-agent)
	Non-Agent Service Provider
	X
	X
	X
	P not liable (in agency law)


b. Flowchart
i. Is A an agent of P?

1. YES ( Is A a servant of P or an independent contractor?
a. Servant – Was the tort committed w/in the scope of A’s employment?
i. YES ( P is liable for A’s tort [§ 219(1)]
1. § 219(1) – “A master is subject to L for the torts of his servants committed while acting in the scope of employment.”
ii. NO ( Master not subject to L for torts of servants acting outside scope of their employment unless … Does the situation fall into an exception?

1. Exceptions [§ 219(2)]
a. Master intended the conduct or consequences, or
b. Master was negligent or reckless
c. Conduct violated a non-delegable duty of the master, or
d. The servant purported to act/speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by existence of agency relation.
2. YES ( P is liable for A’s tort.
3. NO ( P is NOT liable in agency for A’s tort
b. Independent Contractor – Does the situation fall into an exception?
i. Yes ( P is liable for A’s tort
1. Exceptions:
a. Principal retains control over aspect of activity in which tort occurs
b. Principal employs incompetent IC
c. Performance of task in inherently dangerous
d. Duty is non-delegable
ii. No ( P is NOT liable in agency law for A’s tort
1. P is not liable except in special cases for agent independent contractor
2. P is not liable in agency law at all for non-agent independent contractor
2. NO ( P is NOT liable in agency law for A’s tort.
c. Justifications for Imposing Liability on Principal

i. Incentive to prepare employees (screening, training, etc.)

ii. Ethical notions of responsibility

iii. Deep pockets/making injured party whole

iv. Risk spreading

v. Mitigate likelihood of future injuries by creating incentives for an efficient level of care

d. Apparent Agency
i. General rule: § 267 – Principal may be held vicariously liable for harm caused by lack of care or skill of its apparent servant if it

1. Represents that another is his servant or agent;

2. Causes a 3rd person to justifiably rely upon the care or skill of such apparent agency.

ii. Why use apparent agency?

1. A principal won’t generally authorize negligence.  Therefore, usually have to rely on apparent agency instead of regular agency.

2. Can’t use apparent authority in negligence situations b/c there’s no contract/transaction authorized by the principal.

iii. Miller v. McDonald’s Corp.
Facts:  P bit into a sapphire while eating a Big Mac purchased at McDonald’s.  McD’s franchise was owned and operated by 3K Restaurants.  Did McD’s have enough control over method of 3K’s performance to create L?

Holding:  There was enough to create apparent agency here.  Agreement b/t 3K and McD’s required 3K to use precise methods established by McD’s, and D enforced the use of those methods by regularly sending inspectors, etc.  McD’s could therefore control 3K and caused P’s injuries.  Centrally imposed uniformity (it looked like a normal McD’s) might have caused justifiable reliance on McD’s by P, and BOP shouldn’t be on P to show reliance on McD’s reputation here.  Issue of apparent agency involves the impression that the D created and the justifiable reliance by P on that impression.
1. Principal has to hold out to public that franchise is its agent.  This happened here b/c it appeared to be a McD’s.  P reasonably relied on that assertion.

e. Factual determinations:  Is employee a servant?

i. Yes, when strict system of financial control and supervision.

1. Humble Oil & Refining Co. v. Martin
Facts:  Mrs. Love left her car at filling station; it rolled off the premises and struck the Martins.  Humble argues that he is not L for the accident b/c the station was operated by an independent contractor and no via master-servant relationship.  Was there evidence of Humble’s control, making this master-servant?

Holding:  There was a strict system of financial control and supervision by Humble.  Employee has little/no business discretion, hours of operation were controlled by Humble, agency agreement was terminable at the will of Humble, agreement required employee to do anything Humble asked him to do, etc.

ii. No, when insufficient control over day-to-day operations.

1. Hoover v. Sun Oil Co.
Facts:  Sunoco service station operator accidentally starts a fire in the back of P’s car while filling it w/ gas.  Sunoco argues not L b/c operator is independent contractor.  P argues that operator was acting as Sunoco’s agent, making Sunoco L.  Sufficient control over operator’s operations by Sunoco to make this a master-servant relationship?

Holding:  Operator’s station advertised Sunoco products, he attended Sun school for service station operators, each had a mutual interest in the success of the business.  However, b/c Sunoco had no control over the details of operator’s day-to-day operations, no L for Sunoco for negligent acts.

iii. Comparing Humble and Hoover:



	Red = more control ( servant

Green = less control ( contractor
	Humble Oil
	Sun Oil

	Rent 
	P was paying the rent. (franchise owner paying the rent in both cases).  Produces less risk for the service station (employee).  Volume based.
	Proprietor was paying the rent, but with min and max cap.  Makes seem more like independent contractor for Sun Oil.  Volume based.

	Operator’s Compensation
	??
	Barone has “overall risk of profit and loss”

	Utility Bills
	¾ of the utility bills paid by principal for the service station
	Sun did not do this for the service station.  Utility bills largely related to the operation of day to day activities, that’s why it might have played a part in the case.

	Written Reports
	As required by Humble (goes directly to control)
	No written reports (very little control)

	Hours of Operation
	“Controlled by Humble”
	Set by Barone

	Subordinate employees
	Schneider pays and directs; contract “expressly repudiates any authority of Humble:
	Barone in control

	Duration
	Terminable at will
	Terminable on 30 days notice

	Appearances
	??
	Sun Oil’s signs and uniforms

	Supervision/Training
	K requires Schneider to perform duties as required by Humble
	Sun Oil school, inspections, advice (Barone free to ignore)


iv. § 220 – Definition of Servant (corresponds to above considerations)

1. A servant is a person employed to perform services in the affairs of another and who, w/ respect to physical conduct and performance of services, is subject to principal’s control/right to control.

2. In determining whether someone is a servant or an independent contractor, the following factors are considered:

a. P’s control over details of work

b. Whether the employee is engaged in a distinct occupation or business

c. Kind of occupation, the locality, and the work usually done under the direction of the employer w/o supervision

d. Skill required in particular occupation

i. High skill ( contractor

ii. Low skill ( employee

e. Whether P supplies instrumentalities, tools, and place of work,

f. Length of time person is employed

g. Method of payment (by time or by job)

i. Time ( employee

ii. Job ( contractor

h. Whether work is part of regular business of employer

i. Whether parties intended to create master-servant relationship

j. Whether principal is in same business

f. Determining Scope of Employment (implies L in master-servant relationships)

i. General Rule

1. Rest § 228(1):  A’s conduct is within the scope of employment if:

a. It is of the kind A is employed to perform;

b. It occurs substantially w/in the authorized time and space limits (if not, it is a “frolic and detour”);

c. It is actuated, at least in part, by a purpose to serve the principal;

d. If force is intentionally used by the agent against another, the use of force is not unexpectable by the principal.

2. Rest § 229(1):  “To be within the scope of the employment, conduct must be of the same general nature as that authorized, or incidental to the conduct authorized.”

a. (2) Factors to be considered

i. Whether or not the act is one commonly done by such employees

ii. The time, place, and purpose of the act

iii. The previous relations b/t master and servant

iv. The extent to which the business of the master is apportioned b/t different servants

v. Whether or not the act is outside the enterprise of the master or, if within the enterprise, has not been entrusted to any servant

vi. Whether or not the master has reason to expect that such an act will be done

vii. The similarity in quality of the act done to the act authorized

viii. Whether or not the instrumentality by which the harm is done has been furnished by the master to the servant

ix. The extent of departure from the normal method of accomplishing authorized result

x. Whether or not the act is seriously criminal

3. An act may be within the scope of employment EVEN IF it is:

a. Forbidden or done in a forbidden manner (§ 230)

i. “A master cannot direct a servant to accomplish a result and anticipate that he will always use the means which he directs or will refrain from acts which is it natural to expect that servants may do.”

b. Consciously criminal or tortious [not per se excluded from scope of empl] (§ 231)

ii. Courts put a high bar on what can be considered a “frolic and detour.”

1. Clover v. Snowbird Ski Resort
Facts:  Chef skied b/t parts of the ski resort.  One day, took four extra runs and went over a lift and landed on someone.  He took the reckless jump on the way to the restaurant before work.
Holding:  USSC thought that a jury could reasonably find that chef had resumed his employment and that his deviation was not substantial enough to constitute a total abandonment of his employment.
a. Arg for this being “scope of empl.” – he was already authorized to ski b/t restaurants (season pass) and he was on his way to work, therefore might have been “authorized time and space limits.”

b. Arg against this being “scope of empl.” – this was “frolic and detour” b/c not direct route between parts of the resort, but rather was for his own fun.

iii. “Purpose to serve the master” (§ 228(1)) can be replaced by J. Friendly’s “foreseeability test.”

1. Bushey v. US
Facts:  Drunk coast guard turns some dials that open some valves that make ship being serviced sink and damage drydock.  Is principal liable for coast guard’s acts, even though they are not strictly “for the purpose to serve the master” (Rest § 228(1))?
Holding:  There was no “purpose to serve the master” here – turning the valves negligently was not something that would serve the government.  So, no L under § 228(1).  Shows “motive test” is inadequate – Lane’s conduct was NOT so unforeseeable as to make it unfair to charge the govt w/ responsibility.  Foreseeable that crew members crossing the drydock might do damage – this is enough to make it fair that the govt bear the loss.
a. Judge Friendly’s “Foreseeability Test”

i. If some harm is foreseeable, the principal is L even if that particular harm was unforeseeable.

ii. The conduct must relate to the employment.

b. Economic approach

i. US may be “least cost avoider”

1. But, this approach can be difficult for courts to assess.

iv. But some courts still use “purpose to serve the master” test.  “Purpose to serve the master” can include intentional torts.  Courts can tend to go far in finding a purpose to serve the master.

1. Manning v. Grimsley
Facts:  Orioles pitcher warming up in bullpen and throws a fastball at hecklers, injuring P.  Can intentional torts be of the nature of activities A is employed to perform and actuated to serve the P?

Holding:  Yes ( question should go to the jury.  The action could have been actuated by a purpose to serve the Orioles if he thought that the heckling was interfering w/ his work, and he was attempting to make the heckling stop so he could do his job.

a. But, there must be some point at which the conduct will be so far from that reasonably construed to serve the master that a court will find it outside the scope of employment.

2. Rest § 219(2) – master can be L outside scope of employment in certain circumstances.

a. A master is not subject to L for the torts of his servants acting outside the scope of their employment, UNLESS:

i. The master intended the conduct, or

ii. The master was N or R, or

iii. The conduct violated a non-delegable duty of the master [often a duty imposed by statute], or

iv. The servant purported to act or to speak on behalf of the principal and there was reliance upon apparent authority, or he was aided in accomplishing the tort by the existence of the agency relation.

g. Statutory Claims
i. Unacceptable behavior by employee isn’t enough to be per se outside the scope of employment.

1. Arguello v. Conoco
Facts:  Allegations of racial discrimination while purchasing gasoline and other services.  Is there an agency relationship b/t Conoco Inc. and Conoco-branded stores?  Also, is there an agency relationship b/t Conoco and racist employee because she acted outside the scope of her employment?  

Holding:  
Conoco Inc. L for acts in Conoco-branded stores?

To establish an agency relationship b/t Conoco Inc. and branded stores, P’s must show that Conoco Inc. gave consent for branded stores to act on its behalf and that the branded stores are subject to control of Conoco Inc.  K says that Conoco Inc. and branded stores are separate, and does not establish participation in daily operations of branded stores.  No agency relationship in this case for Conoco Inc. to be held L.

Conoco Inc. L for acts in Conoco-owned stores b/c they were w/in scope of employment?

Time, place and purpose of employee’s actions: occurred during employment, purpose was to complete sale of gas and other store items.  Employee’s actions were similar to those authorized to perform.  Employee’s actions did not depart from normal methods enough to be outside SoE b/c took place while performing normal duties as a clerk.  Employee’s actions may have been reasonably expectable by Conoco.  Can’t say that b/c employee behaved unacceptably, she was per se outside the scope of her employment.

Court rejects argument as to non-delegable duty

The existence of anti-discrimination statutes doesn’t create a non-delegable duty for employers to take on liabilities.

h. Liability for Torts of Independent Contractors
i. General rule: Principal is no L for torts of Independent Contractor

1. EXCEPTIONS:
a. Principal retains control over the aspect of the activity in which the tort occurs (in that case, P is a master)
b. Principal employs incompetent independent contractor (§§ 213, 219(2)(b))
i. Is a financially irresponsible contractor an incompetent one?
c. Performance of the contractors task is inherently dangerous
d. Duty is non-delegable (same rationale as § 219(2)(c)) – a duty so important to the community that the principal may not delegate (usually applies to certain statutory duties)
ii. Inherently dangerous activity by IC ( possible liability.

1. Majestic Realty v. Toti Contracting
Facts:  City hires Toti (D) to do demolition work.  D uses improper methods and causes damage to P’s building.  P sues city.

Holding:  Ordinarily, where a person engages a contractor who conducts an independent business by means of his own employees to do work not in itself a nuisance, he is not liable for the N acts of the contractor in the performance of the K.  But exceptions: (1) landowner controls manner/means of doing the work, (2) engaging incompetent contractor, (3) activity contracted for constitutes nuisance per se.  L is absolute for work that’s ultra-hazardous; L for work that is inherently dangerous work when IC doesn’t take necessary special precautions.  Razing of buildings is inherently dangerous b/c it involves peculiar and high risk of harm to members of the public unless special precautions are taken.  But inherently dangerous doesn’t mean automatically liable – still have to show L in tort.  But, ultra-hazardous gives strict liability.

5. Fiduciary Duties of Agents
a. General Principles
i. Rest § 13: “An agent is a fiduciary with respect to matters within the scope of his agency.”

1. Fiduciary duties include:

a. Duty of Care (Rest § 379)

i. § 379(1): Unless otherwise agreed, a paid agent is subject to a duty to the principal to act w/ standard care and with the skill which is standard in the locality for the kind of work which he is employed to perform and, in addition, to exercise any special skills that he has.”

ii. § 379(2): Unless otherwise agreed, a gratuitous agent is under a duty to the principal to act with the care and skill which is required of persons not agents performing similar gratuitous undertakings for others.

b. Duty of Loyalty – violated in following situations:

i. Payment from 3rd Party (kickbacks, bribes, tips) [Rest § 388]

ii. Secret Profits

1. From transacting w/ principal w/o principal’s knowledge (e.g. real estate agent secretly buying house w/o informing seller) [Rest § 389]

2. From use of position, involving third party (Reading)

iii. Usurping business opportunities from principal (Singer)

iv. “Grabbing & Leaving” (Town & Country)

c. Other related duties:

i. Duty of good conduct (§ 380)

ii. Duty to give information (§ 381)

iii. Duty to keep and render accounts (§ 382)

iv. Duty to act only as authorized (§ 383)

v. Duty not to attempt the impossible or impracticable (§ 384)

vi. Duty to obey (§ 385)

vii. Duty not to act as agent after termination of agency relationship (§ 386)

b. DUTY OF LOYALTY
i. SECRET PROFITS

1. Rest § 387: Unless otherwise agreed, an agent is subject to a duty to his principal to act solely for the benefit of the principal in all matters connected with his agency.

a. Reading v. Regem
Facts:  British soldier in Egypt escorted smuggler’s trucks through Cairo and received money.  British govt confiscates it and soldier sues.

Holding:  If a servant takes advantage of his service and violates his duty of honesty and good faith to make a profit for himself, and the position which he occupies as agent is the real cause of his obtaining the money, then he is accountable to the master.  Even though soldier was not acting in the course of employment, his use of his military uniform was the only way he was able to get this money, and that’s what matters.  Unjust enrichment by virtue of the master’s sanction = he forfeits his right to the money.  
i. Absent his military position, he would not have received the money.

ii. Would be a different story if he was not in uniform and not solicited b/c of his ties to the military.

2. Restatement sections also applicable to above case:

a. Rest § 388: Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal.

b. Rest § 404: Although the agent has committed no breach of duty to the principal, he is L in action for restitution for any enrichment which it is unjust for him to retain.

ii. USURPING BUSINESS OPPORTUNITIES
1. General Automotive Manufacturing Co. v. Singer
Facts:  D works for P as GM and signs K that he would devote his entire time, skill, labor, and attention to the job.  D later decides that P couldn’t handle some of the work coming in and sent it to other shops, earning himself a commission, and never told P.  D argues that his business didn’t compete w/ Automotive b/c was diff kind of business.  Was operation of side line business a violation of D’s fiduciary duty to Automotive?

Holding:  By failing to disclose all the facts related to his side business, D violated his fiduciary duty to act solely for the benefit of Automotive.  P has to give back all profits (disgorgement).  As Automotive’s General Manager, D could not act adversely to the corporation and serve his own interests.  D should have exercised good faith and disclosed to P what he was doing and sought P’s approval.  In determining whether this competed w/ Automotive’s business, court couldn’t just look at title of activity, but examined the nature of D’s business.    

iii. GRABBING AND LEAVING
1. Policy: Why do we need fiduciary duties after termination of the agency relationship?

a. To protect the business from unfair competition and the agent using the information to gain an advantage at the expense of the prior principal.

b. Rest § 386: Prohibits A from acting as agent after termination of agency.

c. Rest § 396: Limitations on A’s use of confidential information after termination of agency.  Among limitations: prohibition on using, in competition w/ the principal or to his injury, confidential information given to A only for the principal’s use or acquired by the agent in violation of duty.  But agent is allowed to use general information concerning the method of business of the principal and the names of the customers retained in his memory, if not acquired in violation of duty.

2. “Grabbing and Leaving” violations can include stealing client lists if those clients were difficult/expensive to ascertain.

a. Town & Country House & Home Service v. Newbery
Facts:  P’s former employees of house cleaning business form their own company and take P’s customer list.

Holding:  P is entitled to enjoin D from using list and receive damages for the customers enticed away.  Even where a solicitor of business does not operate fraudulently under the banner of his former employer, he still may not solicit the latter’s customers who are not openly engaged in business in advertised locations or whose availability as patrons cannot readily be ascertained but whose trade and patronage have been secured by years of business effort and advertising.  Customer list had been difficult to compile, represented an accumulated body of experience of considerable value.

PARTNERSHIPS

1. What is a partnership?
a. Types of business associations

i. Sole Proprietorship

ii. Partnership

1. General Partnership

2. Limited Partnership (LP)

3. Limited Liability Partnership (LLP)

iii. Limited Liability Company (LLC)

iv. Corporation

1. Closely-held (private) corporation

2. Public corporation

b. Characteristics of Partnerships

i. Governed by state statutory law

1. Uniform Partnership Act (1914) UPA

2. Revised Uniform Partnership Act (1997) RUPA

ii. Definition of Partnership [UPA § 6(1); RUPA § 101(6)]: “an association of two or more persons to carry on as co-owners a business for profit.”

1. Definition of “co-owners”:

a. Shared control of the business, and

b. Shared profits of the business.

iii. NO formal creation requirements.  Doing business as co-owners results in creation of a partnership by operation of law.

iv. UPA § 7(1):  Persons who are not partners to each other are not partners as to 3rd parties, except for partnership by estoppel. [UPA § 16]

v. Partners can become L for torts of the partnership

c. Liability in a General Partnership

i. UPA § 15: ALL partners are liable

1. Jointly and severally for everything chargeable to the partnership under Sections 13 and 14 (such as torts, breaches of fiduciary duties)

a. “Jointly and severally” = each/any partner is L for entire amount

i. Treat tort differently from contract (below) b/c victim of a tort is not able to avoid tort usually.

2. Jointly for all other debts and obligations of the partnership (e.g. contracts)

a. “Jointly” = you are only L for your share

i. Treat contract different from tort (above) b/c ppl engaging in K’s can write around the K, or not engage in the K at all.

ii. UPA § 40(b): The liabilities of the partnership shall rank in order of payment as follows

1. Those owing to creditors other than partners
2. Those owing to partners other than for capital and profits
3. Those owing to partners in respect of capital
4. Those owing to partners in respect of profits
a. Remember, this means that partners who are also creditors get the shaft – their debt becomes subordinated and they are personally L for partnership’s debt.

iii. Creditors CANNOT come after a partner’s assets belonging to the partnership but CAN come after a partner’s individual assets to pay off partnership debt.

d. HOW DO YOU DETERMINE THE EXISTENCE OF A PARTNERSHIP?

i. When determining the existence of a partnership, must consider:
1. Profits – allocation of burden of both LOSS and GAIN
2. Control – relevant TYPE and MAGNITUDE of control
a. Distinguish b/t what might seem like control but won’t matter in the context of big decisions, even if the big decisions aren’t made that often.  Need right type of control for purpose of partnership law.
e. Partners as Compared to Employees
i. Fenwick v. Unemployment Compensation Commission
Facts:  Was Mrs. Cheshire, reception clerk/cashier, a partner or an employee of United Beauty Shoppe (operated by Fenwick)?  If she’s a partner, UBS doesn’t have to pay unemployment insurance, but if she’s an employee, they do have to pay.

Holding:  No partnership exists here.  There has to be some agreement to serve as co-owners.  Here, there were shared profits, but not shared control of the business.  Fenwick conclusively owned and operated the business.  Also, although under UPA § 7(4) the sharing of profits is prima facie evidence of partnership, no such inference shall be drawn if such profits were received in payment as wages of an employee. 

1. Agreement to be partners doesn’t have to be written, can also be common-law insofar as actions.  But, there was a written agreement in this case.

2. Elements of partnerships (balancing test):

a. Intent of the parties

i. Here, intent seems only to have been to establish a financial relationship for purposes of compensation

b. Right to share profits
i. Existed here.

c. Obligation to share in losses

i. Entirely absent here.
d. Ownership and control of partnership property and business

i. Mrs. Cheshire had no right to share in capital upon dissolution, and Fenwick had control.
e. Community of power in administration

i. Agreement gave exclusive control of management of business to Fenwick.
f. Language of the agreement

i. Although parties call themselves “partners,” the agreement doesn’t give Mrs. Cheshire any ordinary rights of a partner.
g. Conduct toward 3rd parties

i. The parties here didn’t hold themselves out as partners.
h. Rights of parties upon dissolution

i. The result of dissolution was the same as if Mrs. Cheshire had just quit.
f. PARTNERS AS COMPARED TO LENDERS

i. A lender must exert a high degree of control in order to be found a partner.

1. Martin v. Peyton
Facts:  KN&K banking partnership in financial difficulties and get investors (PPF) to help.  PPF gives KN&K $2.5M worth of liquid securities, and in return PPF gets collateral (KN&K securities), dividends, 40% of profits w/ min & max, option to join firm, inspection and veto rights (duty of KN&K to consult w/ them), and Hall (one of the KN&K partners) will manage KN&K until debt is paid off.  P is creditor of firm KN&K, and claims that D’s (PPF) who made investments in the firm were partners and, as such, L for its debts.  D’s claim they were creditors, not partners, but P wants D’s treated as partners so he can get to their money.

Holding:  No partnership in this case.  If there is a sufficiently high level of control by lender, then it’s a partnership, but court did not find that degree here.  Creditors sometimes insist on control in response to risk that lendee takes w/ lender’s money, and courts want to protect this.

a. Right to be informed of all transactions affecting the securities and veto power, but don’t have the power to initiate any transaction or to bind the firm by their own actions.

b. Provision entitling D’s to percentage of firm’s profit pending loan repayment doesn’t demonstrate intention to form a partnership.

c. Option to join the firm is at most a future intent b/t the firm and D’s to create a partnership, but doesn’t currently create partnership.

d. Collateral ( more like a lender

e. Dividends on securities ( more like equity owner/partnership

ii. Must look at “totality of the circumstances” to determine whether there is a partnership; merely loaning money with a variable rate of interest is not enough to make one a partner.
1. Southex Exhibitions v. Rhode Island Builders Association
Facts:  SEM entered into agreement in 1974 to stage annual home shows for RIBA.  SEM’s president indicated orally that he did not want ownership but in the preamble of the agreement it said they would participate in the shows as sponsors and partners.  SEM’s successor in interest, Southex (P), claims that there was a partnership agreement between RIBA and SEM.

Holding:  This is NOT a partnership agreement.  Name of agreement doesn’t use word “partner,” although preamble does.  Agreement is for fixed term, and not equal/proportionate share in losses (SEM will indemnify RIBA).  SEM was responsible for all management decisions.  Need clear contractual expression of mutual intention to form a partnership, and there wasn’t one here.  Evidence of profit sharing doesn’t necessarily compel a finding of partnership formation, and neither does the name parties give themselves.  Must depend on “totality of the circumstances.” 
a. Case follows UPA § 7(4):  receipt in share of profits is prima facie evidence that there is a partnership UNLESS payment is: 
i. As debt by installments or otherwise
ii. As wages for an employee or landlord
iii. As an annuity to a widow or representative of a deceased partner
iv. As an interest on a loan, though the amount of payment can vary w/ the profits of the business
v. As the consideration for the sale of a good will of a business or other property by installments or otherwise
vi. BUT this court says this list is NOT EXHAUSTIVE – when one is a lender, loaning of money is not enough in itself to make one a partner, EVEN IF the interest on the loan varies based on the business.
iii. Ways to avoid having “partnership” attached to your relationship:
1. Say “this is not a partnership” in the document.  Shows intent of the parties is not to be bound by a partnership.
2. Explicitly emphasize the ability to dissolve the relationship w/o usual partner liabilities.
3. Base mutual relationship on only profits

g. PARTNERSHIP BY ESTOPPEL
i. To show partnership by estoppel, need to show (1) that D’s held themselves out as partners or allow someone else to hold D’s out as partners, and (2) P relied on that to his detriment.

1. Important to show that P relied on statements of partnership.

a. Young v. Jones
Facts:  P deposited $500K in Swiss bank in reliance on false letter from PW-Bahamas.  P is trying to pierce the corporate veil (if courts are willing to disregard the separate existence of PW-Worldwide, they can get at the assets of majority SH, PW-US).  P alleges that PW-Bahamas and PW-US operate as a partnership, and if not they are partners by estoppel.

Holding:  Although P’s argue that assurances in the brochure cast PW as an established int’l accounting firm, P’s do not argue that the brochure was seen or relied on by them in making the decision to invest.  Also, P’s point to nothing in the brochure that asserts that the affiliated entities of PW are L for each other’s acts.  No evidence that credit was extended on the basis of representation of partnership, and no evidence of reliance on any partnership statement by PW-US.  

2. Fiduciary Obligations of Partners 

a. Duty to inform partner of business opportunities that are within the scope of the partnership.

i. Meinhard v. Salmon
Facts:  D leases hotel property for 20 years.  P gives 50% of the construction costs.  P entitled to 40% of profits for first 5 years and then for the rest of the lease it will be 50/50.  Owner of the reversion asks D if he would like to purchase the whole tract of land the hotel was on right before the lease is about to run out.  D accepts the offer but does not mention it to P.  Was it permissible for D not to tell P?  If not, what should have been done (should have been given equal role, or merely should have been told)?

Holding:  Duty to inform P so that he has the opportunity to participate/compete for the relationship.  Notice is key.  Opinion only states that he should have informed the partner, but also suggests that there was more than the obligation to allow him to compete – possibly should have allowed him to participate.

1. Why is P here a partner and not a lender?

a. Only D is involved with management/control

b. BUT both have the rights to make decisions on behalf of the partnership

c. AND if there are losses, each party bears equally.

2. Cardozo has been criticized in this opinion for overemphasizing disregard of one’s own interest in the face of partnership.

3. What would have made this new agreement seen as outside the scope of the partnership?

a. Space: very different location for new project.

b. Content: very different type of venture for the new project

c. Time: very different timing (much larger gap in time).

b. RUPA § 404:  General Standards of Partner’s Conduct 
i. (a)  The only fiduciary duties a partner owes to the partnership and the other partners are the duty of loyalty and the duty of care set forth in subsections (b) and (c).

ii. (b)  A partner’s duty of loyalty to the partnership and the other partners is limited to the following:

1. To account to the partnership and hold as trustee for it any property, profit or benefit derived by the partner in the conduct and dwindling up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity.
2. To refrain from dealing with the partnership in the conduct or winding up of the partnership business as or on behalf of a party having an interest adverse to the partnership, and

3. To refrain from competing with the partnership in the conduct of the partnership business before the dissolution of the partnership.

c. Duties After Dissolution 

i. Partners don’t owe fiduciary duties to former partners.

1. Bane v. Ferguson
Facts:  Does a retired partner in a law firm have either a common law or statutory claim against the firm’s managing council for acts of negligence that, by causing the firm to dissolve, terminate his retirement benefits?

Holding:  UPA § 9(3)(c) [states that “unless authorized by the other partners… one or more but less than all the partners have no authority to: Do any … act which would make it impossible to carry on the ordinary business of the partnership”] is inapplicable b/c purpose is to protect CURRENT partners, and P ceased to be a partners when he retired in 1985.  D’s also don’t owe him a fiduciary duty b/c a partner is a fiduciary of his partners, but NOT of his former partners.  

a. The fiduciary duties one partner owes to another terminate when the partnership is dissolved.

b. Although P may still have gotten shared profits, b/c he had NO control or management, he is NOT considered a member of the partnership.

d. Grabbing and Leaving – when leaving and taking the partnership’s business, a former partner must not obtain an unfair advantage over former partnership.

i. Meehan v. Shaughnessy
Facts:  Meehan, Boyle and Cohen (P’s) separated from Parker Coulter (D), their former law partnership, to form a new law firm with cases removed from Parker Coulter.  P’s assured the partners that they were not planning to leave when confronted.  P’s also waited to give the firm list of clients new firm planned to solicit.  Does a partner breach his fiduciary duty of good faith and loyalty to his partners by inducing the partnership’s clients to withdraw their business from the partnership w/o ample time for the partnership to compete to retain the business?

Holding:  A partner must render on demand true and full information of all things affecting the partnership to any partner.  Meehan and Boyle, through their preparation for obtaining clients’ consent, their secrecy concerning which clients they intended to take, and the substance and method of their communications with clients, including delay in providing partners w/ lists of clients, obtained an unfair advantage over their former partners in breach of fiduciary duties.  

1. Didn’t give enough time for the clients to make a balanced decision on whether to stay w/ PC

a. Told clients they were leaving far before they gave a list of clients they planned to solicit to the partners of Parker Coulter

2. MBC lied to Parker Coulter about whether or not they were leaving

a. You can locate office space and make other plans to leave the partnership, but can’t deny plans and keep choice from client.

ii. Restrictions on Grabbing and Leaving: Permissible vs. Impermissible Conduct


	Locate office space
	Negotiate merger w/ another firm
	Negotiate w/ fellow partners
	Negotiate with associates

	Contact clients before announcing departure (not ideal)
	Contact clients before leaving the firm
	Remind clients of right to have counsel of own choice
	Not inform clients of right to have counsel of own choice

	
	Keep plans confidential
	Deny plans when asked
	

	
	Take client files
	Take desk files
	


e. Expulsion – a partnership can expel a partner according to terms fairly negotiated.

i. Lawlis v. Kightlinger & Gray
Facts:  P was a partner at a law firm, alcoholic.  Even though P continues to comply with treatment agreement, other partners recommend that his termination.  In Feb. 1987, firm expels D by 7-1 vote.  P argues that removal of partnership files from his office constituted dissolution of the partnership, and that his expulsion contravened the agreement’s implied duty of good faith and fair dealing b/c they just wanted to reduce number of partners and make more money (not in “good faith”).

Holding:  Removal of partnership files was not dissolution of partnership b/c removing files and telling him about the recommended expulsion was not the official expulsion.  Also, “guillotine” severance provision in the partnership allows them to do this.  Where the remaining partners in a firm deem it necessary to expel a partner under a no cause expulsion clause in a partnership agreement freely negotiated and entered into, the expelling partners act in “good faith” regardless of motivation if that act does not cause a wrongful withholding of money or property legally due the expelled partner at the time he is expelled.
1. But, without this provision, there would need to be good faith in order to involuntarily expel partner.

3. Rights of a Partner
a. PARTNERSHIP PROPERTY

i. UPA § 24:  The property rights of a partner are

1. His rights in specific partnership property,

2. His interest in the partnership, and 

a. UPA § 26:  A partner’s interest in the partnership is his share of the profits and surplus . .

3. His right to participate in the management.
ii. Adding a partner requires unanimous consent of all the partners.

iii. So, maybe in addition to shared profits and shared control, partnership should also be defined by rights in specific partnership property.

iv. UPA § 25(1):  A partner is a co-owner with his partners of specific partnership property holding as a tenant in partnership.
1. UPA § 25(2):  Describes characteristics of “tenancy in partnership,” including:

a. Equal right as other partners to possess partnership property for partnership purposes; but, no right to possess partnership property for any other purpose (unless the other partners consent);

b. Rights in specific partnership property are not assignable except in connection with the assignment of rights of all the partners in the same property.

v. Effect of assigning a partnership interest

1. Putnam v. Shoaf
Facts:  Mrs. Putnam has a 50% interest in the cotton gin partnership, and wants to get out of the partnership.  She sells her partnership interest to a couple, the Shoafs, who agree to take it on as long as she pays them $21K.  Co. later recovers $70K from litigation w/ former bookkeeper, and Mrs. Putnam wants some of the money.  Can former partner recover an interest in a judgment obtained by the partnership after transferring his or her interest?

Holding:  No.  This is the partnership’s windfall – Mrs. Putnam sold her interest in the partnership, so she can’t get any profits from the windfall.  Mrs. Putnam clearly intended to dissolve the partnership by transferring her interest, and she can’t reform her transfer agreement to reflect the value of later-discovered interests.
4. Raising Additional Capital
a. Partnership Capital  
i. Initial Capital Contribution

1. UPA is silent (partners can figure this out themselves)
2. “Service partnership”: one in which one partner contributes only labor
ii. Capital Account

1. A running balance reflecting each partner’s ownership equity – how does this work?
iii. Partnership Capital Accounts

1. Allocation of profits increases capital account
2. Allocation of losses decreases capital account
3. Taking a “draw” (distribution) decreases
b. Partnership Profits
i. Profits are usually divided equally among all the partners  [UPA § 18(a); UPA § 401(b)]
1. That means that if one partner contributes 60% of initial capital, the profits are still split 50-50
2. This is the default provision – partners can contract or agree otherwise
ii. Losses follow profits, absent contrary agreement [UPA § 18(a); UPA § 401(b)]
1. That means losses usually are split 50-50 (equally), but if profits are split 90/10, then so are losses.
iii. Courts will most likely uphold any profit/loss agreement a partnership enters

c. Partnership Interests: Raising Additional Capital
i. What can be done when the partnership needs more money?

1. Borrow money (Martin v. Peyton)

2. Add new partners

a. Need unanimous consent

b. More partners dilute the share of profits

3. Look to existing partners to raise capital

ii. Voluntary contributions: everyone contributes an interest-free loan

1. Problem of free-riding if some partners contribute and others don’t.

2. “Holdout” problem – each person holds out, hoping that the other partner will bear the burden

iii. Pro Rata Dilution: a provision in the partnership agreement permitting the managing partner to issue a call for additional funds and providing that if any partner does not provide the funds called for, his share is reduced according to the existing formula.

1. Involves selling points for the same amount as before, even though they are not worth as much.

2. Cut the pie into smaller slices, but the smaller slices costs as much as the big slices did before
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iv. Penalty Dilution: managing partner dilutes the amount each partner’s points are worth by introducing more points at less than what they were initially worth.

1. Dilute everyone by cutting up the pie – points become worth less

2. Sell the slices at a cheaper price to make the slices a good deal, and you can get everyone to participate

3. The partners will neither gain nor lose from buying the new points, and the partnership can raise more capital

4. Still penalizes people for refusing to contribute


5. The Rights of Partners in Management
a. UPA § 18(e): in the absence of an agreement to the contrary, “all partners have equal rights in the management and conduct of the partnership business.”

b. UPA § 18(h): “any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners.”

c. When can a partnership be liable for the partner’s actions? [Deadlock cases]

i. If a purchase is made by a partner acting in the usual course of business of the partnership, and his authority has not been restricted by majority vote, the partnership is liable for that debt.

1. National Biscuit Co. v. Stroud
Facts:  Freeman purchased bread from Nabisco (P), although his partner, Stroud (D), had informed Freeman and Nabisco that he would no longer be responsible for additional bread purchases.  Now Nabisco wants to be paid.  Is D bound to a Nabisco although D expressed to Nabisco his intention not to be bound by the other party’s decision?

Holding:  Yes.  Every partner is an agent of the partnership, and the act of every partner acting in the usual course of business for the partnership binds the partnership.  Generally, all partners have equal power to bind the partnership and differences must be resolved by majority vote.  D couldn’t restrict Freeman’s power to act on behalf of the partnership b/c both had equal power in the partnership and b/c bread purchase was an ordinary business transaction.  There could be no majority vote here.  Freeman had authority to purchase bread, so the partnership is L for the debt.

a. Consistent w/ UPA § 18(b): the partnership must indemnify every partner with respect to payments made and personal liabilities reasonably incurred by him in the ordinary and proper conduct of its business or for the preservation of its business and property.

b. But if 3rd party knows that the partner didn’t have authority, partnership not L.

ii. At the same time, a partner cannot be bound by another partner’s decision to act outside of the ordinary course of business absent majority vote.

1. Summers v. Dooley
Facts:  Summers and Dooley formed a partnership in trash collection business.  Summers (P) incurred expenses when he hired a partnership employee despite Dooley’s (D) objection, then argues that D owed him and is estopped from denying L b/c he benefited from the profits.  Is a partner L for a portion of the expenses arising out of another partner’s decision made despite the other partner’s knowledge of his objection?

Holding:  No.  Each partner shares equal management rights, and there was no majority vote (2 partners, 1 disagreed).  Dooley didn’t ratify Summers’ decision, and would be unjust to hold Dooley responsible for expenses incurred solely from Summers’ decision.  Absent a contrary agreement, each partner possesses equal rights to manage the partnership’s affairs, and no partners is responsible for expenses incurred w/o majority approval.  

a. Consistent with RUPA § 401(j), which requires unanimous consent for any “act outside the ordinary course of business of a partnership.”  
iii. Contrasting National Biscuit with Summers
1. In National Biscuit, the partner was doing business in the usual way.

2. In Summers, the partner was engaging in a management decision which was not a usual question in the daily operation of the partnership business.

3. Original understanding of the partners is also a factor.

iv. How can you get around deadlock?

1. You must provide for it in the partnership agreement.

a. Dividing voting rights unevenly

b. Appoint a third party as a tie breaker in case of deadlock

c. Appoint a third party manager (centralized management)

d. What is “ordinary business” in terms of the partnership?
i. “Ordinary course of business” = acts motivated to further the partnership

1. Moren ex rel. Moren v. JAX Restaurant
Facts:  Nicole Moren is one of Jax Restaurant’s partners, works there.  She had her son at work with her and he accidentally got his hand caught in the dough pressing machine.  Father sues the partnership, partnership argues that Nicole should indemnify for any loss.

Holding:  A partnership is L for loss or injury caused to a person as a result of a wrongful act or omission, or other actionable conduct, of a partner acting in the ordinary course of business of the partnership or with authority of the partnership. [UPA § 305(a)]  Because Nicole’s conduct at the time of the injury was in the ordinary course of business of the partnership, her conduct bound the partnership, even though her conduct served personal purposes.

a. Courts tend to be charitable in this situation – they tend to emphasize “acting for the purpose of the partnership.”

b. But, if Nicole had been acting for purely personal gain (ex. hired a babysitter), court would be less likely to side with her.

e. CENTRALIZED MANAGEMENT OF A PARTNERSHIP 
i. Managing partners need not disclose management decisions to partners with no right to control business operations.

1. Day v. Sidley & Austin
Facts:  Day sued Sidley for breach of K, fraud, and breach of fiduciary duty after he resigned due to Sidley’s decision to merge with another law firm.  P claimed his right under the original partnership agreement to remain as sole chairman of the Washington office, and alleges that Sidley misrepresented their merger and withheld information regarding the merger from other partners.  Sidley argues that only a majority vote was required to adopt the merger.  Does a non-managing partner possess legal rights in a firm’s management, entitling him or her to relief?

Holding:  No.  Managing partners have no fiduciary duty to disclose changes in the partnership’s internal structure if the changes do not generate a profit or loss for the partnership.  Also, the original partnership agreement doesn’t provide that P would be the Washington office chairman.

a. Court talks about 3 basic fiduciary duties of partners:

i. Partner must account for any profit acquired in a manner harmful to the partnership

ii. Partner can’t acquire a partnership asset w/o the consent of the other partners, nor can he divert a partnership opportunity

iii. Partner must not compete with the partnership w/in the scope of business

b. Day might have had a claim if the partnership agreement had been different and had emphasized the importance of the chairman position.

6. Terminating the Partnership

[image: image2]
a. THE RIGHT TO DISSOLVE
i. Dissolution vs. Going Out Of Business

1. Dissolution is NOT the same as going out of business.  A dissolution is simply the “change in relationship of the partners caused by any partner ceasing to be associated in the carrying on of a firm’s business.” UPA § 29

a. “Winding up” – the process of shutting down post-dissolution.

ii. The Right/Power to Dissolve

1. “There is always the power, as opposed to the right, of dissolution” (Collins v. Lewis)

a. AKA you can always do it, but there might be a penalty

iii. Three types of dissolution
1. By act of one or more partners [UPA § 31(1)-(2)]

a. At the termination of the partnership’s term or particular undertaking, or if it has none, at the will of any partner

b. Wrongful dissolution: in contravention of the agreement between the partners by the express will of any partner at any time

2. By operation of law [UPA § 31(3)-(5)]

a. Due to death or bankruptcy of a partner, or due to bankruptcy or unlawfulness of the partnership

3. By court order [UPA § 31(6); § 32] below
iv. Court-ordered dissolution

1. Mutual disharmony and disrespect are bases for a judicial dissolution of a partnership, and court will dissolve partnership if a partner’s behavior is sufficiently extreme.
a. Owen v. Cohen
Facts:  P and D entered into oral partnership agreement to operate a bowling alley for an indefinite term.  D frequently humiliated P in front of employees and customers, refused to do a substantial amount of work, and dominated the partnership.  D also withdrew money from partnership funds for his personal use.  Is a court-ordered dissolution justified if the partners’ quarrels and disagreements are of such a nature and to such an extent that all confidence and cooperation between the parties has been destroyed or if a partner’s misbehavior materially hinders the proper conduct of the partnership’s business?

Holding:  Courts of equity may order the dissolution of a partnership where there are quarrels and disagreements of such a nature and to such an extent that all confidence and cooperation between the parties has been destroyed or where one of the parties by his misbehavior materially hinders a proper conduct of the partnership business.  

i. UPA § 32: “(1) On application by or for a partner the court shall decree a dissolution whenever: … (c) a partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business, (d) a partner willfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him,… (f) other circumstances render a dissolution equitable.”

ii. Under UPA § 32, if there is no term expressly stated for the partnership, any partner can dissolve at any time and it won’t be wrongful.

iii. RUPA § 801(5): A partnership is dissolved by a decree that

1. The economic purpose of the is likely to be reasonably frustrated

2. Another partner has engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with that partner

3. Or it is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement.

iv. Implied term of partnership: a court will infer a term of partnership if it’s not expressly stated in the agreement, and will presume that the parties intended the partnership to last long enough for the profits to pay them back.

2. On the other hand, a partner’s interference in proper management may not create a right to dissolution.
a. Collins v. Lewis
Facts:  D and P entered into partnership to operate a cafeteria.  D was to provide lease, experience and management ability, and P would pledge the financial means to operate the business.  All revenue of the business, except for an agreed salary to Lewis, would be applied to the repayment of Collins’ loan, and afterward the profits would be split.  Cafeteria had delayed opening, and then operated at significant loss.  Still believing the loss was due to D’s mismanagement, P informed D that he would advance no additional funds until the cafeteria became profitable.  Is a partner entitled to dissolve the partnership when his or her actions created a lack of reasonable expectation of profit and the other partner met his or her obligations?  

Holding:  No.  Every partnership is subject to dissolution in the sense that the power to dissolve always exists, but there may be no right to dissolution.  A partner may not obtain a dissolution of the partnership when his own interference causes the partnership to be unprofitable.  Lewis would have been able to carry out his part of the partnership but for Collins’ conduct, therefore Collins has no right to dissolution.  Basically, Collins either has to keep pouring money into the partnership for the term, or face penalties of dissolution.

i. Court agrees that this is a term partnership.  Collins must continue financing it or suffer the consequences of wrongful dissolution.

ii. In the absence of misconduct, bad blood between partners was seen as insufficient to require dissolution.

iii. Courts are reluctant to find that just b/c someone is losing money, it’s acceptable to dissolve the business.

v. Termination at Will
1. Absent bad faith or a breach of fiduciary duty, a partner may dissolve a partnership at will by express notice to his partner.

a. Page v. Page
Facts:  P and D are partners in a linen supply business.  P wants a declaratory judgment stating the partnership to be terminable at will, claiming that there was no definite agreement, although D claims that there was an understanding that profits were to be retained until all obligations were paid off.

Holding:  A partnership may be dissolved by the express will of any partner if the partnership agreement specifies no definite term or particular undertaking.  Court finds that there is no implied term of partnership in this case b/c it was just a hope that the partnership earnings would pay for all the necessary expenses.  The hope that the partnership will be profitable doesn’t make partnerships for a term.  But the one limit is that the decision to dissolve can’t be made in bad faith.  (poss breach of fiduciary duty)
i. It’s possible that this could be seen as a bad faith decision to dissolve b/c he might have been trying to take all the profits for himself and freeze his brother out.
ii. Have to show cause is rightful and that you’re not breaching a fiduciary duty.

iii. How does the court distinguish Owen v. Cohen?

1. Owen and other cases hold that partners may impliedly agree to continue in business until a certain sum of money is earned or one or more partners may recoup their investments
2. But, in this case, there are no facts to support such an implication.  Just b/c there is hope that a partnership will be profitable, that’s not enough to make a partnership for a term.
b. CONSEQUENCES OF DISSOLUTION 
i. Overview of the Process of Terminating the Partnership [Differences b/t UPA & RUPA]

1. Under UPA:
a. Dissolution does not terminate the partnership. [UPA § 30]  Rather, it limits all partners’ authority to act for the partnership [UPA § 33-35], and prompts the “winding up” of the partnership.

b. “Winding up” consists of disposing of the partnership’s assets/business, then dividing between the partners the remaining assets or the liability for remaining losses.

c. Subject to certain limitations, some partners may pay off other partners and continue the partnership after dissolution [UPA § 38(2)(b)].

2. Under RUPA:
a. Triggering event is “disassociation” [RUPA § 601].  After that:

i. Business may be continued under Article 7

1. Purchase of disassociated partner’s interest [RUPA § 701]

2. Disassociated partner not automatically released from L [RUPA § 703]

ii. Business may be dissolved (and “wound up”) under Article 8

1. Not every event allowing disassociation also allows dissolution 

2. Limitation on partner’s authority to act for the partnership [RUPA § 804]

3. Events of dissolution (§ 801, § 601(1))

4. Business must be “wound up”

ii. Disposing of the partnership’s assets/business

1. Former partners may purchase the partnership assets.
a. Prentiss v. Sheffel
Facts:  3-person partnership, 2 partners file suit b/c D failed to contribute his proportionate share of business’s operating losses.  P’s wanted to be able to continue the business w/o D.  Prior court found that P’s had frozen out D from partnership management decisions.  Thus, the partnership had dissolved, and court appointed a receiver pending the sale of the partnership assets.  P’s were highest bidders on the assets at the judicial sale.  May two partners in a three-man partnership-at-will, who have excluded the 3rd partner from partnership management, purchase the partnership assets at a judicially supervised dissolution sale?

Holding:  Yes.  A partner is not precluded from bidding on the partnership assets at a judicial sale upon dissolution.  Doesn’t matter that P’s had the advantage of using their interest in the partnership equity.  Court says D was not injured by the sale because P’s outbid the other bidders by a lot (so he actually got more than if they did not bid) and D had the same chance to bid.
i. D’s concern – he knew that since P’s owned 85%, they would only need to pay for 15%, but if D was the winning bidder, he would have to pay 85%.  D thought that if he could get P’s not to bid, they would likely negotiate a settlement w/ D to prevent auction.
ii. When people are setting up dissolution b/c they think they can get a steal b/c the other party has a potential liquidity problem, THAT is where questions of bad faith arise.  But as long as the person gets their fair share (fair price for their interest), then there’s no bad faith.  
2. If liquidation is potentially wasteful, a court can give one partner the option to buy out the other partner’s interest in the partnership after dissolution.  Buyouts are OK because they reduce economic waste. 
a. Disotell v. Stiltner
Facts:  P and D form an equal partnership to develop and operate a hotel on D’s property.  No written partnership agreement.  D denied P access to the building to assess mechanical and electrical systems and refused to remove his personal property from the building.  “Complete breakdown” b/t P and D.  Prior court gave D the option to purchase P’s partnership interest, but P argues that he has the right to demand complete liquidation under UPA, and that this is the default rule absent partnership provision.  Is a partner entitled to liquidation as a matter of law subsequent to dissolution?

Holding:  No.  UPA § 38 can also be construed to permit one partner to buy out another partner.  Court holds that effort to avoid further loss to both partners justifies its decision to offer D the buyout option.  Court wants D to buy out P b/c D has more capital.  Might be potentially wasteful to liquidate partnership.  B/c buyout is appropriate ONLY if it is for fair market value, and there was no admissible evidence of fair market value, the court remands.
i. In the UPA, the value of the partnership’s good will is NOT included in the value of the partnership – if a partner wrongfully dissolves under the UPA, he can’t get a portion of the good will.
iii. Continuation per AGREEMENT (after dissolution)

1. Effect in partnership
a. Technically, this creates a new partnership
b. Creditors of former partnership automatically become creditors of new partnership
2. Effect on departing partners
a. Departing partner entitled to an accounting

i. Fair value of the partnership, plus interest from the date of dissolution in the event of an unreasonable delay in payment
ii. Probably a lot less than if you continued to work
b. Departing partner remains liable on all firm obligations unless released by creditors (UPA § 36, RUPA § 703)
3. Effect on new partner
a. A new partner that joins the partnership when it continues after dissolution is liable to old debts, but his liability can only be satisfied out of the partnership assets (i.e. he has no personal liability) (UPA § 41(1), RUPA § 306(B))
iv. Continuation following WRONGFUL DISSOLUTION
1. Effects of Wrongful Dissolution (e.g. early termination of a term partnership)
a. Wrongful dissolver subject to damages for breach of partnership agreement [UPA § 38(2)(a)(11)]
b. Wrongful dissolver limited in participation in winding-up [UPA § 37]
c. Remaining partners have right to continue the business even absent an agreement to do so, subject to payment to the wrongful dissolver [UPA § 38(2)(b)-(c)]
i. Wrongful dissolver entitled to the fair value of his interest in the partnership (not including the value of the partnership’s goodwill), minus any damages caused by the breach of his partnership agreement
d. RUPA has very similar rules, except that the fair value of the interest to which the wrongful dissolver is entitled includes the value of the partnership’s goodwill.
2. Upon wrongful dissolution, a partner retains the use of a former partner’s trademarks and patents.
a. Pav-Saver Corp v. Vasso Corp
Facts:  Partnership to manufacture and sell paving machines.  Partnership agreement provided that Pav-Saver Corporation (P) would grant the partnership exclusive rights to use “Pav-Saver” trademark on all machines sold, also gave partnership exclusive license for patent on Dale’s (maj SH for P) invention.  Agreement also said partnership was permanent and incapable of dissolution w/o all partners’ mutual agreement.  P’s unilateral termination of the partnership contravened agreement.

Holding:  Upon wrongful dissolution of a partnership in violation of the partnership agreement, each partner who has NOT wrongfully dissolved the partnership is entitled to damages for breach of K AND may continue the partnership business for the term required under the partnership agreement with the right to possess the partnership property upon posting a bond.  Upon wrongful dissolution, a partner retains the use of a former partner’s trademarks and patents.  
i. Case controlled by UPA § 38(2): When dissolution is caused in contravention of the partnership agreement the rights of the partners shall be as follows: 

1. (a) Each partner who has not caused dissolution wrongfully shall have

a. II. The right, as against each partner who has caused the dissolution wrongfully, to damage for breach of agreement.

2. (b) The partners who have not caused the dissolution wrongfully, if they all desire to continue the business in the same name, either by themselves or jointly as others, may do so, during the agreed term for the partnership and for that purpose may possess the partnership property, provided they secure the payment by bond approved by the court, or pay to any partner who has caused the dissolution wrongfully, the value of his interest in the partnership dissolution, less any damages recoverable.

3. (c) A partner who has caused the dissolution wrongfully shall have:

a. II. If the business is continued the right as against his co-partners and all claiming through them in respect of their interests in the partnership, to have the value of his interest in the partnership, less any damages caused to his co-partners by the dissolution; but in ascertaining the value of his interest the good will of the business shall not be considered.

v. Partnerships: Dissolution Review

1. A partnership may be for a term or at will.  The default rule is at will.  But a term may be implied – for example, when it is contemplated that a debt will be repaid out of profits and the inference is that the term is the period of time necessary to achieve the repayment.
2. Partners are entitled to share in control.  At a minimum, this means that they must have access to information and must be consulted and allowed to vote.  This rule, again, may be altered by agreement.
3. When a majority deprives a partner of participation in control, it violates the partnership agreement.  
4. Upon dissolution there is supposed to be a winding up.  The partnership continues for the purpose of winding up.
5. In some circumstances (e.g. where dissolution is caused by the death of a partner), the winding up will be accomplished by the partners who are still available to do so.  If this is not feasible, or if there is disagreement, the court may order a sale.  The court has discretion as to the appointment of a receiver and as to how the sale is to be accomplished (e.g., auction, use of a broker, or some other methods).
6. The partners may bid for the assets of the partnership, including its goodwill.  That is, partners may bid to buy its assets piecemeal or as a going concern.
7. Partners owe each other a fiduciary obligation, so they cannot dissolve in bad faith.  An example of bad faith: one partner knows that the other partner doesn’t have and cannot raise the money to bid on the partnership, and that there will be no other bidders at a fair price (that is, a price reflecting the value of the assets to either of the partners in the absence of capital constraints on capital), and dissolves in order to be able to buy the partnership assets at an unfairly low price.  In effect, then, when a partner dissolves and bids for the assets of the partnership, he or she must pay a fair price.  Otherwise, a court may find bad faith and a violation of the fiduciary duty.
c. DIVISION OF REMAINING PROFITS/LOSSES
i. UPA § 18

1. “The rights and duties of the partners in relation to the partnership shall be determined, subject to any agreement between them, by the following rules;

a. Each partner shall be repaid his contributions, whether by way of capital or advances to the partnership property and share equally in the profits and surplus remaining after all liabilities, including those to partners, are satisfied; and must contribute towards the losses, whether of capital or otherwise sustained by the partnership according to his share in the profits. 

ii. UPA § 40
1. (b) Subject to contrary agreement, upon dissolution partnership assets should be distributed as follows: 


(I) Those owing to creditors other than partners, 


(II) Those owing to partners other than for capital and profits, 


(III) Those owing to partners in respect of capital, and 


(IV) Those owing to partners in respect of profits.

2. (d) Partners shall contribute, as provided by [§ 18(a)] the amount necessary to satisfy the liabilities [set forth in § 40(b)]…

iii. Allocation of Losses
1. An investor is NOT entitled to recover lost capital from a joint adventurer who has invested only his labor.

a. Kovacik v. Reed
Facts:  In partnership, Kovacik (P) would invest $10K, and Reed (D) would superintend and estimate the jobs.  Both would share profits on a 50-50 basis, but they never discussed losses.  After venture operated at a loss, Kovacik demanded Reed contribute to half of the losses, but Reed refused to pay.

Holding:  Generally, w/o agreement to the contrary the law presumes that partners intended to participate equally in the profits and losses of the common enterprise, but that is only in cases where the parties contributed capital consisting of either money or tangible property.  Where one partner contributes money capital as against the other’s skill and labor, neither party is liable to the other for contribution of any loss sustained.  Both parties have already shared equally in the losses – loss of both money and labor.

i. EXCEPTIONS: Courts do NOT apply the Kovacik rule where:

1. The service partner was compensated for his work

2. The service partner made a capital contribution, even if that contribution was nominal.

ii. RUPA has overruled this case by saying the losses are shared in the same way that profits are shared.

d. EXIT MECHANISM:  BUY-OUT AGREEMENTS
i. Buyout (buy-sell) agreements: allow a partner to end his relationship with other partners and receive a cash payment(s) or some assets of the firm, in return for his interest in the firm.

1. “Trigger” events

a. Death

b. Disability

c. Will of any partners

2. Obligation to buy vs. option

a. Firm

b. Other investors

c. Consequences of Refusal to Buy

i. If there is an obligation

ii. If there is no obligation

3. Price

a. Book value

b. Appraisal

c. Formula

d. Set price each year

e. Relation to duration

4. Method of payment

a. Cash

b. Installments (with interest?)

5. Protection against debts of partnership

6. Procedure for offering either to buy or sell

a. First mover sets price to buy or sell

b. First mover forces others to set price

ii. Default rules of UPA/RUPA and the court’s discretion
1. Effective buyout clauses allow disagreements to be solved by the exiting of one of the partners.

2. Selling partnership interest to 3rd parties: 

a. May have limited value if market is very thin

b. Raises issues regarding undesirable partners

3. Selling partnership interest to partnership (or to the other partner):

a. Raises problems with liquidity of partners or with liquidity of partnership

b. Can be used opportunistically to extract benefits (or else the partner will cash out, forcing other partners or the partnership into insolvency)

iii. Issues:

1. What triggers buyout agreement?

a. Death, or voluntary opt out?

b. Depends on the nature of the partnership.  Sometimes easier, sometimes more difficult.

2. Who is obliged to buyout the opting partner, and what happens if the relevant individuals refuse?

a. Parallel to the question of “who has to contribute additional capital when the partnership needs to raise more money?”

3. How do we determine the price?

a. Possibilities

i. Annual agreement

ii. Hire an appraiser

iii. Come up with a formula

iv. Use book value (price of assets when purchased reduced over time for depreciation – but this might not be their real value)

v. “Texas Shootout” (very popular)

1. “I pick, you choose”: one party announces the value of a partnership share, the other party decides to buy or sell at this price.  Adds incentive for partner to value share fairly.  Slice up the partnership, then the other partner gets to choose which piece he wants.

4. Will payment be in cash, or over time? 

5. Will the opting out partner be responsible for partnership debts?

iv. Death = Dissolution of partnership

1. G&S Investments v. Belman
Facts:  G&S, Nordale, and others entered into a partnership to own and operate apartment complex.  Nordale did drugs and disrupted tenants, made unreasonable business decisions.  G&S sued for dissolution, and Nordale died while suit was pending.  Pship agreement states that upon a partner’s death, the surviving partners can continue the pship business and buy out the interest of the partner that’s gone.  P argues that filing the complaint acted as dissolution of the pship, requiring liquidation of the assets and distribution of the net proceeds to the partners (would get more $ this way than under pship agreement upon Nordale’s death). Should the partnership be dissolved by the decree, or by virtue of the death of one of the partners?  

Holding:  Filing for dissolution doesn’t dissolve a partnership; dissolution occurs only when decreed by the court, and at the moment of judicial decree.  Thus, the pship continued to exist during the time of suit, but then Nordale died, dissolving the pship.  Therefore, G&S and other partners have to get what’s owed to them under the pship agreement.
a. P’s also argues the term “capital account” in the buy-out formula in pship agreement is ambiguous – but court thinks this isn’t true b/c the parties understood “capital account” to mean the partner’s capital contribution to the pship plus profits minus losses.
e. LAW PARTNERSHIP DISSOLUTIONS
i. Jewel v. Boxer
Facts:  After dissolution of a law firm partnership, the former partners sought to recover their respective partnership shares in the legal fees generated after dissolution on cases originated with the former partnership.  The former partnership did NOT have a written partnership agreement.

Holding:  In the absence of a partnership agreement, the UPA requires that attorneys’ fees received on cases in progress upon dissolution of a law partnership are to be shared by the former partners according to their right to fees in the former partnership, regardless of which former partner provides legal services in the case after dissolution.  Thus, post-dissolution income on unfinished business must be allocated to EACH former partner based on their interest in the former partnership.  This is because the UPA states that a dissolved partnership continues until the winding up of unfinished partnership business.  Thus, any income generated through the winding up still belongs to the partnership.
1. The UPA unequivocally prohibit extra compensation for post-dissolution services, with a single exception for surviving partners.  
2. Policy reasons for this ruling:
a. Prevents partners from competing for the most remunerative cases during the life of the partnership in anticipation that they might retain those cases should the partnership dissolve.
b. Discourages former partners from scrambling to take physical possession of files and seeking personal gain by soliciting a firm’s existing clients upon dissolution.
3. 2 post-dissolution fiduciary duties:
a. Each former partner has a duty to wind up and complete the unfinished business of the dissolved partnership.

b. No former partner may take any action w/ respect to unfinished business which leads to purely personal gain.

ii. Meehan v. Shaughnessy II
Facts:  Now we find out what happened to the partners of Parker Coulter.  Pship agreement (unlike UPA rule) gives partner the right to remove any case which came to the firm “through personal effort or connection” or the partner, if the partner compensates the dissolved pship “for services to and expenditures for the client.”  Once partner removes case, can keep all future fees from case.  

Holding:  Court interprets the provision to provide that, upon a fair charge, any case may be removed regardless of whether the case came to the firm through the personal efforts of the departing partner.  Agreement essentially “winds up” any unfinished business immediately, and removes partners’ continuing fiduciary obligation to windup for the benefit of each other.  However, Meehan and Boyle unfairly removed their cases, so removed from pship agreement.  Thus, under UPA § 21, every partner must account to the partnership and hold as trustee for the partnership any profits he derives, without the other partners’ consent, from any transaction connected with the partnerships’ formation, conduct, or liquidation.  Also, a partner must account for any profits which flow from a breach of fiduciary duty.  Thus, Meehan and Boyle must account to the partnership for any profits they receive on unfairly removed cases pursuant to UPA, and will receive share of profits same as that they would have enjoyed at firm.  Wrongfully retained profits are placed in a constructive trust for the partnership’s benefit.  

1. If you grab and leave, you have to give share of profits to partners but you get nothing back from them.

7. Limited Partnerships
a. Characteristics of Limited Partnerships

i. A limited partnership is composed of at least one general partner, and of at least one limited partner.  The formation of the partnership requires filing certain documents (typically with the state’s Secretary of State).
ii. The death of a limited partner does NOT cause the dissolution of the partnership, and limited partnership shares are often transferable.  Limited partners may have restricted voting rights.
iii. The general partner is personally liable to creditors.  However, some states allow the general partner to be a corporation.  This allows both unlimited life to the partnership, and limited liability to all the people involved.
iv. According to RULPA (Uniform Limited Partnership Act (1976)) § 303(a), limited partners are liable only to the extent of their contributions, unless:
1. They are also general partners
2. They exercised control or had a right to exercise control – in such case, they are liable only to persons who reasonably believed, based on the limited partner’s conduct, that the limited partner is a general partner.
b. Liability of Limited Partners
i. Holzman v. De Escamilla
Facts:  P, as a bankruptcy trustee, sued the limited partners of a bankrupt partnership to establish them as general partners liable for their creditors’ debts.  The partnership agreement said that Russell and Andrews were the limited partners and D was the general partner.  Through the course of operations of the hacienda, Russell and Andrews frequently visited the crop fields and decided which crops to plant.  Are Russell and Andrews liable as general partners?  

Holding:  A limited partner is NOT liable as a general partner UNLESS, in addition to exercising his rights and powers as a limited partner, he takes control of the business.  Limited partners who give business advice and dictate business transactions have sufficient control of the limited partnership’s business to convert them into general partners.  Main evidence that they were general partners was their direct control over the pship: checks for the pship required that they be signed by 2 of the 3 partners; thus, Russell and Andrews could make monetary decisions, whether D agreed or not.  They were also active in dictating the crops to be planted, some of them against the with of general partner.  Evidence of indirect control: they asked the general partner to resign, signifies a lot.

c. LLPs and LLLPs

i. Limited Liability Limited Partnership (LLLP)

1. Similar to a limited partnership, but grants general partner limited liability as well (somewhat similar to making a corporation the general partner)

ii. Limited Liability Partnership (LLP) [Article 10 of RUPA]

1. Once the partnership files for an LLP, no partner will be liable for the partnership’s obligations just by virtue of being a partner.  

2. Acts like a general partnership, but with limited liability.

3. Formed by filing a ‘statement of qualification’ (usually, with the state’s Secretary of State).

4. General partnership may convert to LLP.  Conversion does not cause a dissolution [RUPA § 201(b)]

5. Liability – RUPA § 306(c): “An obligation of [a limited liability partnership]… is solely an obligation of the partnership… A partner is not personally liable… solely by reason of being… a partner.”

6. Some states restrict the liability limitation to tort actions, and leave contract liability unlimited.

CORPORATIONS
**INTRO TO CORPORATIONS**
1. The Nature of the Corporation
a. Corporations can be divided into 2 types:
i. Public corporations (“publicly held”)

1. Most are this.

2. Key aspect: there is a secondary market in which shares are sold

3. Shareholders take very little, if any, role in management

ii. Closely held corporations
1. Typically not in a secondary market

2. Often (not always) have a small number of shareholders that take an active role in participation/management

b. Critical attributes of corporations:
i. Legal Personality – partnership thought to have rights itself, legally treated as a person (corporations can sue, be sued).  It has an independent entity, separate from the identity of its owners (the shareholders).

ii. Limited Liability – unless otherwise provided, shareholder is not L for acts/debts of the corporation.  Thus, there is no personal L of shareholders, unlike in partnerships.

1. This means that each shareholder is normally liable only for the amounts that he contributes to the corporation; if the corporation runs up large debts, the shareholders are usually not responsible.

iii. Separation of Ownership and Control – corporations are typically overseen by a board of directors with ultimate power to act on behalf of the corp.  They will typically hold stock.  But, those who are running the corporation as well as the top managers of the corp are not the same as the owners b/c they may not have stock and have interests different than the shareholders.  The people who are running things could be doing so for their own interest or for the interest of the owners.

iv. Liquidity – you can easily buy in/buy out of the corporation (stock).

v. Flexible capital structure – corporations can finance their activities in many ways (use either debt or equity).  Usually issuance of stock and/or issuance of different types of debt like bonds (or securities that can be traded in these markets).

c. Financing the corporation via two instruments:

i. Bonds – debt instruments.  People who own bonds are creditors, not owners of the corporation.

1. 2 basic rights:
a. Right to receive a stream of payments

b. Right to eventually have return of the principal

ii. Stock (aka shares) – form of equity.

1. 3 basic rights:
a. Stockholders are residual claimants (the corporation’s assets are distributed to those who own the stock)

b. Rights to dividends while the corporation is continuing

c. Limited right to participate in decisionmaking, but only indirectly

d. Comparing Partnership and Corporations

	
	General Partnership
	Corporation

	Limited Liability
	No.  But, partners can bargain it from 3rd party, buy insurance, create limited partnerships.
	Yes.  SH liability is normally limited to the amount they have invested.  

But, creditors may seek personal guarantees by some or all SH to ensure repayment of money.

	Free Transferability
	Default: No.  Ordinarily, all partners must consent to the admission of a new partner.  But, may be allowed depending on agreement.
	Default: Yes.  “Liquidity.”  Embodied in shares of stock, and any SH may at any time sell of give his shares to anyone else w/o consent of other SH.  But, may be restricted depending on agreement.

	Longevity
	Dissolution at will, unless agreed upon otherwise. 
	Default: Indefinite – perpetual existence.  But, can be limited

	Centralized Management
	No; each partner an agent, and all partners have an equal voice in managing the enterprise.  But can use committee & limit authority by agreement/notice.
	Yes, SH participate only by electing the board of directors, who then appoint officers (high-level executives), who have day-to-day control of the corp.  But, may want to modify to prevent freeze-out.

	Formation/Formalities
	Informal (no filing)
	Formalities required, including: Articles of Incorporation, Bylaws, Board of Directors, Officers, Minutes, Elections, Filings; more costs

	Tax
	Single taxation – Partnerships are not separately taxable entities; partners are individually taxed.  Avoids “double taxation.”
	“Double taxation” on distributed earnings: Corporation taxed as a separate entity, and also as to dividends.


2. Forming the Corporation
a. MECHANICS OF FORMING THE CORPORATION
i. Incorporation process:
1. Draft articles of incorporation

2. File articles of incorporation with the secretary of state for the state in which you want to incorporate

3. Draft bylaws

4. Conduct formalities – have an organizational meeting where you name your directors, adopt bylaws, appoint officers

5. Issue stock in the corporation.

ii. A corporation is always created under the laws of a particular state.

1. Under the Supreme Court in Paul v. Virginia, a state cannot exclude a foreign corporation (a corporation from another state) in doing business with that state.

iii. Delaware’s dominance
1. More than 300,000 companies are incorporated in DE

a. 60% of the Fortune 500, 50% of companies listed on the New York Stock Exchange

2. Why?

a. “Race to the bottom” theory (William Cary):  DE essentially gave managers everything they wanted, and allowed manager to exploit agency costs and take advantage of shareholders

b. “Race to the top” theory (Ralph Winter): DE is the best for the corporation, and that’s why it’s so popular.  There are important constraints made on managers, and shareholders can make decisions at the time of initial incorporation.  Creators have an incentive to pick the best form of incorporation.  

b. LIABILITY FOR PRE-INCORPORATION ACTIVITY (PROMOTERS)
i. Promoter: Someone who purports to act as an agent of the business prior to its incorporation.

1. Fiduciary obligations from promoter to new corporation as apply from agent to principal.

a. Promoters have to disclose their interest in the corporation.  But, if the promoter creates a corporation and then sells all of the stock, the promoter becomes an independent person, and no longer owes any fiduciary duties to the corporation. [HOW IS THIS DIFFERENT FROM SITUATION A??]

2. What happens when the corporation doesn’t seem separate from the person creating it?

ii. Legal issues:

1. Once the articles are filed, does the corporation become a party to the contract?

a. Yes.  This can happen implicitly (by ratification, taking the benefits, thus the corporation is assumed to have given authority) or expressly.

2. Once the articles are filed, is the promoter liable if the corporation breaches the contract?

a. Yes.  The promoter is released from liability only if the corporation agrees to release the promoter from the K.

3. If the articles are not filed, is the promoter liable on the contract?

a. Yes.  If the corporation never comes into existence because the articles are not filed, the promoter is liable.

4. If the articles are not filed or are defectively filed, can the defectively formed entity (or individuals) enforce the contract?

a. In these situations, the defectively formed entity can be treated as a corporation.

i. De facto corporation
1. Court can treat improperly incorporated firm as a corporation if they intended to incorporate, had a legal right to incorporate, and acted like it was incorporated.  

ii. Corporation by estoppel
1. A firm improperly incorporated can be treated as a corporation if 3rd parties thought it was a corporation and the 3rd parties would earn a windfall if now allowed to deny that the business was a corporation.

2. Southern-Gulf Marine Co. v. Camcraft
Facts:  Southern-Gulf Marine Co. (P) signed an agreement as a corporation to purchase a 156-foot supply vessel from Camcraft (D), but P didn’t incorporate until later.  D asserts purchase K is void.  Does a party’s failure to have incorporated before signing a K w/ the D render the K unenforceable?

Holding:  No.  When D first had the opportunity to object to the Cayman incorporation, it didn’t; rather, it accepted the notification and agreed to it.  P’s legal status is not relevant and cannot be sued to avoid the obligations under the K.  D cannot be allowed to deny corporate existence just to get a windfall.

a. But D could still sue president of P b/c he signed the K in his individual capacity.  So, he could be L even after the adoption of the K by the new corporation.

b. President of P could sue individually against Camcraft b/c he’s an individual listed in the K, so would probably be allowed to enforce.

iii. Significant overlap between doctrines, but not always.
1. If the firm did NOT act to incorporate, it can’t be a de facto corporation but could be a corporation by estoppel.

2. If the firm incurred liability by doing a TORT, the injured party likely did not choose to deal with the corporation.  Still may be a de facto corporation.

3. Independent Legal Personality
a. LIMITED LIABILITY
i. MBCA § 6.22(b):  “Unless otherwise provided in the articles of incorporation, a shareholder of a corporation is NOT personally liable for the acts of debts of the corporation except that he may becomes personally liable by reason of his own acts of conduct.”

ii. Policy: Why have the doctrine of limited liability? Benefits…

1. Encourages small investments

a. People who are risk-averse can make small investments w/ low risk – thus, limited liability encourages them to invest.
2. Alternative means exist for protecting potential plaintiffs

a. For example, statutes re: insurance (see Walkovszky)
3. Transferability

a. “Liquidity” – you can easily exchange your interest for cash, which is tougher to do in a partnership.
4. May Increase National Economic Growth

a. We may have been able to have such economic growth because people knew they could invest their money securely and not worry about losing their own assets.
iii. Getting around limited liability:
1. Piercing the corporate veil – In a few very extreme cases, courts sometimes “pierce the corporate veil” and hold some or all of the shareholders personally liable for the corporation’s debts.
a. Most courts hold  that although grossly inadequate capitalization is a factor in determining whether to pierce the veil, it is not dispositive.  
b. Thus, most courts REQUIRE that there be either some affirmative fraud or wrongdoing by the shareholder, or a gross failure to follow the formalities of corporate existence, before the veil will be pierced.
c. Courts usually want to see if the shareholder has ignored the existence of a corporation, such as mingling of funds for personal use.
2. Enterprise liability – Theory under which various interrelated corporations are viewed as being a single “enterprise,” justifying the disregarding of corporate formalities.  Have to show many corporations acted as one, and all acted for the same purpose.
a. Requirements:
i. High degree of unity of interest between two (or more) entities
ii. Treaties entities as separate would sanction fraud or promote injustice.
b. A finding of enterprise liability is separate from the issue of whether the sole stockholder of the corporations could be held personally liable.
c. Big piece of evidence to show this: transferring funds from one corporation to the other w/o observing formalities
d. Courts are much more likely to allow a creditor to recover from the assets of many corporations collectively than to pierce the veil against the individual shareholder.
3. “Piercing the corporate veil” and “enterprise liability” in action.
a. Walkovszky v. Carlton
Facts:  Walkovszky (P) was severely injured when he was struck by a taxicab owned by Seon Cab Corp.  Carlton is a stockholder in ten taxicab corporations, including Seon Cab.  Each company owns only two cabs and maintains the minimum required amount of insurance on the vehicles.  The ten companies share the same financing, supplies, repairs, employees and garages.  Walkovszky named all 10 co’s as D’s.  

Holding:  The corporate form may not be disregarded merely because the assets of the corporation, together with the mandatory insurance coverage of the vehicle which struck P, are insufficient to assure him the recovery sought.  Undercapitalization isn’t enough to pierce corporate veil and show enterprise L.  

Whenever a shareholder uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts upon the principle of respondeat superior.  In order to reach the stockholders, P must claim that corporation is a “dummy” for its individual stockholders who are in reality carrying on the business in their personal capacities for purely personal rather than corporate ends.  While the complaint alleges that the separate corporations were undercapitalized and that their assets have been intermingled, it is barren of any sufficiently particularized statements that Carlton and his associates are actually doing business in their individual capacities, scuttling their personal funds in and out of the corporations without regard to formality and to suit their immediate convenience.  If it is not fraudulent for the owner-operator of a single cab corporation to take out only the minimum required liability insurance, the enterprise does not become either illicit or fraudulent merely because it consists of many such corporations.

1) Alter Ego Doctrine – If a corporation is acting not in its own interests but in the interest of an individual, then than a person should be liable rather than the corporation.

Piercing the corporate veil: the formalities have not been followed.  To protect against this, follow formalities.

Agency theory: control of a shareholder, acted on behalf of a shareholder, consent by corporation to act on its behalf.



2) Suing the other cab companies under “enterprise liability” – all 10 cab companies were really one business, so P wants to treat all 10 corporations as one corporation.

Court hesitant to consider this and rejects this theory.

3) Undercapitalization 

Dissent urges this, but majority doesn’t agree b/c each corporation had the required liability insurance.

4. Van Dorn test:  Inability to satisfy a judgment is an insufficient injustice to require piercing of the corporate veil. 
a. Sea-Land Services v. Pepper Source
Facts:  Pepper source (D) owed Sea-Land Services (P) for the cost of shipping peppers; however, Pepper Source was dissolved before Sea-Land could enforce a judgment against it.  Sea-Land wants to hold Marchese (owner of entity) personally L for the judgment owed to Sea-Land.  Should the corporate veil be pierce simply to prevent the injustice that would result from a substantial debt going unpaid?

Holding:  No.  Satisfied part 1 of the Van Dorn test, but not part 2.  Thus, no piercing of the corporate veil.

Van Dorn test:

1) Unity of interest and ownership such that the separate personalities of the corporation and the individual no longer exist.

Court: this is satisfied b/c clear that these corporate defendants are just Marchese’s playthings.  4 factors in IL: (1) failure to maintain adequate corporate records or to comply with corporate formalities, (2) the commingling of funds or assets, (3) undercapitalization, and (4) one corporation treating the assets of another corporation as its own.  All these were satisfied here.

2) Adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice.

Court: “Promote injustice” doesn’t mean unsatisfied judgment or inability to collect.  Has to be akin to fraud or deception.
i. Notion of reverse veil piercing: after you get to Marchese, you can also get at the other corporations that he owns.
5. “Alter ego” theory makes a “parent” liable for actions of a “subsidiary” which it controls, but it does NOT mean that where a “parent” controls several subsidiaries, each subsidiary then becomes liable for the actions of all other subsidiaries.  NO respondeat superior b/t agents.
a. Roman Catholic Archbishop of San Francisco v. Sheffield
Facts:  P paid for his dog but dog wasn’t shipped to him.  P sues monastery from whom he bought dog and Roman Catholic Church, Bishop of Rome and the Holy See, alleging “unity of interest and ownership b/t all and each of the defendants,” and that all D’s were “alter egos” of each other.  Is Roman Catholic Church one worldwide entity, entitling P to piercing of the corporate veil, or composite of “entirely separate” entities?

Holding:  “Alter ego” theory requires: (1) corporation is influenced and governed by one person, (2) that there is unity of interest and ownership by that person, and (3) adherence to the fiction of separate existence would sanction fraud or promote injustice.  Alter ego theory makes a “parent” liable for the actions of a “subsidiary” which it controls, but doesn’t mean that each owned “subsidiary” is liable for acts of each other.  Also, no inequitable result akin to fraud is found.  So, no L.
i. No commingling of funds, so no enterprise L.
ii. Abramowicz thinks that even if P had been able to pierce corporate veil, might have been a waste of time b/c although the Vatican had control over the monastery, didn’t have control over specific action of selling dogs, so no principal-agency liability.
6. If a parent corporation exercised almost TOTAL control over the activities of its subsidiary, the court SHOULD allow plaintiffs to pierce the corporate veil between the parents and its subsidiary.  In tort cases, courts do NOT require a showing of fraud. 

a. In Re Silicone Gel Breast Implants Products Liability Litigation
Facts:  Breast implant recipients brought a products liability action against Bristol Myers Squibb Co. (D), which is the sole shareholder of Medical Engineering Co. (D), a major supplier of breast implants.  Bristol’s name and logo were contained in the package inserts and promotional products regarding breast implants, and Bristol’s name was used in all sales and promotional communications w/ physicians. 

Holding:  If a parent corporation uses a subsidiary as its alter ego, as demonstrated by shared common directors or business departments, consolidated financial statements and tax returns, and an inadequately capitalized subsidiary, a P may assert its claims against the parent.  This is a case of almost TOTAL intermingling b/t corporations such that no separateness really exists anymore.
i. In determining the existence of an alter ego, the court should consider:
1. Whether the entities have common directors, officers, common business departments, or consolidates financial statements and tax returns;
2. Whether the subsidiary is adequately capitalized or relies on the parent for its business
3. Whether the parent pays the subsidiary’s expenses or uses the subsidiary’s property as its own
4. Whether the subsidiary has separate daily operations
5. Whether the subsidiary observes basic corporate formalities.
ii. DE courts do NOT necessarily require a showing of fraud if a subsidiary is found to be the mere instrumentality or alter ego of its sole stockholder.  
1. (But there may have been injustice here anyway.)
b. DERIVATIVE ACTIONS
i. “Derivative suit” defined: shareholder sues “on behalf” of the corporation (in the corporation’s own interest) on the theory that the corporation has been injured by the wrongdoing of a third person, typically an insider.

ii. Prerequisites for filing a derivative suit:

1. In order to file, P has to be a shareholder (though not necessarily large shareholder)

2. Some jurisdictions require posting a bond

iii. What are the differences between a derivative action and a direct suit?

1. Distinction is usually based on who has been directly injured.
a. If corporation was injured, suit to redress is a derivative action;

b. If shareholders are injured, suit is a direct action.

2. Thus, usually cases based on duty of care or loyalty are derivative.

a. Examples of derivative cases: due care, self-dealing, excessive compensation, corporate opportunity suits against board members.

b. Examples of direct cases: actions to enforce SH voting rights, action to compel payments of dividends, anti-takeover defenses, inspection, protection of minority shareholders.

iv. What are the necessary qualifications to be a plaintiff in a derivative action?

1. Usually three main procedural requirements:

a. P must have been a shareholder at the time of the acts complained of (“contemporaneous ownership” rule)

b. P must still be a shareholder at the time of suit
c. P must make a demand upon the board of the corporation (unless excused), requesting that the board attempt to obtain redress for the injury to corporation has suffered.

v. A court may require a plaintiff to post a bond in a derivative suit.

1. Cohen v. Beneficial Industrial Loan Corp
Facts:  P SH filed suit against corp alleging waste, mismanagement, fraud, and naming corporation, BoD and managers as D’s.  Filed in federal district court in NJ, SMJ based on diversity.  NJ statute requires a holder of less than 5% of a corporation’s outstanding shares who brings a derivative suit to pay for all reasonable expenses of defending the suit and requires security for the payment of those expenses.  Enforceable?

Holding:  (1) We apply NJ law to this case.  Erie choice of law question: usually, court will apply law of state in which the corp is incorporated, but here we apply NJ law even though suit is against a DE corporation b/c although NJ law is considered substantive under FRCP, NJ considers this to be a procedural issue and therefore applies its own law (law of NJ).  (2) Bond requirement doesn’t violate the Constitution’s Due Process Clause.  Bond only requires indemnification for “reasonable” expenses, and a state may set the terms on which it will permit litigation in its courts in this situation b/c the Constitution doesn’t apply to such a financial representative.  Using one’s financial interest as some measure of good faith and responsibility to make sure claim is not superfluous is OK.

a. Derivative actions are usually considered equitable rather than legal, but you can still receive damages.  Although equitable remedies don’t usually involve damages, these do.

b. Policy for requiring bonds and indemnification:

i. Advantages: deters frivolous suits

1. But, insurance effects.

vi. An action to reverse corporate actions that deprived shareholders of a voice in operations is NOT derivative.

1. Eisenberg v. Flying Tiger Line
Facts:  Eisenberg, stockholder in what was formerly Flying Tiger, brought an action on behalf of himself and all other stockholders of the dissolved corporation, seeking to enjoin the plan of reorganization and merger.  He’s peeved b/c he and other minority SH are deprived of control of the major corporation, and now just have stock in the holding company, FTC.  Is this a DERIVATIVE action subject to the rules requiring the plaintiff to post a security?

Holding:  No - this is a DIRECT action.  Eisenberg is essentially arguing that the minority SH have no voice in the new company and that the reorganization was designed to dilute his voting rights.  
a. Court found question of whether corporation or individual was harmed wasn’t useful in this case b/c it’s a borderline case.
i. Case is borderline b/c you could argue that either the injury is something that all SH experience (SH voice weakened as a whole), or that all SH might suffer differently b/c there is an emphasized effect on minority SH.
b. Court took procedural approach: is the suit to procure a judgment in the corporation’s favor?
i. No, the resolution favors Eisenberg (SH), and that makes it a direct suit, not derivative.
vii. Current DE standard as of 2004:

1. 2 prong test.
a. Who suffered the alleged harm?
i. If corporation, derivative suit

ii. If individual SH, probably direct suit

b. Who would receive benefits from the remedy?
i. If corporation, derivative suit

ii. If shareholders individually, direct suit

2. {It’s also useful to look at who brings the cause of action: if SH is suing on behalf of himself – usually direct, and if suing on behalf of all SH, usually derivative.}
viii. Are derivative suits effective in controlling corporations?

1. Agency costs – Costs associated with the fact that the operators of the business aren’t acting in the interests of the owners.  Involves the combination of three costs due to the separation of ownership and control in corporations.

a. Bonding costs
i. Paying the controlling group some fraction of the profit.  May reduce the incentive disparity, create an interest of the controllers in the profit of the enterprise.

b. Monitoring costs
i. Monitoring people’s activities to make sure they’re in the best interests of the corp.

c. Residual costs 

i. Lose some profit nevertheless b/c there is always a disconnect between control and ownership.

ix. DEMAND REQUIREMENT
1. Shareholders MUST make “demand” BEFORE filing suit.
a. MBCA § 7.42: “No shareholder may commence a derivative proceeding until… a written demand has been made… and 90 days have expired from the date the demand was made… unless irreparable injury to the corporation would result by waiting for the expiration of the 90-day period.”

b. FRCP 23.1: The complaint shall allege “the efforts, if any, made by the plaintiff to obtain the action the plaintiff desires from the directors… and the reasons for the plaintiff’s failure to obtain the action or for not making the effort.”

2. Demand FUTILITY (where MBCA does not apply)
a. The demand requirement allows the company to either take over the cause of action (and sue directly) or resist the suit.  The decision is up to the business judgment of the directors.

b. But, where the directors cannot be expected to make a fair decision, demand would be FUTILE and is EXCUSED.

c. What is the standard for demand futility?

i. Delaware standard
1. P must make a demand on the board unless he carries the burden of showing reasonable doubt about whether the board either:

a. Was disinterested;
b. independent; or

c. Was entitled to the protections of the business judgment rule (by showing that the board members didn’t follow adequate procedures or that the board’s decision was so irrational as to be outside the bounds of reasonable business judgment). 

2. Grimes v. Donald
Facts:  DSC entered into Employment Agreement w/ Donald (CEO), who would manage DSC.  Agreement provided guaranteed employment through the age of 75, provided for early termination, allowed Donald to declare “constructive termination without cause” if anyone unreasonably interfered w/ his management of DSC, and if this happened would give him a generous severance package.  Donald would also be entitled to cash payments for his ownership units if corporate control changed.  Excessive compensation claim: derivative lawsuit.  Abdication of board powers to managers: direct lawsuit.  Is demand excused?

Holding:  P has not raised reasonable doubt as to whether this decision was irrational and thus outside the purview of the business judgment rule.  The delegation of responsibility to Donald is protected by the business judgment rule, and is not an abdication of the board’s authority simply because it may limit the board’s choices in the future.  If a board determines that an executive’s services are sufficiently valuable to justify a sizeable salary and benefits, that determination is protected by the business judgment rule.

a. Aronson rule says that demand requirement is excused if P shows reasonable doubt that: 

(a) majority of board has a material financial or familial interest, 

(b) majority of the board is incapable of acting independently for some other reason such as domination or control, or

(c) the underlying transaction is not the product of a valid exercise of business judgment.

b. P argues that even though he made demand and it was refused, he was excused from demanding in the first place.  Court says no – once you make a demand, you concede that demand was required and forfeit your futility argument.

i. Sets up an incentive not to make demand in DE.

c. “Demand refusal” doctrine: court usually applies deference (business judgment rule) to the decision not to litigate suit.  

ii. New York standard 

1. Demand will be excused if (and only if) the complaint alleges “with particularity” any of the following:

a. That a majority of the board is interested in the challenged transaction. (either direct self-interest or controlled by self-interested director)

b. That the board did not fully inform themselves about the challenged transaction to the extent reasonably appropriate under the circumstances.”

c. That “the challenged transaction was so egregious on its face that it could not have been the product of sound business judgment of the directors.”

2. The plaintiff must provide more than conclusory statements to establish that a demand would be futile.

a. Marx v. Akers
Facts:  Marx brought SH derivative suit against IBM and its directors w/o first demanding, alleging the board paid excessive compensation to the company’s executives and directors, wasting corporate assets.  Must a derivative complaint be dismissed if the plaintiff failed to make a demand of the board to pursue the action on its own?

Holding:  No.  Diff b/t NY and DE std: DE has “reasonable doubt requirement,” but NY std doesn’t have this.  NY std contains additional requirement that allegations be made w/ particularity, and complaint fails here b/c the complaint doesn’t allege particular facts in contending that the board failed to deliberate or exercise its business judgment in setting levels of executive compensation.

x. SPECIAL LITIGATION COMMITTEES
1. As soon as P filed his derivative suit or makes demand on the board, the board appoints an “independent committee” of directors to investigate P’s allegations.  Committee typically procures independent counsel, and then goes on to make an extensive investigation.  Committee will usually recommend P’s suit be dismissed.  

a. Corporation does all this b/c of the hope that when the committee recommends dismissal of the action, and the board then seeks judicial dismissal based on the recommendation, the court will afford the recommendation and board decision the protection of the business judgment rule.  

2. A board of directors may grant authority to a special committee to make recommendations on a derivative claim.

a. Auerbach v. Bennett – NY case
Facts:  GTE, worried about bribes paid to foreign officials or political parties, conducted an internal investigation w/ audit committee and outside law firm.  Audit group released report stating that GTE had been making foreign payments and that some of the transactions had been handled by directors.  Auerbach (SH) sued, and GTE appointed special litigation committee to determine position on SH derivative claims, which was comprised of the 3 newest directors hired after the scandal.  Committee found that audit had been performed in good faith and refused demand.

Holding:  Business judgment rule will shield the committee’s decisions only if the members are found to have a disinterested independence, and it’s clear that here the special committee members didn’t participate in the questionable transactions.  Thus, no reasons to distrust their independence.
i. Applying NY std:
1. Board of directors being interested would excuse demand – so here D’s appoint clearly disinterested board members
2. Failed to inform themselves?  Probably not, since hired law firm to investigate
3. Not exercised sound business judgment?  The board never authorized the illegal activities.
ii. Proposed 2-tier test:
1. Substantive – look at committee’s decision not to pursue suit.   Wrong?
2. Procedural – look at committee’s procedures to conduct investigation.
iii. “Tootsie-pop defense” – SLC attempts to protect ugly interior decision with outer tier decision.
3. In DE, court may inquire into the business decision of an appointed disinterested committee when deciding whether to dismiss suit.
a. Zapata Corp. v. Maldonado – DE case
Facts:  Maldonado (SH) sues Zapata’s officers and directors, alleging breach of fiduciary duty to the company.  Didn’t demand first b/c alleged that the action was futile b/c all directors were interested parties since all had participated in the activities.  Board created a committee to investigate the merits of Maldonado’s lawsuit, and board agreed that the committee’s decision would be final.  Committee determined Maldonado’s action should be dismissed.

Holding:  (1) An individual SH no longer has the right to continue derivative suit once demand is refused. (2) Board decision to cause a derivative suit to be dismissed as detrimental to the company, after demand has been made and refused, will be respected unless it was wrongful.  Even though demand wasn’t made in this case and the initial decision of whether to litigate was not placed before the board, it retained all of its corporate power concerning litigation decisions.  (3) Board can legally delegate its authority to a committee of two disinterested directors, even if the majority of the board itself is tainted by interest.  (4) Court has the authority to determine whether committee’s decision to dismiss SH’s suit is persuasive by inquiring into (a) the independence and good faith of the committee and the bases supporting its conclusions, and (b) [key] determine, applying its own independent business judgment, whether the motion should be granted.

i. This 2-step inquiry wouldn’t be used in a demand refused case [this is a demand excused case] b/c once demand is brought and refused, P has conceded that demand was necessary, and court is much less likely to reject decision of the SLC.
1. Again, incentive not to bring demand in DE
xi. Derivative Action Flowchart
1. Is suit direct or derivative?
a. Direct – SH suit allowed
b. Derivative – Is demand universal?
i. Universal Demand Rule (MBCA § 7.42)
1. Did appropriate demand review institution find suit not in corp’s interest?
a. Yes – Dismiss unless institution’s decision not in good faith or based on reasonable investigation.
b. No – SH suit allowed.
ii. Non-universal demand rule (DE/NY) – Is demand futile and thus excused?
1. Demand excused – SH suit allowed; Corp. may use SLCs to get court to dismiss.
2. Demand not excused – demand made?
a. No – suit dismissed/stayed until demand made.
b. Yes – demand refused?
i. No – Board of Directors takes control of suit.
ii. Yes – Refusal wrongful? (BJR applied to decision to refuse demand)

Yes – SH suit allowed; No – suit dismissed.
4. Separation of Ownership and Control
a. CAPITAL STRUCTURE

	Corporation
	Country

	Applicable Fed/State Law
	Laws of physics

	Articles of Incorporation
	Constitution

	Bylaws (MBCA § 2.06)
	Laws

	BoD’s Decisions
	Regulations

	Decisions of Officers
	Decisions of govt employees


i. Initial Formation

1. Articles of Incorporation: By incorporator [MBCA § 2.01, 2.02]

2. Bylaws: By incorporator or Board of Directors [MBCA § 2.06(a)]

ii. Amendments

1. Articles of Incorporation: By majority vote of shareholders [MBCA § 10.03], except for certain technical amendments [MBCA § 10.05], or if no stock was issued.

2. Bylaws: SH or BoD, unless Articles or Bylaws amended by SH says otherwise.

iii. Capital Structure

1. Shares (stocks) – securities attached to equity capital (ownership in the entity). Bonds – debt instruments. 

2. Rights of shareholder

a. Dividends
b. Residual Assets of the corporation

i. At time of dissolution, residual assets are given the SH after liabilities are paid off (usually to creditors).

c. Voting rights in proportion to number of shares held

3. Types of shares (articles of incorporation can specify)

a. Authorized but unissued shares

b. Outstanding

c. Treasury shares

4. Special types of securities

a. Preferred shares – can get dividends before anyone else

b. Convertible bonds – give holder the right to convert the bond into a stock

i. Allows the creditor to become a debtor (???)

c. Warrants – Gives holder right to purchase a share (like an option).

iv. Shareholders vs. Bondholders

1. Shareholders face both the upside and downside of corporate action (as opposed to bondholders, who are merely interested in the repayment of their loan), and therefore shareholders are the parties in which corporate law is most interested.

2. “Shareholder wealth maximization norm” – corporate law is designed to maximize benefit of shareholders rather than that of most of the stakeholder community.

v. Other stakeholders:

1. Employees (can protect themselves by K?)

2. Customers

3. Suppliers

4. “Broader community” (environment)

vi. What is corporate law?  2 views.

1. Broader set of rules that seek to maximize social welfare.  

a. We should allow corporations to do things not in the interests of the shareholders if they are in the interest of the broader community.

2. Vehicle of corporate law is not tailored to address an end other than shareholder wealth.

b. CENTRALIZED MANAGEMENT  
i. Corporate Powers and Purpose

1. Corporate powers

a. All power should be exercised under the authority of the Board of Directors.

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

b. What are the “corporate powers”?

i. MBCA § 3.02: “Unless its articles provide otherwise, every corporation has perpetual duration … and has the same powers as an individual to do all things necessary or convenient to carry out its business and affairs… including without limitation power: … (13) to make donation for the public welfare or for charitable, scientific, or educational purposes.

2. Goals of corporations

a. Shareholder wealth maximization

3. Centralized management

ii. Charitable Donations

1. What can be considered the “purpose of the corporation”?
a. A corporation need not have specific authority to make valid charitable contributions.
i. A.P. Smith Mfg. Co. v. Barlow
Facts:  Board of AP resolved to donate $1500 to Princeton University, and AP’s shareholders objected.  AP’s president considered the donation part of a sound business practice to establish good will in the community, and also helped ensure interest in the company by recent top graduates of the college, but SH argue that the articles of incorporation don’t give the company the power to make such donations.  May a corporation make charitable contributions in the absence of any specific authorization in the company’s charter or the state’s statutes?
 
Holding:  Yes.  Court says everything is subject to legislature, and although articles of incorporation predated statute, NJ law specifically providing that a corp can give anything smaller than 1% applies.  Contribution was made to a preeminent institution of higher learning, was modest in amount and well within the limitations imposed by the statutory enactments, and was voluntarily made in the reasonable belief that it would aid the public welfare and advance the interests of the plaintiff as a private corporation and as part of the community in which it operates. 
ii. Maybe we would have had a different result if the corp’s charter explicitly said “no charitable contributions.”
iii. Arguments for/against allowing corps to make charitable contributions:
1. For: we let the board make all other decisions, too.  Good for public relations.
2. Against: might affect donors if the corporation gives to a controversial cause. 
iv. Zabriskie v. Hackensack
Court had to determine whether a RR could extend its line above the objection by a stockholder, under a legislative enactment passed under the reserve power after the incorporation of the RR.  Held that this was a vital change and needed unanimous consent.  
1. NEW JERSEY DOCTRINE- although the reserved power permits alterations in the public interest of the contract b/t the state and the corporation, it has no effect on the contractual rights b/t the corporation and its stockholders and between the stockholders inter se.
a. However, later decisions have recognized that if justified by the advancement of the public interest, the reserved power may be invoked to sustain later charter alterations even though they affect the contractual rights between the corp and its SH and b/t SH inter se.
b. However, a for-profit corporation still must remember its duty to its shareholders, and must pay dividends absent a justifiable business reason.  A major purpose of a corporation is to create profit for its shareholders.

i. Dodge v. Ford Motor Co.
Facts:  Ford made extraordinary profits and its founder, Henry Ford, intended to use those profits to lower the price of its cars and expand its factories’ capabilities by adding a steel plant, but Ford’s shareholders objected to these policies, claiming that the company’s first obligation was to make profits for its shareholders

Holding:  Although a corporation’s directors have discretion in the means they choose to make products and earn a profit, the directors MAY NOT reduce profits or withhold dividends from the corporation’s shareholders in order to benefit the public.  Ford’s proposal is not the same as donating money for charitable purposes.  A corporation is organized for the benefit of its shareholders, and it cannot divert profits from its SH and devote them to other purposes.  
iii. Officers’ and directors’ decisions are protected by the business judgment rule.
1. Shlensky v. Wrigley
Facts:  Shlensky, a Chicago Cubs’ shareholder, brought a derivative suit against the Chicago Cubs and its directors for negligence and mismanagement and for an order that the defendant install lights for night baseball games.

Holding:  A shareholder fails to state a cause of action unless it alleges that a corporation’s directors’ conduct was causing financial loss to the shareholder and was based upon fraud, illegality or conflict of interest.  If P doesn’t allege fraud, court will not interfere with questions of policy and business judgment.  There must be a clear showing of dereliction of duty for courts to decide these types of questions – mere failure to “follow the crowd” is not such a dereliction.

a. Wrigley had justifications for not putting lights in:
i. He thought baseball was a daytime sport
ii. Concerned about the neighborhood – didn’t want the community to deteriorate, night baseball brings in crime.
b. But, court doesn’t consider merits of Wrigley’s justifications.  Court thinks that this might have been something that affects profits, and therefore defers to Wrigley’s business judgment.

**FIDUCIARY DUTIES**

1. Duty of Care
a. Definition:  A director’s or officer’s duty of care means that he must, in handling the corporation’s affairs, behave with the level of care that a reasonable person in similar circumstances would use.

i. Business judgment rule makes duty of care less burdensome

1. Courts will not second-guess business decisions as long as director/officer:

a. Had no conflict of interest when he made the decision

b. Gathered a reasonable amount of information before deciding, and

c. Did not act wholly irrationally
2. This means that courts will look closely at the process by which the director or officer make his decision, but will give very little scrutiny to the decision itself.

b. MBCA § 8.30(a): “Each member of the board of directors, when discharging the duties of a director, shall act: (1) in good faith, and (2) in the manner the director reasonably believes to be in the best interests of the corporation.”

c. A corporation’s directors are not liable merely because a better course of action existed.

i. Kamin v. American Express Co.
Facts: Stockholders brought a derivative action, asking for a declaration that a certain dividend in kind was a waste of corporate assets. AmEx acquired stock that soon lost a great deal of value, distributed shares to stockholders as a dividend, but should have just sold and saved tax.  Seems like a bad decision from perspective of BoD.

Holding:  A complaint alleging that some course of action other than that taken by the board would have been more advantageous does NOT give rise to a cause of action for damages.  Court will apply business judgment rule and defer decision to BoD unless there is a breach of duty of loyalty or duty of care.  

1. Duty of care: D exercised sufficient deliberation before making the decision.  Even though it might have been a bad decision in hindsight, the court will still defer.

2. There must be a claim of fraud, self-dealing, bad faith or oppressive conduct – mere errors of judgment are not sufficient as grounds for equity interference, for the powers of those entrusted with corporate management are largely discretionary.

d. The business judgment rule presumes all decisions made by a company’s directors are informed, unless gross negligence occurs via the failure to become informed by reasonably available information.

i. Smith v. Van Gorkom
Facts:  Trans Union’s stockholders brought a class action suit against the company’s board of directors for negligent decisionmaking.  Board negotiates bad deal w/ Pritzker.

Holding:  Duty of care was violated in this case.  The business judgment rule won’t protect an uninformed decision.  The directors failed to appraise themselves of all the material information reasonably available to them: board didn’t meet for long enough (only deliberated for 2 hours before making this decision), didn’t have any outside analysts, didn’t determine VG’s role in the decision-making process.

1. Standard: P has to show gross negligence – that the degree of care was far below the standard of care that one would expect.

2. Not just optimal length meetings – if there is information that’s reasonably available, the board should consider it.

3. Borderline case: when the issue involves a very small portion of the business. (LOST hypo)

4. Useful information that Trans Union’s board could have obtained to meet their duty of care:

a. Information about what other companies would offer for that type of transaction

b. More supervision and control

c. More skeptical questioning by the board about negotiations

d. More consultation by outside experts

e. Fairness opinion from bankers

e. But, when Defendant can show that transaction was entirely fair, action can be dismissed despite breach of duty of care.

i. Cinerama v. Technicolor
Similar to Van Gorkom, board approves CEO’s proposal without adequate deliberation, information, and without conducting a “market check.”  However, in this case, CEO bargained hard, hired experts to evaluate the transaction, etc.  But, court finds that it didn’t relieve the board of its own obligations, and therefore board was in violation of duty of care.  But despite the defect in the process of approval, the court rejects Cinerama’s action on the theory that the price was fair, so there was no harm and therefore no cause of action.  D met his burden of proving entire fairness, so the action was dismissed.  

1. Factors to be considered in analyzing “entire fairness” of a transaction:

a. Timing

b. Initiation

c. Negotiation

d. Structure of transaction

e. Disclosure to and approval by directors

f. Disclosure to and approval by the shareholders

g. Price – not just price paid, but price that might have been obtained.

2. No entire fairness in Van Gorkom because the shareholders hadn’t been informed of all underlying details.

f. Flow Chart: Relationship between business judgment rule and duty of care

i. Is there fraud?
1. Yes – Business Judgment Rule rebutted right away.
2. No – Is there a conflict of interest?
a. Yes – Business Judgment Rule rebutted via duty of loyalty issues
b. No – Is the decision illegal, is there no decision, is it an egregious or uninformed decision, or is there waste?
i. No – BJR applies; court abstains
ii. Yes – BJR has been rebutted.  Did D violate the duty of care?
1. No – D wins
2. Yes – calculate damages
g. Test for waste is very strict.

i. Brehm v. Eisner
Facts:  Walt Disney Co. BoD, urged by Eisner, hires Ovitz as president.  Ovitz gets substantial golden parachute from employment K w/ 5 year term, but leaves on no-fault basis after only 1 year.  Shareholders sue BoD for lack of due care in the decisionmaking process and for waste of corporate assets.

Holding:  Corporate directors are personally liable for lack of adequate care in the decision-making process that results in a waste of corporate assets.  (1) Duty of care claim: directors were advised by an expert and relied on his opinion in good faith [§ 141(e)].  Failure by expert wasn’t board’s fault.  P would need to present more particularized allegations to show breach of duty of care.  (2) Waste claim: size and structure of executive compensation are inherently matters of judgment.  “In the end, DE doesn’t hold fiduciaries liable for failure to comply with aspirational ideal of best practices.”

1. Test for waste = the exchange was so one-sided that no person of a reasonable mind would have entered into the transaction.  [High std]

2. B/c size and structure of executive compensation are matters of judgment, waste regarding executive compensation generally involves squandering money irrationally or giving away corporate assets.

3. Normally, if you listen to an expert, that satisfies the duty of care.  But, reliance on expert is sometimes not enough to satisfy duty of care:

a. If Board had only listened to expert to cover its tracks

b. If reliance wasn’t in good faith, 

c. If Board didn’t believe advice was in expert’s competence,

d. If expert wasn’t selected with reasonable care, and it was Board’s fault that bad expert was selected,

e. If subject matter was so obvious that failure to consider it was grossly negligent

f. If the decision by the Board was so unconscionable that it constitutes waste or fraud
4. What constitutes bad faith?

a. Subjective bad faith (actual intention to do harm)

b. Conscious disregard of responsibilities

c. Lack of due care (N or gross N) 

i. Thought might look for something higher than this for violation of duty of care – usually need something more subjective, or willful blindness.

h. Brehm vs. Van Gorkom
i. Different standards are applied when decisions are more/less significant for the corporation.

1. Board should spend more time on important decisions than relatively unimportant issues.

ii. Use of an expert

iii. Brehm happened after Van Gorkom 

i. Duty of care involves duty to have a rudimentary understanding of the corporation and keep reasonably informed of the corporation’s activities.

i. Francis v. United Jersey Bank
Facts:  Wife inherited 48% interest in company from her husband, and although she was the largest single shareholder and a director, she was not active in the business and knew virtually nothing of its dealings.  She paid no attention to her duties as director.  Sons stole money from the corporation, then company went bankrupt.  Can an inattentive and uninterested director be held personally liable for a corporation’s actions?

Holding:  Yes.  Directors have the duty to act honestly and in good faith and with the same degree of diligence, care, and skills that a responsibly prudent person would use in similar circumstances.  Directors are under a continuing duty to keep informed about the corporation’s activities, and wife blatantly ignored her duty to the company’s shareholders.

1. The business judgment rule doesn’t apply where there is NO decision – so business judgment rule didn’t apply in this case.  [look to flow chart above]

a. Next step – did she violate the duty of care?  Yes, thus she is liable.  Duty to have a rudimentary understanding of the corporation.

2. The court applied the duty of care standard as owed to creditors same as owed to shareholders – in this case, corporation was holding money for the creditors same as a bank, so they were owed a fiduciary duty.

j. Directors need no ferret out wrongdoings at every level of the business.

i. In Re Caremark International Inc. Derivative Litigation
Facts:  Caremark’s SH brought a derivative action against Caremark’s board members, alleging breach of fiduciary duty related to allegations of violations of federal and state laws by Caremark’s employees.  Caremark issued an internal “Guide to Contractual Relationships” to govern K’s with physicians, announced it would not pay management fees to physicians for services to Medicare and Medicaid patients.  But DOJ prosecuted corp for violating Anti-Referral Payments Law.

Holding:  Directors are NOT always liable for breach of duty of care for failure to monitor the corporation’s ongoing business operations.  Although directors have a duty to monitor the ongoing operation of a corporation’s affairs, they are not liable for wrongdoings of which they had no knowledge or reason to have knowledge.  If directors have no grounds to suspect deception by their employees, they cannot be liable for assuming their employees are acting honestly and diligently on their behalf.  Directors have no duty to question continually the integrity of each employee.

1. Business judgment rule didn’t apply here b/c of illegality.  [see flow chart]

2. To find violation of duty of care, there are some triggering factors:

a. Actual or constructive notice that an officer is acting inappropriately (Brehm)

b. Director has notice that there is conflict of interest (Van Gorkom)

c. Director fails to monitor or institute a compliance program.

i. There may be an affirmative obligation to set up a compliance program to ensure corp is following the law, at least as to important aspects of the firm’s activity.

ii. Court here thought there needed to be an utter failure to attempt to implement a reasonable reporting system to find that this factor was present.

ii. Sarbanes-Oxley Act: greater post-Enron responsibility on managers and directors.  Makes it easier to prosecute securities fraud.

1. Post-Enron scandal, Congress passed Sarbanes-Oxley act, which:

a. Makes it easier to prosecute securities fraud, particularly financial fraud.

b. Imposes greater responsibility on senior management and directors, particularly independent directors and audit committee members, by requiring them to take a substantially more proactive role in overseeing and monitoring the financial reporting process, including disclosure and reporting systems and internal controls.

c. Does not purport to change the common law duty of care, but increases civil and criminal enforcement authority over the conduct of corporate officers and directors

i. No question that potential civil liability for directors will be greater after Sarbanes-Oxley.

2. Section 301 of the SOA orders SEC to adopt rules (controversial)

a. Audit committee has to receive reports from independent auditors regarding critical accounting policies and practices

b. No longer Francis standard – requires audit committee to take a close look at what is happening, and requires the establishment of procedure by which complaints can be considered, and way to make confidential submissions.

2. Duty of Loyalty
a. Rebuts business judgment rule.

b. INTERESTED DIRECTOR/OFFICER TRANSACTIONS
i. Types of interested directors transactions

1. Direct – directors makes contract with corporation

2. Indirect – director is officer of another corporation, and the two corporations have contracts w/ each other.

3. Indirect (alternative) – corporation’s director is related to person w/ whom a contract is made

a. When there is a conflict of interest, the courts won’t apply the business judgment rule, but there is no breach of the duty of loyalty if court concludes that the transaction is fair to the corporation.  
i. Bayer v. Beran
Facts:  Celanese wants to convince the public that their rayon is better, so they start a radio program w/ classical music.  Does a director breach his or her fiduciary duty by approving a radio advertising program in which the wife of the corporate president, who was also member of the board of directors, was one of the featured performers?

Holding:  No.  BJR doesn’t apply because the board is interested, and burden is on directors to prove good faith of transaction and to show inherent fairness from viewpoint of corp and those interested therein.  But court finds this was a FAIR TRANSACTION: no excessive compensation or extra showcasing of wife (comparable payment to that of other artists), thus K was ultimately fair.

1. To make it disinterested, the board could have hired outside people.

ii. Self-dealing = participation in a transaction that benefits oneself instead of another who is owed a fiduciary duty.

1. Lewis v. SL&E
Facts:  LGT operates a tire store on property leased from SLE.  Overlap in directors and SH in both companies.  SH agreement that Donald, Marg, Carol are required to sell their SLE stock to LGT in 1972 if they haven’t acquired stock in LGT (and they haven’t).  Donald files suit against SLE.

Holding:  BJR doesn’t apply b/c there’s a conflict of interest – all of the SLE directors are directors of LGT, such an overlap that none of the directors are disinterested.  B/c no protection of BJR, court looks into the merits to see if there was a breach of duty of loyalty.  D doesn’t satisfy his burden of showing that transaction was fair – no evidence indicates that the parties made any effort between 1966 and 1972 to determine the fair rental value of the property.

a. In order to circumvent this result, directors could have:

i. Done a market analysis to show that the rent was fair

ii. Try to get the SH to ratify

2. What should directors do to avoid duty of loyalty issues?

a. Consult outside compensation consultants

c. CORPORATE OPPORTUNITIES DOCTRINE
i. Corporate opportunity doctrine: when a officer/director appropriates to himself some business opportunity or property that is found to “belong” to the corporation.

1. Here, there is rarely issue of fairness – if the director has taken something that belongs or ought to belong to the corporation, this is per se wrongful and the corporation may recover.

ii. Delaware Test
1. An officer/director violates DoL by embracing a business opportunity IF:

a. The corporation is financially able to take the opportunity;

b. The opportunity is in the corporation’s line of business;

c. The corporation has an interest or expectancy in the opportunity; and

d. By embracing the opportunity the officer/director would create a conflict between his/her self-interest and that of the corporation.

iii. The ALI Rule
1. 2-part rule

a. Definition of a corporate opportunity
i. For all insiders (directors & senior executives), opportunities that are either:

1. In connection with the performance of functions as a director/senior executive; or

2. Under circumstances that should lead to believe that person offering opportunity expects it to be offered to the corporation; or

3. Acquired through the use of corporation information or property, if reasonably expected that this opportunity would be of interest to the corporation.

ii. For senior executives only, any opportunity that is closely related to a business in which the corporation is engaged or expects to engage.

b. An insider MAY take advantage of a corporate opportunity if:

i. The insider first offered the opportunity to the corporation, and disclosed the conflict of interest;

ii. The corporation rejected the opportunity; and either

1. The rejection of the opportunity is fair to the corporation; or

2. The opportunity is rejected in advance, by disinterested directors or [in case of a senior executive] by a disinterested superior, in a manner satisfying the BJR; or

3. The rejection is authorized or ratified by disinterested SH, and the rejection is not a waste of corporate resources.

iv. Directors must put a corporation’s interests before their own.

1. Broz v. Cellular Info Sys
Facts:  Broz (D) is president and sole SH of RFBC and director of CIS (P).  Both companies in the same line of business.  P is in financial distress.  Mackinac offers license to RFBC.  D offers license to CIS but they reject it.  D buys it for himself.  PCI acquires CIS and sues D.  Did D breach his DoL?

Holding:  Under DE test, NO breach of DoL.

1. CIS not financially able to take the opp

2. Opp is in corp’s line of business

3. Corp didn’t expect it

4. Embracing the opp wouldn’t create a conflict, 
b/c CIS didn’t have any interest in the case

a. Would have been the same under ALI rule – doesn’t fit under the definition of “corporate opportunity;” opportunity not connected to position as director, person offering the opp didn’t expect it to be offered to the co., not acquired through the use of company information/property.

v. In Re eBay, Inc. Shareholders Litigation
Facts:  eBay shareholders allege that Goldman Sachs, eBay’s investment banking advisor, engaged in “spinning,” bribing certain eBay insiders, using the currency of highly profitable investment opportunities = opportunities that should have been offered to, or provided for the benefit of, eBay rather than the favored insiders.

Holding:  Ct applies DE test: eBay was financially able to take on these responsibilities, was part of eBay’s business to invest in securities, investing was important to eBay, and doesn’t matter that IPO’s are risky – eBay had no opportunity.  Even if this weren’t a corporate opportunity, there could be a common law claim that an agent is under a duty to account for profits obtained personally in connection w/ transactions related to his or her company – this is also a breach of the DoL.  D directors were not free to accept this consideration from a company, Goldman Sachs, that was doing significant business w/ eBay.  

1. What if eBay’s board had authorized this action?

a. In general, when the Board says it’s OK, there is a “safe harbor” under the corporate opportunities doctrine.

vi. Beam ex. re. Martha Stewart Living Omnimedia
P alleges that MSO directors Stewart and Doerr took a corporate opportunity by selling some of their MSO stock to a group of investors.  Allegation that she usurped from the company the opp to raise capital.  But the court drew the line here – sale of stock is not in line with the business of MSO (in contrast w/ eBay case).

1. Sale of stock is incidental to MSO, but w/ eBay the large amount of money was less incidental to their business.

2. Effect on MSO is pretty small, but effect on eBay was big. 

d. FIDUCIARY DUTIES OF SHAREHOLDERS
i. Does a controlling shareholder have any kind of general fiduciary duty to his fellow non-controlling shareholders?

1. Not covered by statute

2. Can occur in close corporations

3. Where corporation is publicly held, the courts have been less quick to impose on the controlling SH a fiduciary obligation w/ any real bite.  But, there are exceptions (cases below).

ii. Definition of a “controlling shareholder”

1. Not an absolute numeric concept

2. 49% shareholder can be controlling if everyone else only has 1% and can’t act in concert

iii. Sinclair Oil Corp. v. Levien
Facts:  Sinclair owned 97% of subsidiary Sinclair Venezuelan.  Levien is minority SH of Sinven.  Sinven paid money to Sinclair.  Sinclair created International, then caused Sinven to sell all of its crude oil and refined products to International at specified prices.  International didn’t purchase the fixed minimum and so Levien and minority SH of Sinven didn’t share in profits generated by the sales.

Holding:  If a transaction involves a parent company and a subsidiary, with the parent company controlling the transaction and fixing the terms, the transaction must meet the intrinsic fairness test.  Thus, dominant co. must prove that its transaction w/ the subsidiary was objectively fair.  Intrinsic fairness test is only invoked if parent company is on both sides of a transaction w/ its subsidiary, and self-dealing is suspected.  But because a proportionate share of money was received by the minority shareholders of Sinven, Sinclair received nothing from Sinven to the exclusion of its minority stockholders.  Thus, these dividends were not self-dealing.  P has to show that dividend payment resulted from improper motives and amounted to waste.  

1. Use intrinsic fairness test instead of business judgment rule.  Intrinsic fairness doctrine will only apply when there is self-dealing w/ the parent co.

2. Self-dealing = occurs when a parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary.

3. 3 arguments that DoL is breached:

a. Sinven paid excessive dividends

i. Court says dividends were divided among the shareholders, so BJR should apply.

b. Sinclair prevented Sinven from expanding their operations.  Sinclair gave other oil fields opps to other subsidiaries.

i. Court says this wasn’t an opp that came to Sinven that Sinclair diverted from them.  Sinclair received nothing from Sinven to the exclusion of and detrimental to Sinven’s minority SH.

c. Court thinks there’s a problem b/c of K b/t Sinven and International that was breached – lagging of payments.  

i. BJR doesn’t apply.  Act of contracting w/ dominated subsidiary was self-dealing – Sinclair received products produced by Sinven, and the minority SH of Sinven were not able to share in the receipt of those profits.  Sinclair failed to meet the burden of intrinsic fairness.

4. To avoid usurpation of corporate opportunity:

a. Delineate different lines of business to different subsidiaries

b. Create wholly owned subsidiaries

c. Freeze out minority SH

5. Could also have sued on straight agency theory here, on idea that directors (agents of co.) had wronged the SH

iv. Pepper v. Litton
“A director is a fiduciary… so is a dominant or controlling SH or group of SH…Their dealings with the corporation are subjected to rigorous scrutiny and where any of their contracts or engagements with the corporation is challenged, the burden is on the director or shareholder not only to prove the good faith of the transaction but also to show its inherent fairness from the viewpoint of the corporation and those interested therein.”

v. Controlling SH can’t make a redemption decision without giving minority SH all relevant information and a chance to act on that information.

1. Zahn v. Transamerica
Facts:  Stockholders of the Axton-Fisher Tobacco Co. sued Transamerica, claiming that Transamerica caused Axton-Fisher to redeem its Class A stock at $80.80 per share, instead of allowing them to participate in the liquidation of company assets, in which case they contend they would have received $240 per share.  Transam owns 2/3 of Class A stock and almost all of Class B stock.  Transam also dominated A-F’s management, directorate, and business affairs, and elected the majority of directors, most of whom were also Transamerica officers.  From 1942 to 1943, A-F’s principal asset (leaf tobacco) had gone up in value from $6M to $20M, and Transam didn’t tell Class A SH this.  Zahn alleges that Transam planned to pocket the profit by calling for redemption of Class A stock at $60 per share and then liquidating A-F, selling most assets to Phillip-Morris.  Did recall of Class A stock + liquidation = breach of fiduciary duty of loyalty?

Holding:  Yes.  If a stockholder who is also a director is voting as a director, he or she represents all stockholders in the capacity of a trustee and cannot use the director’s position for his or her personal benefit to the SH’s detriment.  The directors of A-F were Transam’s instruments and Transam didn’t exercise independent judgment in calling Class A stock.  They acted at the direction of the principal Class B stockholder for their own profit, and this is voidable in equity.
a. Business judgment rule doesn’t apply here.  This was self-dealing.  

b. At the very least, Class A SH’s should’ve been informed and had the chance to exercise their conversion right.  It was a violation of the duty of loyalty not to share the information and give the other SH the ability to act on it.

e. RATIFICATION
i. Effect of Ratification per § 144(a)(1) or § 144(a)(2)

1. § 144(a): “No contract or transaction between a corporation and 1 or more of its directors or officers… shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates in the meeting of the board committee which authorizes the contract or transaction, or solely because any such director’s or officer’s votes are counted for such purpose, if:

a. (a)(1): with disclosure of material facts, it is approved by a majority of the disinterested directors

b. (a)(2): with disclosure of material facts, it is approved my a majority of the shareholders

c. (a)(3): contract is fair to corporation at time it was authorized, approved or ratified

2. But, the plain text of § 144(a) does not preclude judicial review if properly approved, because there are many other reasons that the K could be void.

a. Lack of consideration, etc.

b. But, not voidable solely for this conflict of interest.

ii. § 144(a)(2) isn’t satisfied if the contract isn’t ratified by a majority of the disinterested shareholders.  [reading out the difference between (a)(1) and (a)(2)]

1. Fliegler v. Lawrence
Facts:  Derivative action by SH of Agau Mines against USAC directors and officers.  Agau’s BoD thought they couldn’t afford antimony properties offered by Lawrence (Agau president), so Lawrence created USAC to buy the properties.  USAC could sell stock and raise capital necessary for developing the properties w/o risk to Agau.  Majority of USAC stock was owned by D’s.  Agau was given long-term option to buy USAC.  In 1970, Agau executed the option agreement, which was to deliver 800,000 shares in exchange for all of USAC.  Did directors and officers of both corporations wrongfully usurp a corporate opportunity belonging to Agau, and did all D’s wrongfully profit by causing Agau to exercise an option to purchase that opportunity?

Holding:  Although the court must apply the intrinsic fairness test, D has proved the transaction was fair in this case.  There was no SH ratification of Agau’s decision to exercise the option b/c only about 1/3 of the disinterested SH voted in this case, although all the interested SH voted in favor.  Also, § 144 doesn’t mean that the transaction is protected, just means that the agreement won’t be invalidated just b/c an interested director is involved.  However, transaction was fair b/c Agau received promising, valuable enterprise when it needed money badly.

a. There has to have been disclosure of material facts to SH for their ratification to count.

iii. Business judgment rule applies when director-corporation K is approved by the majority of disinterested directors.

1. In Re Wheelabrator Technologies Shareholders Litigation
Facts:  Waste and WTI are in “waste management” industry.  In 1990, Waste and WTI enter into “merger” agreement, meaning that Waste would acquire more stock in WTI (now 55%) and WTI shareholders would own part WTI and part Waste for each share.  7 out of the 11 WTI board members were disinterested (7 were only WTI-based directors), and these directors approved the agreement separately.  Was BoD’s duty of care, or duty of loyalty breached?

Holding:  Standard to apply here is business judgment rule.  


Duty of care claim:  under Van Gorkom, merger exercised due care in negotiating and approving the merger if approval by majority vote of the SH’s were fully informed.  Here, that was the case.


Duty of loyalty claim:  an “interested” transaction between a corporation and its directors (or between the corporation and an entity in which the corporation’s directors are also directors or have a financial interest) will not be voidable if it is approved in good faith by a majority of fully informed, disinterested SH pursuant of § 144(a)(2), and invokes the business judgment rule.

iv. Effect of SH ratification:
1. Duty of care claims are extinguished by an informed vote.

2. Duty of loyalty in the case of an informed vote:

a. Against directors
i. Business judgment rule applies – burden is shifted to P to show waste.  Usually means corp wins.

b. Against controlling SH

i. Burden shifts to P to show that transaction was not done in entire fairness.  

1. Makes P’s burden a little easier – shows more sensitivity to duty of loyalty problems in cases involving controlling SH (SH have more of an incentive to abuse their power.

**PUBLICLY-HELD CORPORATIONS**
1. Introduction to Securities Regulation
a. CAPITAL MARKETS
i. Capital markets = markets in which we buy and sell securities.  Securities are bundles of rights connected to debt or equity capital.

1. Primary market – in this market, the issuer of the securities (i.e. the company that created the securities) sells them to investors.  In these transactions, the corporation is a party.  

a. Purpose of the primary market: to raise capital by getting more SH.

b. Ex. Corp issues shares of IPO, corp repurchases shares, etc.

2. Secondary market – in this market, investors trade securities among themselves without any significant participation by the original issuer.

a. Purpose of the secondary market: makes people more willing to purchase on the primary market because they can sell later on the secondary market, and they don’t get stuck with their investment.

b. Benefits of the secondary market:

i. Useful way of valuing a company

ii. Gives SH liquidity

iii. Allows people to trade on information (which affects the amount of capital a company has)

iv. Allows people to diversify their portfolios (eliminate certain kinds of risk)

ii. Methods of assessing the value of a company
1. Value of assets: sum up the value of the assets

a. Book value: how much you paid

b. Actual/market value: what you could sell it for

c. Replacement cost: how much it would cost to get the asset back if it were destroyed

i. Have to think about employees/human capital

ii. Company’s reputation among consumers (good will)

2. Look at multiple sales/earnings
a. Transactions in shares of similar companies

b. Look at those companies’ earnings and figure out the ratio

c. Drawbacks of this approach

i. Companies do not necessarily mirror each other

ii. Cannot just look at profits for one year, have to look at trends and what the company is expected to make in future years

iii. Present discounted value: $ x rate of inflation, you would rather have money now than in the future

iv. Hyperbolic discounting: the difference between year 0 and year 1 will usually be much greater than the difference between year 6 and year 5

3. Discounted cash flow method
a. Take present discounted value of stream of cash flows – take into account all money going to get and spend in the future, but money is worth more in the near future than in the far future.

b. Interest rates – people want money sooner – the later you get the money, it’s valued less.

iii. Efficient Capital Markets Hypothesis
1. Definition: markets are efficient and integrate information, so current prices reflect all relevant information about the goods traded.

2. Three versions:

a. Weak form: the market incorporates past prices.  

i. Looking at the past history of the stock does not help you predict future value.

ii. Future movements in values of stock do not depend on past values.

b. Semi-strong form: the market incorporates all public information.

i. Reading the information about the stocks doesn’t matter because that information is already incorporated into the stocks.

ii. Once information is publicly released, the market price reflects all that information.

c. Strong form: the market incorporates ALL information, both public and private.  

i. No matter who knows the information, it is still incorporated into the stocks.

1. No one really believes this, because laws discourage people from trading on inside (private) information.

b. BASIC FRAMEWORK OF SECURITIES REGULATION
i. Blue Sky Laws
1. Such statutes protect investors from “speculative schemes which have no more basis than so many feet of ‘blue sky’.”  Hall v. Geiger-Jones Co.
2. Some fraudulent companies have nothing to hold them up, and we want to protect people from putting money into these schemes.  Trying to protect people from stocks that are too speculative

3. Securities regulation originated in state law

a. Kansas was leader in 1911

b. State regulation tended to be weak with lots of exceptions and exemptions

c. State Uniform Securities Act

d. But, vast majority of securities regulation today is FEDERAL (result of stock market crash in 1929)

2. Securities Act of 1933
a. “Securities Act.”  Addresses primary market.

i. Goals:

1. Mandating disclosure so investors could rely on information.

2. Prevention of fraud

b. DISCLOSURE
i. Under Securities Act:

1. Transactional
a. Disclosure by issuers in connection with a primary market transaction.

i. File registration statement w/ SEC

ii. Provide prospectus to investors.

2. Applies to any public sale of securities
ii. Under Exchange Act:

1. Periodic
a. Form 10 (once per security class)

b. Form 10-K (annual)

c. Form 10-Q (quarterly)

d. Form 8-K (episodic [w/in 15 days])

2. Applies to registered companies only.

c. DEFINITION OF A SECURITY
i. Why pay attention to technical issues of defining a security?

1. Malpractice claims are common in securities against lawyers

a. Many transactions involve securities, but can be unclear at first

2. Cause of action for securities fraud is (most times) easier to prove than to show regular civil fraud, and might get better damages in federal forum.

a. Some ordinary fraud cases try to get under securities fraud umbrella.

ii. So, what is a security?

1. Securities Act, § 2(a)(1): “The term ‘security’ means any note, stock, treasury stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, … investment contract, voting trust certificate, … any put, call straddle, option, or privilege on any security, certificate of deposit, or group or index of securities… or, in general, any interest or instrument commonly known as a “security”…”

a. First sentence of § 2 states that the terms used in the act shall be defined in accordance with the various provisions of § 2, “unless the context otherwise requires.”

b. Ambiguous!  Catch-all phrases and ultimate escape hatch (“unless context otherwise requires”)

2. Robinson v. Glynn
Facts:  Robinson alleges Glynn committed federal securities fraud.  Glynn organized GeoPhone around CAMA technology, and then contacted Robinson as investor.  Robinson agreed to loan initial $1M for CAMA field test, and in “Letter of Intent” pledged up to $25M if CAMA worked in field test.  Robinson alleges he never knew CAMA field test didn’t work.  Was this an “investment K” or a “stock” so that Rule 10b-5 of the Exchange Act can apply?

Holding:  No, this was neither an “investment K” nor a “stock” w/in federal securities law.

Investment K question: Was investor left unable to exercise meaningful control over investment?  No, Robinson was definitely not passive investor – had large amount of control in corp.  Also, although he didn’t have technological experience, he could have gotten this information on his own, and his lack of expertise didn’t prevent him from exercising management rights.  Also, language of agreement isn’t enough to invoke securities laws.

Stock question: Robinson’s membership interest was neither called a stock nor did it have characteristics of a stock.  Members didn’t share in profits proportional to number of shares, not freely negotiable, can’t fully pledge, voting rights may not be proportional to members’ interest, and R’s interest was usually called “membership interest,” not stock.

a. Howey test (for determining whether investment K)

i. “K, transaction or scheme whereby a person invests his money in a common enterprise and is led to expect profits solely from the efforts of the promoter or 3rd party.”  

1. But, “solely from the efforts” requirement has been relaxed to “absence of meaningful control” as listed in case.

ii. Also has to be an investment in a “common enterprise”
1. “Horizontal Commonality”

a. Has to be some relationship b/t the investors

b. Has to be profits based on pro rata ownership

2. Some courts have allowed “vertical commonality”

a. Has to be some relationship b/t investors and promoter such that their fortunes are linked

b. To be a stock under the Act, MUST be called “stock.”  And must also confer voting rights, dividends, etc.

d. REGISTRATION AND EXEMPTION
i. Selling securities under the Securities Act
1. Prior to filing a registration statement with SEC 

a. No offering of securities for sale through the mails or by use of interstate commerce.

2. From time of filing until the statement becomes effective

a. SEC reviews – examines adequacy of disclosure, not merits.  (SEC doesn’t care whether security would be a good investment, just cares that registration statement contains the disclosures required by statute and that the information appears to be accurate)

i. Core of registration statement is “prospectus” – principal disclosure document issuers are required by the Securities Act to give prospective buyers.

b. Offers permitted but no sales.

c. Interim period is 20 days after filing unless SEC issues an order halting the process, but price cannot be determined 20 days in advance, so issuer gets advance approval of incomplete statement (w/o price), then adds price and asks to approve statement again, effective immediately.  B/c it’s hard to know price 20 days in advance, very few companies will file a registration statement with a price and then just begin sales 20 days later.

3. From time registration statement becomes effective (§ 5 of Act)

a. Selling allowed once registration statement becomes effective

b. Prospectus must be delivered to people offered the securities before the sale.

ii. Securities Act § 12 & Private Offerings
1. Test for exemption from registration (affirmative defense): must be private offering.  The status of private offerings rests on the offeree’s knowledge.

a. Doran v. Petroleum Management Corp.
Facts:  PMC was organized as CA limited partnership to drill for oil.  Doran was asked to become “special participant” in partnership, contributed $125K toward partnership.  PMC periodically sent Doran production info on completed wells, but during this period wells were deliberately overproduced illegally.  PMC, Doran, and 2 signatory officers sued.  Doran files suit seeking damages for breach of K, rescission of K based on violations of Securities Act.  No registration statement was filed in connection w/ D’s offering of securities, meaning there is a prima facie case for violation of fed securities laws, but D’s raise affirmative defense that transactions were exempt under § 4(2) b/c not public offering [§ 4(2) = private offering exceptions].  Was the sale part of a private offering exempted by § 4(2) of the Securities Act from the registration requirements of that Act?

Holding:  4 factors relevant to whether offering qualifies for exemption: (1) number of offerees and their relationship to each other and the issuer, (2) number of units offered [small #], (3) size of the offering [small], (4) manner of the offering [no advertising, solicitation].  D’s have established last 3 factors, but first factor is problematic, and is also most important.  Number of offerees is relevant figure in considering number of persons involved in offering, not number of purchasers.  More offerees = more likely offering is public.  Relationship to the issuer: role of investment sophistication is not a substitute for access to the information that registration would disclose, needs the required data for judgment; requirement of available information.  Central question on remand: did offerees know or have a realistic opportunity to learn facts essential to an investment judgment?  Private offering exception is conditioned on either actual disclosure of information a registration would’ve provided or the offerees’ effective access to such information.  This was a public offering.
i. If total amount raised is under $1 million, then it will be considered a private offering (“safe harbor” exception in the statute).
iii. Securities Act § 12 & Private Offerings: Regulation D

1. Regulation D provides a safe harbor for private offerings, elaborating the § 4(2) exemption:
a. If amount raised is under $1M, offer can be directed to an unlimited number of people [Rule 504]
b. If amount raised is under $5M, offer can be made to up to 35 offerees [Rule 505]
c. If amount raised is above $5M, offer can be made to up to 35 offerees who pass certain tests of financial sophistication [Rule 506].
2. In all of these cases, issuer can’t advertise publicly, and must file a notice of the sale with the SEC shortly after it issues the securities.
3. Generally exempts only the initial sale, so buyers can resell only if they find another exemption.
iv. Civil liabilities: Overview of statutes

1. Express private rights of action:
a. Securities Act § 11 – Misrepresentations in the registration statement (doesn’t apply to exempt offering)
i. You don’t have to show that you read the registration statement to sue for misrepresentation.  Don’t have to show reliance on the registration statement.
b. Securities Act § 12(a)(1) – Strict liability for offers & sales (e.g. failure to deliver prospectus, violation of gun-jumping rules) in violation of § 5;
i. Main remedy: rescission (or comparable remedies if plaintiff no longer owns securities)
c. Securities act § 12(a)(2) – Misrepresentations in prospectus/oral sales communication
2. Implied private rights of action:
a. Exchange Act § 10(b) & SEC rule 10b-5
b. Exchange Act § 14(a) and proxy rules.
v. Due Diligence

1. False statements must be material for registration statement to be misleading under § 11 of Securities Act.

a. Escott v. BarChris
Facts:  BarChris built bowling alleys, but bowling business started to decline.  Purchasers of convertible, subordinated debentures of BarChris Construction Corp. sued BarChris, claiming the filed registration statement contained material false statements and omissions.  FACTS ARE NOT IMPORTANT

Holding:  Its is a prerequisite to liability under § 11 of Securities Act that the fact which is falsely stated in the registration statement, or the fact that is omitted when it should have been stated to avoid misleading, be “material.”  Material = all matters which an average prudent investor needs to know before he can make an intelligent, informed decision whether or not to buy the security.  Registration materials BarChris filed w/ the SEC in 1961 contained material misstatements and omissions b/c it included overstated sales figures and gross profits for the first quarter, overstated orders on hand, and understated contingent liabilities, etc.
i. 3 elements need to be shown:

1. Falsity or omission in registration statement
2. Material
3. D’s must fail to establish affirmative defense – did D’s here establish due diligence defenses?

a. NO.  Relevant experts here were auditors and lawyers.  Court counts auditors as most expertised, they are experts in finances, so relying on that can get you off the hook.  Lesson is that you should always investigate information and not just rely on what others have told you.

b. Due diligence defined

i. MBCA § 8.30(e) – Standards of Conduct for Directors

1. In discharging their duties to the corporation, directors are entitled to rely on:

a. Officers of employees of the corporation who the director reasonably believes are competent and reliable in the functions performed or the information, opinions, reports, or statements provided.
b. Attorneys, public accountants, or other individuals retained by the corporation in regard to matters involving expertise or skill when the director reasonably believes:
i. That the matters are within the particular individual’s expert or professional competence.
ii. OR that the particular individual merits confidence with regard to the matters.
c. A committee of the Board, of which the director is not a member, when the director reasonably believes the committee merits confidence.
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3. Securities Exchange Act of 1934
a. “Exchange Act.”  Addresses secondary market.

i. Created the SEC, which enforces the laws, and enacts rules and regulations governing the sale and exchange of securities.

ii. Requires registered companies to comply with periodic disclosure

b. SECURITIES FRAUD
i. Exchange Act § 10(b)

1. It shall be unlawful for any person, directly or indirectly, but the use of any means or instrumentality of interstate commerce or of the mails, or of any facility of any national securities exchange – 

a. (b) to use or employ, in connection with the purchase or sale of any security registered on a national securities exchange or any security not so registered… any manipulative or deceptive device or contrivance in contravention of such rules and regulations as the Commission may prescribe as necessary or appropriate in the public interest or for the protection of investors.

2. § 10(b) applies to both registered and unregistered securities

3. § 10(b) is not self-executing.  SEC promulgated rules to fill this section with specific content.  The most well-known of these rules is Rule 10b-5.

ii. Rule 10b-5
1. It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of the mails or of any facility of any national securities exchange,
a. (1) To employ any device, scheme, or artifice to defraud
b. (2) To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statements made, in light of the circumstances under which they were made, not misleading, or
c. (c) To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person,
2. in connection with the purchase or sale of any security.
iii. Elements of a Rule 10b-5 violation

1. Jurisdictional Nexus – activity has to be under Commerce Clause to interstate commerce
2. Transactional Nexus – “In connection with” the purchase or sale of a security.  “Touch or concern” purchase or sale.
a. If misrepresentation caused you not to engage in a particular transaction, that’s not actionable.  Rule 10b-5 only extends to purchasers/sellers.
3. Materiality
a. There must be a substantial likelihood that the disclosure would have altered the “total mix of information” available to the reasonable investor.

i. Basic Inc. v. Levinson [USSC]
Facts:  Former Basic Inc. SH brought class action suit against Basic and its directors, claiming the directors issued three false misstatements and forced the former SH to sell their shares at depressed prices based on their reliance on Basic’s statements that it was not engaged in merger discussions.

Holding:  An omitted fact is material if there is a substantial likelihood that the average, reasonable SH would have considered it important knowledge to have.  Materiality std also applies to preliminary merger discussions.  Preliminary merger discussions are material and should be disclosed to investors.  
b. Std:  whether there is a reasonable likelihood that a SH would find the fact important.
i. Relevant factors:
1. Magnitude of misinformation/inaccuracy
2. Likelihood/probability that the problem will affect the corporation
c. Omissions can still be a problem if create a misrepresentation/misperception
d. If an officer of the corp says something that’s untrue and it’s a good faith mistake, others in the corp have to come forward and correct it.
e. Abramowicz thinks that best way to solve this problem is never to comment on rumors.

4. Reliance
a. Usually, if there is a duty to disclose information that’s material, and the disclosure doesn’t occur, the courts will presume reliance (in omissions).

i. Basic v. Levinson
“Fraud on the market” theory:  price of a company’s stock is determined by the available material information regarding the company and its business.  The theory assumes that misleading information or statements will defraud stock purchasers even if they do not directly rely on the misstatements.  Therefore, the SH claim that they were injured by this omission b/c the stock would have been more valuable is a viable claim.

1. This theory assumes that investors rely on each other and think that the price of a stock already incorporates the relevant information.

2. Proving actual reliance would be an insuperable burden on P.

3. “Fraud on the market” theory is a rebuttable presumption [though often hard to rebut].  D can rebut by showing:

a. No effect on market price

b. Corp corrected the misstatement

c. P would have entered into the transaction regardless of market price.

4. Fraud on the market theory must rely on semi-strong form of Efficient Capital Markets Hypo.

5. Causation
a. 2 types of causation needed to show securities fraud:  Need both?
i. Transaction causation – you have to show that you bought b/c of the misrepresentation.  Similarly can be presumed by “fraud on the market” hypo.
ii. Loss causation – you have to show that you lost money as a result of the misstatement, that the price of the security went down.  [courts don’t generally presume this]
6. Scienter – There must be an intent to deceive, manipulate or defraud.  Reckless disregard may be sufficient.
c. INSIDER TRADING
i. Reasons for prohibiting insider trading:

1. Preventing incentives for bad management

2. Insider trading distorts price of a stock

3. Fairness – insiders shouldn’t get more money than outsiders.

4. Property rights – it’s not your information, it’s the corporation’s information, so this just regulates stealing.

5. Market liquidity – if there are a lot of people engaged in insider trading, it leads people to be less willing to engage in stock market trading.  

a. Market is liquid when it is relatively easy to engage in transaction to sell a security for what it’s actually worth.

i. The more information the traders have, the higher the bid-ask spread.

1. Bid is the highest price someone is willing to pay

2. Ask is the lowest price someone is willing to sell at

3. High liquidity ( low spread

4. Low liquidity ( high spread

ii. Reasons for allowing insider trading

1. Market efficiency – we want as much information as possible, using strong-form ECMH.  Insider trading helps move securities to their appropriate price levels faster.  Prevents company from being mispriced for a period of time.

2. Executive compensation – this can just be thought of as another way of rewarding executives, and execs would earn less in salary b/c they expect to make more in insider trading profits.

iii. Common law approach
1. Majority rule: officers and directors could trade with SH without disclosing information.

2. Minority rule: insiders have a duty to fully disclose material insider information if they want to trade on it

3. Intermediate approach – special circumstances rule: Ordinarily there is no duty to disclose, but there can be under these circumstances:

a. Face to face transaction

b. Highly material information (more than in Goodwin)

c. Unusually vulnerable P

4. Goodwin v. Agassiz [common law intermediate approach in action] (MA case)
Facts:  Geologist’s theory that mining operation would be successful.  D bought options and company stock without disclosing information.  P is a shareholder who sold 700 shares – says he would not have sold if he’d known about geologist’s theory.

Holding:  No evidence of fraud.  

a. This was nebulous information – just a theory, might not pan out.

b. No fiduciary duty to individual SH, although there was one to the corp. – this isn’t true anymore!!

i. So long as the executives weren’t harming the corporation, they weren’t breaching fiduciary duty.

c. Purchases of stock are generally impersonal, so fiduciary duty didn’t exist here.  This wasn’t a face-to-face transaction.

i. Secondary markets are more impersonal, so less of a duty.

iv. Federal Law on Insider Trading: Rules 10b-5 & 14e-3

1. Insider trading may be considered an omission of a material fact (the inside information) in connection with a purchase or sale of a security – thus violating Rule 10b-5.
a. See Rule 10b5-1(a): 
i. Purchase or sale of a security of any issuer, on the basis of
ii. Material nonpublic information about that security or issuer
iii. In breach of a duty of trust or confidence that is owed directly, indirectly, or derivatively, to the issuer of that security or the SH of that issuer, or to any other person who is the source of the material nonpublic information.
b. Rule 14e-3 is also applicable to insider trading.
2. Liability for an omission exists only if there is a duty to disclose.
a. State law usually doesn’t create a duty to disclose in exchange transactions. (Goodwin)
v. Insider Trading Theories

1. Level playing field theory

a. Want people not to have an unfair advantage
b. Most expansive
2. Misappropriation theory

a. If you’re using information that was given to someone in confidence, and you’re trading on the secret information, you might be violating Rule 10b-5
3. Fiduciary duty (traditional theory)

a. Reason for insider trading rules stems from concerns about fiduciary duties
b. Least expansive
c. SEC v. Texas Gulf Sulphur  [2d Cir.]
Facts:  TGS discovered oil and president wants to keep it secret, wanted to buy the land but didn’t want price to rise.  April 11 rumors about oil hit the press.  April 12 press release, TGS downplayed the oil rumor, said it was too early to make conclusions.  April 16 it appeared on the Dow Jones ticker.  SEC brings 10b-5 charges against insiders and TGS itself (for releasing the press release).  Corporation could have abstained (no comment) or disclosed info (once you disclose, you have to be truthful).

Holding:  The essence of Rule 10b-5 is that anyone who, trading for his own account in the securities of a corporation, has “access, directly or indirectly, to information intended to be available only for a corporate purpose and not for the personal benefit of anyone may not take advantage of such information knowing it is unavailable to those with whom he is dealing (i.e. the investing public).”  Both insiders and non-insiders are L under this rule.  An insider’s duty to disclose information or his duty to abstain from dealing in his company’s securities arises only in “those situations which are essentially extraordinary in nature and which are reasonably certain to have a substantial effect on the market price of the security if the extraordinary situation is disclosed.  Material facts include information disclosing earnings and distributions, and also those facts which affect the probable future of the company and those which may affect the desire of investors to buy/sell/hold.  This was material info – might well have affected the price of TGS stock and would certainly have been an important fact to a reasonable investor.  
i. False press release violates 10b-5
ii. Insiders charged w/ trading b/t 4/12 and 4/16 – should have waited reasonable amount of time for the news to appear in the media.
d. You have 2 choices under 10b-5:

i. Abstain: you’re not required to disclose information, but you can’t trade on it.

ii. Disclose: you can trade on it.

e. Materiality is often presumed in these types of cases.

f. Under traditional theory, there is no general duty to disclose before trading on material non-public information b/c the duty arises from fiduciary duties.

i. Chiarella v. US – “markup man” who works in financial printing company figures out about tender offer, trades on that information.  He’s not L b/c the duty to abstain arises out of the relationship of trust b/t a corporation’s SH and its employees.

1. However, there might have been L here under misappropriation theory.

vi. Derivative Liability (Tippee Liability)

1. Requirements for Derivative Liability [as long as information provided to tippee is material]:
a. Insider breaches fiduciary duty (of loyalty)
b. Insider will personally benefit from the breach
c. Tippee knows/has reason to know of the breach
2. Dirks v. SEC
Facts:  Dirks, an analyst of a NY brokerage firm, received information from Secrist, a former officer of Equity Funding of America, that EFA’s assets were vastly overstated through the corp’s fraudulent practices.  Dirks investigates, tells some of his clients about the claims and they sell.  SEC finds that Dirks aided and abetted violations of antifraud provisions of the Exchange Act by repeating the fraud allegations to members of the investment community who later sold their stock.  Does an individual, who is not a fiduciary and was not in confidence with a securities’ seller, always have a duty to disclose material nonpublic information of which he has knowledge?

Holding:  No.  A tippee does not inherit a duty to disclose material non-public information of which he has knowledge merely because he knowingly received such information.  Analysts cannot help but obtain material, nonpublic information ,and this doesn’t mean that they should be prevented from trading on the information or passing it on to investors.  However, a tippee who improperly receives insider information may assume an insider’s duty to disclose if the insider breached his fiduciary duty to the SH by disclosing the information to the tippee, and the tippee knew or should have known of the breach.  Test is whether insider will personally benefit, directly or indirectly, from the disclosure (if not, no breach of duty).  
vii. Idea of Temporary Insider Liability
1. Some people are temporary insiders of a corporation

a. Independent contractors

b. Lawyers hired to work on a particular transaction

2. If you’ve been brought into the firm and you gain material non-public information, and you’re paid, you are treated as an insider for purposes of insider trading L.

3. If outsider obtains information on arms-length transaction (bank is giving loan), you can trade on that information. ??
4. But, this doesn’t mean that everyone who gets insider information is an “insider.”  Outsiders should be able to trade on information w/o incurring liability

a. SEC v. Switzer – Switzer heard CEO telling his wife that the co. would be liquidated, so he traded on that information.  No insider trading L b/c Switzer’s not an insider, and not a tippee, but just someone who overheard a conversation.

viii. Regulation Fair Disclosure (2000)

1. Fair disclosure: when a public corporation discloses private information to securities market professionals (such as analysts), it has to disclose it to all of them (in any manner) to the general public.  Even if it was an inadvertent disclosure.

2. Drawbacks:

a. Might make corporations more cautious in communicating and lower market efficiency

b. Reduces analyst incentives, may increase the inaccuracy in prices and lower market efficiency

3. Advantages:

a. Preventing unfair disclosures (if you only tell certain analysts)

b. Without regulation, there might be misrepresentations by analysts

c. Leveling playing field

ix. Responses to Chiarella & Dirks:  Rule 14e-3

1. Exchange Act § 14(e):  “It shall be unlawful . . . to make any untrue [statement or omission] or to engage in any fraudulent, deceptive of manipulative acts . . . in connection with any tender offer . . . The Commission shall [promulgate rules to fill prohibition with content].”

2. Rule 14e-3(a):  When a tender offer has commenced or is about to be commenced, it is a violation of § 14(e) for a person other than the offering person to trade in the relevant securities, if that person has material non-public information relating to the tender offer, which the person knows or has reason to know was acquired (directly or indirectly) from:

a. The offering person,

b. The target company, or

c. Any officer, director, employee or other person acting on behalf of either the offering person or the target company.

3. Rule 14e-3(b):  A “Chinese wall” defense for business associations, allowing exemption where someone didn’t know and there is some procedure for preventing the person from obtaining the information or from trading on it.

4. Rule 14e-3(c): Exception allowing the offering person to purchase the securities.

5. Rule 14e-3(d): It is a violation of § 14(e) for the following persons to communicate material private information to others if it is reasonably foreseeable that this communication will result in violation of § 14(e):

a. The offering person,

b. The target company,

c. Their officers/directors/employees/advisors;

d. Anyone working on their behalf, and

e. Anyone possessing material nonpublic information which she knows or has reason to know was acquired from any of the above.

6. This rule creates exceptions for communicating to the target and to necessary people within the offering person.

x. Misappropriation Theory

1. An attorney breaches his duty of loyalty if he uses nonpublic information to trade securities.  Fiduciary’s undisclosed use of principal’s information for personal gain constitutes misappropriation – but if had DISCLOSED, then would have been OK.

a. United States v. O’Hagan [USSC]
Facts:  O’Hagan, attorney for Grand Metropolitan, represents GM in potential tender offer for common stock of Pillsbury.  O’Hagan bought tons of shares before the October announcement date, and then the stock when up a lot when the tender offer was announced.  O’Hagan made $4.3 million once the stock went up.  Does an attorney breach his duty of loyalty to his law firm and its client in violation of Rule 10b-5 if he uses nonpublic information to trade securities?  

Holding:  Yes.  Misappropriation theory provides that a person is guilty of fraud if he misappropriates confidential information for security trading purposes, in breach of a duty owed to the information’s source.  A fiduciary who is feigning loyalty to a principal while secretly using the principal’s private information for his own gain defrauds the principal.  O’Hagan betrayed his law firm by using the firm’s information without disclosing it to the firm (court does not say that there’s a breach of duty to the client).

i. If O’Hagan had simply disclosed his intent to trade and his knowledge of the insider information to the firm, he would not have been in breach.

ii. Court was not willing to extend the definition of “insider” here.

iii. In order to find misappropriation theory, there must exist a fiduciary duty or some similar relationship of trust or confidence

2. Carpenter v. United States
Facts:  Winans wrote a column in the Wall Street Journal about the stock market.  Gave info to friends before the column was printed so that they could make informed purchases.

Holding:  Classic misappropriation case.  D violated his duty to WSJ, was deceptive in his actions and could be held liable but this was before O’Hagan.  4-4 decision: court upheld convictions on mail and wire fraud.

3. United States v. Chestman
Facts:  President of Waldbaum’s supermarket told sister that he was selling company to A&P and she told daughter who told another family member who tells stock broker D (Chestman).  Each person tells the next step to keep the info confidential.  D bought stock in Waldbaum’s and is prosecuted for insider trading.

Holding:  Telling people in your family does NOT breach confidentiality.  The family relationship standing alone did not create a fiduciary relationship between president and sister or any members of her family.  Presumably the result would have been the same after the O’Hagan case.

xi. Responses to Chestman & O’Hagan: Rule 10b5-2
1. SEC responded to Chestman after O’Hagan by adopting rule 10b5-2 in 2000.

2. Rule 10b5-2 provides a non-exclusive list of three situations in which a person has a duty of trust or confidence for the purpose of misappropriation theory:

a. ​Whenever a person agrees to maintain info in confidence

b. Whenever the person communicating info and the person to whom it is communicated have a history, pattern or practice of sharing confidences, such that the recipient of the info knows or reasonably should know that the person communicating the info expects the recipient to maintain confidentiality; or

c. Whenever the info is obtained from a spouse, parent, child or sibling, unless recipient shows that history, patter or practice indicates no expectation of confidentiality.

xii. Summing Up – The Insider Trading Checklist
1. Rule 10b-5: “Traditional” theory

a. Statutory insider [Exchange Act § 16 – Directors, Officers, 10% SH]

b. Temporary insider [Dirks]

c. Derivative liability (tipping).

2. ​Rule 10b-5: Misappropriation theory

a. Duty of confidentiality to the source of the information

b. Rule 10b5-2

3. Rule 14e-3: Special rule for tender offers

4. Mail and wire fraud

5. End result: Insider trading law is somewhere between “law of the jungle” exemplified by Goodwin and the level playing field sought by Congress.

xiii. Insider Trading Flowchart: “Traditional” Theory
1. Is  D in possession of material non-public information?

a. No – No liability

b. Yes – Is D a statutory insider or a temporary insider?

i. Yes – Did D trade (recklessly or intentionally) without disclosing [TGS]?

1. Yes – Subject liable for personal trades under 10b-5.

2. No – Did T tip others?

a. No – No liability under “traditional theory” (but check other theories).

b. Yes – See “tippee” section below.

ii. No – Is D a tippee (derivative liability)?

1. No – No liability under “traditional theory” (but check other theories).

2. Yes – Did insider tip others recklessly, for personal benefit?

a. No – No liability for either tipper or tippee (but check other theories).

b. Yes – Did Tippee know or should reasonably know of tipper’s breach?

i. No – Tipper liable under 10b-5, tippee is not (but check other theories).

ii. Yes – Both tipper and tippee are liable under 10b-5.

xiv. Insider Trading Flowchart: “Misappropriation” Theory
1. Is D in possession of material non-public info?

a. No – No liability.

b. Yes – Does D owe a fiduciary duty of confidentiality to possessor of information, and is the information within the scope of this fiduciary duty?

i. No – No liability under “misapprop” theory, unless D received tip from someone who had such a fiduciary duty (in which case, see below).

ii. Yes – Did D trade (recklessly) without disclosing?

1. Yes – Subject L for personal trades under 10b-5.

2. No – Did D tip others?

a. No – No liability under “misapprop” theory (check other theories).

b. Yes – Did insider tip others recklessly, for personal benefit, without disclosing?

i. No – No L for either tipper or tippee (check other theories)

ii. Yes – Did tippee know or should reasonably know of tipper’s breach?


No – Tipper liable under 10b-5, tippee is not.

Yes – Both tipper and tippee are liable under 10b-5.

d. PROXY SOLICITATIONS
i. Role of SH in a Corporation

1. SH do not manage the corporation.  The BoD does.  SH keep the BoD accountable.

2. SH have the right to vote on certain issue, including:

a. Election of directors

i. Slate voting vs. cumulative voting

1. Slate voting: everyone gets one vote per slot, and candidates with largest number of votes wins

2. Cumulative voting: voters can use their votes more than once per candidate; allows minority SH to assure themselves of some representation.

b. Amendments to articles of incorporation and bylaws

c. Fundamental transactions, like

i. Mergers

ii. Major asset sales

d. Miscellaneous, such as approval of independent auditors.

ii. Shareholder meetings

1. Annual (required; MBCA § 7.01)

2. Special 

a. MBCA § 7.02: Called by BoD or authorized officer, or by SH owning together a 10% interest (aoi/bylaws may modify this percentage up or down, but it may not exceed 25%)

b. DGCL § 211(d): No right for SH to call meeting unless aoi/bylaws specify such right.

iii. Procedural rules in SH meetings

1. Quorum (MBCA § 7.25-7.27)

a. Default: a majority of shares entitled to vote (MBCA § 7.25(a))

2. Voting

a. MBCA § 7.25(c): Approved if # of votes cast in favor is less than # cast against.

b. DGCL § 216: Must be approved by the vote of a majority of shares present

3. Group voting (MBCA § 10.04; DGCL § 242(b)(2))

a. Where share classes or rights would be changed, all holders of outstanding shares of a class may vote as a separate voting group, so that a majority of these shares controls all the votes

4. Notice (MBCA § 7.05)

5. Eligibility (based on the ‘record date,’ which is usually specified by the bylaws – MBCA § 7.07)

iv. Actions without meetings (i.e. by written consent)

1. MBCA § 7.04 – require unanimity

2. DGCL § 228(a) – allowed if consents come from same number of shares as would be needed to take action at a meeting.

v. Proxy voting

1. Because few shareholders of public corporations attend the annual meeting, the outcome will generally depend on which group has collected the most “proxies.”  

a. SH may appoint an agent to attend the meeting and vote on their behalf.  Agent is shareholder’s “proxyholder” or “proxy.”  

b. Person with most proxies usually wins.

c. Generally, incumbent managers of a large firm will solicit proxies from shareholders directly.  Shortly before the annual meeting, they will write to the “shareholders of record” and ask them to sign and return the enclosed proxy card.  By doing so, the shareholders authorize the management representative to vote on their behalf.

2. “Proxy fights” result when an insurgent group tries to oust incumbent managers by soliciting proxy cards and electing its own representatives to the board.

a. Proxy fights are subject to both the Exchange Act and to state corporate statutes.

vi. Rules of proxy voting

1. Most often see proxy voting in mergers and acquisitions.

2. Exchange Act § 14(a): “It shall be unlawful for any person… in contravention of such rules and regulations as the Commission may prescribe… to solicit or permit the use of his name to solicit any proxy or consent or authorization in respect of any security (other than an exempted security) registered pursuant to section 12.”

3. Like § 10(b), § 14(a) is not self-enforcing, but relies on § rules to provide it with content

4. The section applies only to registered securities.

5. Rule 14a-3(a): Anyone soliciting a proxy must first provide a written proxy statement (following a prescribed form).

a. Rule 14a-6: Proxy statement must be filed w/ SEC 

6. Rule 14a-3(b): Incumbent directors must provide an annual report before soliciting proxies for the annual meeting

7. Timeline:
Incumbents/Insurgents ( Send annual report ( send proxy statement/card ( free writing to solicit votes ( vote

8. What is a solicitation?

a. Rule 14a-1(I)(1): The terms “solicit” and “solicitation” include:

i. Any request for a proxy whether or not accompanied by or included in a form of proxy;

ii. Any request to execute or not to execute, or to revoke, a proxy; or 

iii. The furnishing of a form of proxy or other communication to security holders under circumstances reasonably calculated to result in the procurement, withholding or revocation of a proxy.

b. Rule 14a-1(I)(2) & 14a-2 exempt certain activities, including:

i. Public statements as to how a SH plans to vote and her reasons for doing so [14a-1(I)(2)(iv)(A)];

ii. Solicitations by a person who doesn’t seek (for herself or for others) the power to act as a proxy, subject to many exceptions [14a-2(b)(1)]

iii. Solicitations (other than by incumbents) to 10 or fewer people [(b)(2)].

vii. Strategic Aspects of Proxy Fights

1. Incumbents may use reasonable corporate assets to provide shareholders with information that is relevant to a vote.

a. Levin v. MGM
Facts:  Conflict between the O’Brien group and Levin group.  Issues on dividends and movie releases.  Proxy fight to oust the incumbent.  O’Brien group (incumbents) used company funds to solicit proxies, hire attorneys and a PR firm.  Levin group sues, wants to require O’Brien group to assume financial responsibility for their campaign and to compensate MGM for expenses.  May an incumbent board and management use corporate funds to finance the expenses associated with providing shareholders about their position?

Holding:  Yes.  As long as the conflict is policy oriented and not a personnel matter, then reasonable costs can be reimbursed.  SH must be fully informed to make their decision.  Conflict here was policy oriented and the amount spent were not excessive.  No illegal methods used.  Reimbursement OK.

i. Cannot use corporate expenses to entrench yourself in a position of power in the corporation.

ii. But corporation can defend itself against policy challenges by insurgents.

2. Absent a claim that proxy fight expenses were excessive, a company may reimburse both parties for their costs.

a. Rosenfeld v. Fairchild Engine & Airplane Corp.
Facts:  SH sues to have $261K returned to the corporation.  Corp had paid funds to reimburse both sides’ expenses in proxy contest.  Following a proxy fight for control of a company, may a board authorize the reimbursement of fair and reasonable expenses incurred by both the winner and the loser?

Holding:  Yes.  In order to assure that shareholders have access to the information needed to make an informed decision, proponents of both sides need to know that the company will reimburse them for their expenses.  Without this knowledge, the directors may be unable to fight off challenges from anyone with sufficient funds to wage a proxy fight, which may damage the corporation.  As long as the factions incurred the expenses in good faith in a contest over policy, the company may reimburse the parties for reasonable and proper expenses to solicit proxies and to defend their corporate policies.
i. 2 exceptions for incumbents and insurgents:

1. If money is spent for personal advancement/power ( not reimbursable.  Directors have to engage in a “bona fide policy contest” – have to believe in good faith that this was in the interest of the corporation.

2. Where fairness and reasonableness are successfully challenged

ii. Insurgents must win and gain SH approval to be reimbursed.

viii. Restrictions on “fraudulent” proxy solicitations under the Exchange Act and restrictions on the opportunity to sue for violations

1. Proxy materials containing false and misleading statements give rise to a private right of action

a. J.I. Case Co. v. Borak
Facts:  Some SH found that proxy materials used by J.I. Case Co. used their names as part of the company’s efforts to obtain approval of a merger with American Tractor Corporation, and SH sue to have the merger declared void.  Rule 14a-9 bars false statements in a proxy statement.  Is this a privately enforceable right?

Holding:  Yes.  False statements are causing harm to the corp, so allowing private rights of action would further the goal of the law.  There is a federal remedy here.

2. What relationship must be shown between proxy statement and merger to establish a cause of action based on the violation of § 14 of the Exchange Act?

a. SH must show:
i. Violation
1. False/misleading statement/omission

ii. Materiality
1. To determine whether a statement/omission is material, must show that it had a significant propensity [ability] to affect SH votes.

iii. Causation
1. Most courts will conclude causation if material misstatement has significant propensity to affect the voting process.

2. So, courts often read out the causation inquiry, as long as misstatement is material.

iv. Damages
1. Court will not routinely unravel a merger.

2. Possible to get litigation expenses, or damages.

3. A plaintiff must show materiality and relationship to establish a claim for misstatement or omission under § 14, but does not need to prove causation to bring suit.  What is materiality and causation?  

a. Mills v. Electric Auto-Lite Co.
Facts:  Auto-Lite and Mergenthaler enter a merger.  Mergenthaler already owned 54% of interest in A-L and had the ability to nominate all of its directors.  Directors who encouraged SH to approve merger were controlled by Mergenthaler.  SH bring suit to undo merger b/c the proxy materials submitted to the SH before the merger’s vote failed to disclose that the board members endorsing the merger were nominees of the targeting company.

Holding:  Where there has been a finding of materiality, a shareholder has made a sufficient showing of causal relationship between the violation and the injury for which he seeks redress if, as here, he proves that the proxy solicitation itself, rather than the particular defect in the solicitation materials, was an essential link in the accomplishment of the transaction.  

i. Proper relief should be determined by what is in the best interest of the SH.  

1. If defect relates to terms of merger ( damages may be ok.  

2. If defect did not relate to terms of merger ( damages will only be granted if merger caused a decrease in earnings/holdings.

ii. If majority SH had enough to get what it wanted anyway, this test need not be used. ??
4. A proxy statement’s omission or misstatement of the value of a director’s stock options is not material.

a. Seinfeld v. Bartz
Facts:  SH in Cisco sued Cisco and its 10 directors in a derivative action.  Amendment to Cisco’s Automatic Option Grant Program increased stock options to new and returning outside directors.  P contends that proxy soliciting approval of the amendment was negligently prepared b/c statement did not value the options under the Black-Scholes option-pricing model, which it allegedly should have then factored into the salary for each director.  Does a company’s failure to attribute in its proxy statements the value of stock options granted to its directors constitute a materially false and misleading statement under Rule 14a-9 of the SEC?

Holding:  No.  Court says this is NOT material.  A reasonable SH would not consider it important in making his decision.  If a reasonable SH cared, he could have calculated the value himself.

i. The case would have been closer if the company failed to disclose the options at all.

ii. This illustrates the ECMH: corporate investors know how to calculate this and can do so on their own.

b. 2 basic forms of options:

i. Call options:  provide a right to buy from the issuer an underlying asset (such as common stock) at a set price over a period of time.

1. Options are not issued by a corp, but by 3rd parties, so this is like betting on the future success of the corp.

ii. Put options:  give the holder the right to sell the issuer of the option an underlying asset.  Lets holder sell shares of the company at a particular price.

1. If you think the company is going to fall dramatically, you can keep the selling price.

c. Another type – Expensing options.  Free compensation that the corporation has given, but may never have to pay.

i. Black-Scholes formula takes into account the probability that you won’t have to pay it versus if you will.  So, B-S is just a formula used to value options, and takes into account certain factors.

d. Options are most valuable with a highly volatile asset.

ix. Shareholder proposals 

1. Proposals are another mechanism by which SH can control the corp.  

a. Rule 14a-8: allows eligible SH to put a proposal before their fellow SH and have proxies solicited for them on the company’s proxy statement.

i. Eligibility: have to have $2K in interest

ii. Procedural requirements: 14a-8(b)-(e)

1. 14a-8(h): proposing SH or his representative must appear at SH meeting

iii. 14a-8(i): exceptions, grounds for allowing the company to exclude of the proposal

2. Shareholders may include significantly related materials with a company’s proxy statement.

a. Lovenheim v. Iroquois Brands, Ltd.
Facts:  Lovenheim (P) asked to have information about a resolution he proposed to make at an upcoming SH meeting included in the company’s proxy materials, but the company refused.  P wanted to have a statement concerning the force-feeding of geese as part of pate de fois gras production included b/c he considered the practice offensive ,and Iroquois imported pate de fois gras in its business.  P claims a right under § 14(a) of the Exchange Act to demand that information about this proposal be included in the proxy materials.  May an issuer refuse to include in its proxy materials a shareholder’s information on a proposed resolution if the issuer decides the materials relate to a subject that is not economically significant to the company?

Holding: No.  Whether P prevails depends on whether the proposed information falls within the exceptions to Rule 14a-8.  P doesn’t argue that pate sales’ are economically significant, but that the treatment of the geese is still “otherwise significantly related to the issuer’s business.”  Rule’s drafters indicated a willingness to require distribution of information of a non-economic nature.

i. Iroquois had relied on 14a-8(i)(5), which says that issuer of a security “may omit a proposal and any statement in support thereof” from its proxy statement if the proposal relates to operations which account for less than 5% of issuer’s total assets… and is not otherwise significantly related to the issuer’s business.

ii. But Iroquois doesn’t succeed b/c court concludes that, based on the history of the rule, the meaning of “significantly related” is not limited to economic significance.  There is ethical and social significance to P’s proposal and it implicates significant levels of sales.

3. Shareholder’s proposal to investigate federal employee health care plans should be included in the proxy statement.

a. NYC Employees’ Retirement Sys. V. Dole Food Co.
Facts:  NYCERS, major SH in Dole, requested that Dole include a statement concerning the impact of health care costs on employees’ ability to retire.  NYCERS proposed a shareholder resolution on the matter and prepared a draft of the resolution and a supporting statement to include w/ Dole’s proxy statements, but Dole wants to exclude this from the proposal b/c no relationship to its “ordinary business operation.”  Must a company include a SH proposal seeking to have the issuer create a committee to investigate federal proposals affecting employee health care and insurance with its proxy materials?

Holding:  Yes.  “Requested” for purpose of “evaluating” – language is key, you can’t order a corp to make this decision (that would be a basis for exclusion) b/c the BoD has the right to make all business decision.  Also broader issue.  

i. Rule 14a-8(i)(7): corp may exclude SH proposal if it deals w/ a matter relating to the conduct of the ordinary business operations of the registrant

1. Court says no.  NYCERS has shown that the proposal doesn’t relate to ordinary business operations, and Dole hasn’t contradicted.  Could have a large financial consequence on Dole.

ii. Rule 14a-8(i)(5): a corp may exclude a SH proposal if it relates to operations which account for less than 5% of the total assets and is not otherwise significantly related to registrant’s business.

1. NYCERS proposal relates to activities that affect more than 5% of corp’s income, so doesn’t matter whether proposal lacks discrete nexus to Dole’s line of business.

iii. Rule 14a-8(i)(6): a corp need not include SH proposal if it deals w/ a matter beyond the registrant’s power to effectuate.

1. No.  Dole doesn’t point to any language suggesting a necessary consequence of proposal is political lobbying.

4. SH proposal concerning employees’ retirement benefits may be omitted from proxy materials

a. Austin v. Consolidated Edison Co. of NY
Facts:  P SH wanted Constitution-Ed to include information in its proxy materials in support of a resolution allowing an employee to retire after 30 years’ service.  Represented departure from co’s policy.  May an issuer exclude from its annual proxy statement information on a proposal by the issuer’s employees concerning retirement qualifications and benefits?

Holding:  Yes.  This is an ordinary business issue under Rule 14a-8(i)(7).  SEC has a long record of allowing companies to exclude pension proposal information from their proxy statements.  This is an audacious proposal on a mundane issue.  If this were something that everyone talks about, then would worry about it, but it’s not significant enough to warrant public attention.  P’s may use collective bargaining to press their issue – fact that there is another venue for P’s claims is a factor that sways the court.

e. INSPECTION RIGHTS
i. Another SH power: the power to inspect corporation’s book.

1. Rule 14a-7: Management has choice to either

a. Send insurgents’ material directly to SH and bill insurgents (corp usually prefers)

b. Give list of SH to insurgents (SH usually prefers – more control)

2. When SH is seeking access to the list, burden is on the corp to show that SH do not have proper purpose.

a. Good chance SH can get list if proper purpose under DE law.

ii. Ways in which one can gain access to the list of a firm’s SH

1. A corporation must grant a request for access to a shareholder list to enable tender-offer discussions.

a. Crane Co. v. Anaconda Co.
Facts:  Crane sought to acquire 20% of Anaconda’s shares and asked to have access to Anaconda’s shareholder list to distribute information on the tender offer directly to Anaconda’s SH.  Crane wants to communicate w/ Anaconda SH to explain the tender offer and to respond to Anaconda SH misconceptions.  May a qualified SH ask to inspect the corp’s stock register to obtain the identity of other SH to inform them directly of its exchange offer and to solicit stock tenders?

Holding:  Yes.  “A SH desiring to discuss relevant aspects of a tender offer should be granted access to the SH list unless it is sought for a purpose inimical to the corp or its SH – and the manner of communication selected should be w/in the judgment of the SH.”  Inspection should be compelled where SH desires to obtain identity of other SH to convince them to sell their stock, since this involves the business of the corporation.  Since the pendency of such an exchange offer will affect future director of corp and continued vitality of SH investment, inspection of stock book should be allowed so that qualified SH may have means to independently evaluate the situation.

2. A company may deny access to a SH who purchased stock solely to access corporate books and records.

a. Pillsbury v. Honeywell
Facts:  SH believed Honeywell should stop production of ammunition to be used in Vietnam War.  SH purchased 100 shares of Honeywell stock to gain voice in company’s affairs and sent 2 written demands to Honeywell asking for its SH ledger, but Honeywell refused.  Does a SH who purchases shares in a corp for the purpose of changing its manufacturing policies have a proper purpose for accessing SH lists and business records?

Holding:  No.  Under DE law, SH must prove proper business purpose to obtain SH lists.  Here, P only showed that he disagrees w/ the company’s management and that he has a right to obtain the list to solicit proxies.  P had no interest in Honeywell’s affair until he learned of their ammunition production.

3. NY Law entitles SH to shareholder and nonobjecting beneficial owner lists.

a. Sadler v. NCR Corp. [NY law]  Why didn’t talk about?
Facts:  AT&T makes tender offer for NCR, Sadlers own 6,000 NCR shares.  Sadlers try to obtain NCR’s SH list (CEDE) so that AT&T could communicate w/ the SH.  AT&T also sought list of nonobjecting beneficial owners (NOBO), which would identify those owning beneficial interests in shares that had consented to having their identities disclosed.  

Holding:   NY law permits any resident who has held shares in a co. for at least 6 months to require the corp. to produce a list of its SH, and Sadlers qualify.  But the SH must assure that inspection is not desired for a purpose other than business – that it’s not for an improper purpose.  NCR argues that Sadlers’ request isn’t valid b/c they will share the info w/ AT&T, but the Sadlers’ agreement to share the info w/ AT&T DOES NOT prevent them from obtaining the lists.  Sadlers’ use is NOT improper.  Although assembling NOBO list will take NCR a while, NY law CAN require NCR to create a NOBO list.

i. DE Law ( only get the CEDE list.

ii. NY Law ( can get the CEDE list AND the NOBO list.

iii. Also, no Dormant Commerce Clause problem b/c the issue has historically not been governed by federal law.

**CORPORATE CONTROL**
1. Mergers and Acquisitions
a. INTRODUCTION
i. Goals of M&A:

1. Expand into another industry (“conglomerate diversification” – reduces risk)

2. Increase market share

3. Maybe majority wants to get rid of the minority

4. Benefits ancillary to control (people like to own more businesses)

5. Synergies b/t diff business organizations

ii. Concerns with M&A:

1. Acquirer might not be friendly to current directors – might cause current directors to have conflict of interest

2. Acquirer worried about having deal stolen by 3rd party while having done all the work

3. Investors might want larger share price

iii. Approaches to taking control of another company:

1. Proxy contest

2. Tender offer

3. Stock purchases

4. Sale of assets – simply purchase the assets of the target

5. Merger/consolidation

a. Merger – one of the original companies survives

i. ACME + Target = ACME

b. Consolidation – neither company survives and a new company is formed

i. ACME + Target = Ajax

iv. Steps of Mergers under DE law

1. Both corporations’ BoD have to approve the merger agreement

2. SH have to approve merger

a. Approval = a majority of the shares that are entitled to vote

b. For sale of assets to the acquirer, only need BoD approval, not SH approval.  But, for sale of target, need both.

3. Merger documents must be filed with secretary of state

4. Appraisal rights

a. No appraisal right if stock is publicly traded, so this is aimed at closed corporations

b. Have to perfect appraisal rights to sent written notice to the corp

v. Significant consideration – tax consequences of sale of assets

vi. All property owned before becomes the property of the ending entity.  But with sale of assets, you have to re-title each piece of property in the name of the acquirer.

b. THE DE FACTO MERGER DOCTRINE
i. Test: has the entity altered its essential nature and altered the fundamental relationships of SH?

ii. Shareholders have dissenters’ rights in a de facto merger that is disguised as an asset sale.

1. Farris v. Glen Alden Corp. [PA case]
Facts:  List purchased almost 40% of the outstanding shares of Glen Alden and characterized its purchase as an asset purchase rather than a merger.  Proposed a reorganization whereby List would operate Glen Alden (all of List’s assets in exchange for stock, change name to List Alden, List would be dissolved and leave List Alden to operate both companies).  Glen Alden mails its SH a meeting notice and proxy statement describing the reorganization and recommending its approval.  Farris (P) seeks to enjoin the vote and stop the reorganization, contending that the notice failed to state that the meeting’s true purpose was to approve a merger, did not inform the SH of their right to dissent and obtain their shares’ fair value, and omitted required text from the state’s corporate law.  P argued that any approval would be invalid.  If the result of a transaction between two companies accomplishes the same result as a merger, should the target company’s management be required to treat the reorganization as a de facto merger and permit its SH the right to dissent and receive fair value for their shares?

Holding:  Yes.  De facto merger doctrine: when something amounts to a merger, PA law would treat it as a merger and requires steps consistent with that merger. 

a. Goal is to avoid the appraisal right.  Why?

i. Cash drain on the corp b/c have to pay SH who dissent and demand their right for appraisal.

ii. Uncertainty about what the valuation will be during the appraisal.

b. Under de facto merger doctrine, did the transaction change the relationship b/t SH, and b/t SH and the corp?
i. SH suffered financial losses (new co. will have x7 the debt load of the previous co.)

ii. Control changes

c. This was very similar to a stock-for-stock merger.  Court thinks substance over form should apply here.

d. Aftermath: Terry v. Penn Central – PA legislature abolishes de facto merger doctrine.  No more dissenter rights in sale of assets.

i. There can only be a de facto merger now if the minnow swallows the whale.
 

	
	Glen Alden (PA) 
	List (DE)

	Merger
	Appraisal, SH vote needed
	Appraisal, SH vote needed

	Asset sale (List buying)
	Appraisal rights (GA = seller)
	No appraisal rights, no SH vote (List = buyer)

	Asset sale (Glen Alden buying)
	No appraisal rights (when PA corp is buying shares), and no SH vote req but we’re not sure (though they did one anyway).

Corp wants to get into this box
	No appraisal rights in an asset sale in DE, but SH vote req when selling all your assets {also need BoD approval as well}

Corp wants to get into this box


iii. DE rejects the de facto merger doctrine.

1. Hariton v. Arco Electronics [DE case]
Facts:  Arco and Loral negotiated to combine their companies.  Reorganization Agreement provided that Arco would sell its assets to Loral in exchange for 283K shares of Loral stock.  Arco would then hold a SH meeting to approve the agreement and then dissolve, then distribute the Loral shares to its former SH.  May 2 corporations agree to reorganize if the result is a de facto merger, using the statutory provisions concerning the sale of assets rather than the provisions governing mergers?

Holding:  Yes.  The plan, which allows the companies to accomplish indirectly what they preferred not to do directly, is permitted under DE law b/c the merger statute and the sale-of-assets statute are independent provisions.  A corp’s principals may use either statute to accomplish their purpose.

a. Court doesn’t apply de facto merger doctrine b/c of DE law.  Whatever form the company chooses, the court will respect it.

c. FREEZE-OUT MERGERS
i. Meaning of “freezeout”: a “freezeout” is a transaction in which those in control of a corporation eliminate the equity ownership of the non-controlling SH.  In other words, the insiders somehow force the outsiders to sell their shares, or the insiders find some other way of eliminating the outsiders as common SH.  The net result of a freezeout is that the controlling SH go from mere control to exclusive ownership of the corporation.

ii. Only majority of SH needed to approve a merger – that’s how these can work.

iii. Most common method: cash-out merger.
1. The insider causes the corp to merge into a well-funded shell, and the minority SH are simply paid cash in exchange for their shares, in an amount determined by the insiders.

iv. Triangular Mergers:

1. Acquirer, Subsidiary, Target

2. Combines advantages of mergers & asset sales

3. Triangular mergers aren’t always used to freeze out minority SH

4. What happens:

a. Acquirer forms a subsidiary (a corporation 100% owned by buyer)

b. Subsidiary is capitalized with the consideration to be paid to the target’s SH

c. Subsidiary merges with target, paying the target’s SH

5. 2 kinds of triangular mergers

a. Forward triangular merger ( subsidiary is surviving entity

b. Reverse triangular merger ( target is surviving entity

v. Entire Fairness Justification For Freeze-Out Mergers
1. Shareholders’ approval of a merger is void if inadequate information was disclosed to the minority SH.  Burden is on the corporation to show that they informed minority of all material facts.

a. Weinberger v. UOP
Facts:  Signal owned 50.5% of UOP, with the balance owned by public SH.  Four key directors of UOP were also directors of Signal (and apparently owed their primary loyalty to Signal).  Two of these directors prepared a feasibility study, which concluded that anything up to $24 per share would be a fair price for Signal to acquire the balance of the UOP shares.  But Signal eventually offered to buy out the UOP minority holders for just $21 per share.  This price was based on a hurriedly-prepared fairness opinion by UOP’s investment bankers.  UOP’s board approved the $21 price, but there was never any real negotiation b/t Signal and UOP on this price, and the non-Signal-affiliated UOP directors were never shown or told about the feasibility study indicating $24 as a fair price.  In a cash-out merger, must a majority shareholder prove that the minority shareholders received all material facts necessary to evaluate a transaction before casting their vote?

Holding:  Yes.  In a cash-out merger, if a P offers some basis to attack the merger as unfair, the majority SH bear the burden of showing that the transaction is fair.  Majority must show that the information it provided before the vote disclosed all material facts.  Here, merger’s terms are not fair.  The report Signal authorized fixes the price at a maximum of $24, but the proposed price per share was $21.  Having the UOP SH accept $21 per share saved Signal $17M.  Withholding information is a breach of fiduciary duty.  Also, if the same directors are on both sides of a transaction, the parties must demonstrate utmost good faith and fairness.  UOP’s only protection was the Lehman Bros. study, but the UOP SH weren’t told that the Lehman study was rushed and could be flawed.  Also, SH never knew that Signal considered the stock purchase a good price even at $24 per share.

i. If there is SH approval, the directors (D) must show the minority had all the information.

ii. If they did, the burden shifts to the P to show it was unfair.

iii. If no approval OR no full disclosure, the D has the burden of showing entire fairness = fair dealing + fair price.

2. Burden is on the corporation to show they informed minority of all material facts.

a. If appropriate disclosure + SH approval, burden is on P SH to show unfairness.  P has to show evidence of fraud, misrepresentation, or misconduct.

3. DE Standard of scrutiny from Weinberger: Entire Fairness
a. Entire fairness = fair dealing + fair price.

b. Fair dealing: 

i. Did the corp mislead the SH?  Yes.

ii. Fairness memo was prepared hurriedly and by interested director.

iii. Fairness memo wasn’t disclosed.

c. Fair price:

i. DE courts used “block method” taking into account 3 different valuation methods

1. Net asset value

2. Capitalized earnings

3. Market value

ii. Court moves away from rule-based approach, takes everything into account.

vi. Business Justification for Freeze-out Mergers

1. Coggins v. New England Patriots Football Club
Facts:  Sullivan takes out private loans to purchase all voting stock in corporation, forms a subsidiary and merges the old company into the new company.  Gets rid of nonvoting SH b/c he wants to be president.  Sullivan had borrowed a lot of money b/c he wanted to take over the corp, but had to make promise to lenders that he would reorganize the Patriots.  Minority SH is upset and brings class action to avoid the merger.

Holding:  Although DE court likes “entire fairness” test, MA courts like “business-purpose test.”  Because the danger of abuse of fiduciary duty is especially great in a freeze-out merger, the court must be satisfied that the freeze-out merger was for the advancement of a legitimate corporate purpose.  If satisfied that elimination of public ownership is in furtherance of a business purpose, the court should then determine if the transaction was fair by examining the totality of the circumstances.  Normally, remedy is rescission (undo the merger), but b/c 10 years has passed, 3rd parties have relied.  Therefore, rescissory damages are given.  There was no business purpose here.
2. MA Test: Business Purpose Test
a. 1) Business Purpose
i. No business purpose here, just trying to benefit himself.
b. 2) Totality of the Circumstances to Determine if Transaction is Fair
vii. Majority SH owe a fiduciary duty that goes beyond refraining from illegal activity.

1. Rabkin v. Philip Hunt Chem. Corp
Facts:  Hunt merged into Olin pursuant to a merger agreement recommended by Hunt’s BoD.  Olin purchased 63% of Hunt’s common stock at $25 per share.  As part of the purchase agreement, Olin said if it bought the remainder of Hunt’s stock within a year, it would pay the same $25 share price.  Right after the time expired, Olin offered the remaining SH $20 per share.  Evidence that Olin had been planning to do this.  Does an acquiring corporation’s offer to purchase the remaining minority shares of a target corp after the expiration of a 1 year price guarantee constitute a violation of the acquiring corporation’s fiduciary duty to the minority SH?

Holding:  Yes.  Breach of loyalty resulting from not merging earlier on.  Olin always planned to acquire Hunt’s minority shares, but wanted to avoid paying the $25 purchase price under the 1-year agreement.  Violated the spirit of the agreement.

a. Remedy is not limited to appraisal ( when there is fraud, misrepresentation or self-dealing, court can fashion other relief.

b. Appraisal was not enough here b/c they fail to hold the wrongdoers accountable.

d. DE FACTO NON-MERGERS
i. De facto non-merger doctrine:  a transaction takes the form of a merger but P argues that it is, in substance, a sale of assets followed by a redemption.

ii. If a corporation follows the appropriate steps under DE merger law, DE courts will accept the form of merger/two step merger the corp decides to take.  Since DE courts reject the de facto merger doctrine, they also reject the de facto non-merger doctrine.  DE = form over substance.
1. Rauch v. RCA Corp.
Facts:  P claimed that acquisition of GE by RCA constituted a “liquidation or dissolution or winding up of RCA and a redemption of the preferred stock,” as a result of which holders of the Preferred Stock were entitled to $100 per share in accordance with the redemption provisions of RCA’s certificate of incorporation.  P argued that merger agreement effected a redemption whose nature was not changed by referring to it as a conversion of stock to cash pursuant to a merger.

Holding:  The RCA-GE merger agreement complied fully with the merger provision in question.  Also, RCA chose to convert its stock to cash to accomplish the desired merger, and in the process chose not to redeem the preferred stock.  It had every right to do so in accordance w/ DE law.  Any action taken under one section of the DE Gen Corp Law is legally independent from the other.  P doesn’t argue that the $40 per share conversion rate for the preferred stock was unfair.

e. LLC MERGERS
i. Ordinarily, unanimous consent of managers is required to effect a merger.

ii. Normally, DE law will recognize the possibility that a merger may be allowed with less than unanimous consent, and will allow contracting around the ordinary DE provisions to allow a merger to occur with less support than is normally required.

1. BUT when the duty of loyalty and good faith is breached, it will not be allowed.

2. VGS v. Castiel
Facts:  LLC members fought over the company’s direction and distrusted the majority owners’ ability to further the company’s goals, so the remaining members secretly arranged to merge the company to shut out the majority owner.  3 person Board of Managers ran LLC.  VGS has three corporate owners (2 owned by P).  Each one gets a member on the BoD, P really gets 2 members.  Quinn (elected by P) defects and joins other 2 members who are trying to get P out, then they authorize, by written consent, a merger of the LLC into a new DE corporation.  Following the merger, they extinguished the LLC and vested ownership of the LLC’s assets with P ( they did NOT name former majority owner to the new board.

Holding:  Merger is INVALID.  Managers that fail to provide notice to ALL board members of their intent to hold a meeting or seek consent to a written resolution violate their fiduciary duties to each other, EVEN IF they believe that keeping an individual member from voting at the meeting is in the company’s best interests.  P was not given notice about the proposed merger.  Board members CANNOT withhold notice of a meeting from a director in order to assure a resolution’s passage.  Breach of the duty of loyalty (even though they technically did not need unanimous vote to merge).  B/c the 2 managers acted w/o notice to the 3rd manager under circumstances where they knew that with notice he could have acted to protect his majority interest, they breached their duty of loyalty to the original member and their fellow manager by failing to act in good faith.  

2. Takeovers
a. INTRODUCTION
i. Otherwise known as “hostile mergers.”

ii. Target must indicate whether they support the tender offer, don’t support the tender offer, or unable to take a position.

iii. Why might a BoD resist a merger?

1. They still want to maintain control

2. They think it’s in the best interest of the corp (they have long-term plans that won’t be implemented w/ board change)

3. They may be concerned about job security

4. A BoD may want to resist an initial tender offer b/c they want a better offer

iv. What can the acquirer do when the BoD of target corp resists?

1. Promise job security (like Brehm v. Eisner – “golden parachute provisions”).  This lowers resistance to takeover, but might seem wasteful.

v. Why might a BoD NOT resist a takeover?

1. Good golden parachute

2. Corporation is in trouble

3. Directors have long-term transactional interest (they want their overall reputation to go up)

vi. Williams Act (1968) – Federal Regulation of Tender Offers & Stock Purchases
1. Amendments to §§ 13-14 of the Exchange Act.

a. Apply only to securities registered under the Exchange Act.

b. Anyone who acquires 5% of stock of a firm must file Schedule 13D disclosure statement w/in 10 days of acquiring the 5% interest.

c. Anyone making a tender offer must file a detailed set of disclosure documents, including the acquirer’s plans for the company [§ 14(d)(1)].  
i. This information is important to SH tendering in a stock-for-stock offer, but not ordinarily in a stock-for-cash offer.  
ii. The requirement protects incumbent management.
d. If the tender is over-subscribed (i.e. more shares are tendered than the acquirer offered to purchase), acquirer must accept stock on a pro-rata basis [§ 14(d)(6)].
e. Any acquirer who raises his price during the term of the tender offer must raise it for any stock already tendered [§ 14(d)(7)].
f. The tender offer must be open for at least 20 business days, and a SH who tendered may withdraw the tendered stock during the first 15 days [§ 14(e)(1)].
g. Acting in concert = add your percentages
vii. Policy:

1. Hostile acquisitions may be good for corporate governance.
a. Hostile acquisitions reduce agency costs, and make directors and other decisionmakers more likely to act in the interests of the corp.
b. Transactional accountability: corp becomes more accountable to its SH during the transaction b/c there’s a change in management.
c. Systematic accountability: you anticipate as a manager that if you don’t do a good job, hostile acquirers will come in and take over the corp.  Fear or possibility of hostile acquisition may make managers more likely to act in the interest of the SH.
2. What is the appropriate role of management in the fact of a hostile acquisition?
a. Easterbrook & Fischel: total management passivity in the face of a takeover
b. Gilson: it’s good to encourage some sort of auction to get better price.  Providing for an auction benefits the system as a whole (DE approach).
b. TAKEOVER DEFENSES: How can the BoD resist a takeover?

i. Greenmail: the purchase by a corp of a potential acquirer’s stock at a premium over the market price.  (However, provides no protection against later pursuers, except possibly to the extent that the premium paid to the first pursuer depletes the corporate resources and makes it a less attractive target.)

1. Cheff v. Mathes
Facts:  SH brought a derivative suit against the co’s directors after the board authorized a series of expensive actions to ward off an outside SH attempts to take over the co.  Valid purpose to stay in power.  May a board trade its own stock to frustrate an outside investor’s efforts to liquidate the company or change its character to the detriment of the company and its SH, if the directors acted on their belief that the outside investor had a reputation for ruining target companies?

Holding:  Yes.  DE statutes give corporations the right to trade in their own stock.  Courts do NOT permit a board to use corporate funds merely to further the board’s desire to stay in power; however, if a company’s board sincerely believes that buying out a dissident SH is necessary to maintain proper business practices, the board is not liable for the decision even if, in hindsight, the decision may not have been the best course.
a. Standard is the business purpose test: if there was proper business purpose, the courts will allow this transaction.

b. Benefits:

i. This can serve as a wake up call, forcing the corp to change its ways.

ii. Provides research on the corp to the broader community.

c. Disadvantages:

i. Bad for the SH – expensive.

d. Outside director: reasonable investigation

e. Inside director: steps to make sure that the decision is in the best interest of the SH.

2. When a corp is force to merge into a new entity, the corp does NOT owe a duty to its employees.  

a. Should there be a duty to a corp’s employees?

i. Arguments for: the employees contribute a majority of labor to the corp, which is necessary for it to run.

b. Should there be a law that says corps will keep the employees’ interests in mind before making business decisions?

i. Probably not, b/c the corp already has to worry about its SH, and it’s hard to satisfy both interests.

c. Employees are usually taken care of in the decision-making process because the BoD will generally assure employees that their interests will be taken into account.  “Implicit K” b/t the corp and its employees.

ii. Counter-Tender Offers (Unocal, Time)

1. Exclusionary repurchases: target embarks on its own aggressive program of share repurchases.  If the target offers a higher price for its own shares than the bidder is offering, the target’s holders will be less likely to tender to the bidder.  

a. In DE, the target MAY exclude the bidder from participating in the share repurchase program.

2. Two-tier front-loaded cash tender offers:

a. Acquirer will offer to buy 51% of the stock (the front end) at a higher price and will pay less for the other 49% (the back end).  Incentive for SH with few shares to tender to get more money.  “Coerces” each SH into tendering, and forecloses a more advantageous auction for the stock.

b. This is a solution to the “free-rider” problem.

i. “Free rider” problem = when SH think they can free-ride on the acquirer’s plans to turn the company around and make more money, therefore increasing the stock value of the shares.  The SH likely will refuse to tender in this instance and thus the tender offer will not go through.

3. A self-tender offer may disallow a take-over bidder’s participation.

a. Unocal Corp. v. Mesa Petroleum Co.
Facts:  Mesa (P), a minority SH, made a two-tiered hostile tender offer for Unocal’s stock and filed a complaint to challenge Unocal BoD’s decision to affect a self-tender for its own shares because, pursuant to the offer’s terms, Mesa could not participate.

Holding:  HEIGHTENED PROPORTIONALITY TEST:  A company’s purchase of its own shares in an effort to remove a take-over threat IS protected by the business judgment rule and corp may deny the dissident SH the right to participate in the self-tender offer IF the purchase is reasonable in relation to the threat posed AND is supported by a thorough evaluation of the takeover bid.  Although Mesa argues that Unocal breached a fiduciary duty by preventing Mesa from participating in the self-tender offer, Unocal owed Mesa no duty of fairness b/c the offer was coercive.  Also, Unocal’s BoD decided to exclude Mesa in good faith, on an informed basis, and in the exercise of due care.  Mesa had the reputation of being a corporate raider.

4. Modified Duty of Care Analysis
a. Court says that it is not just going to apply the BJR rule here, instead it will apply a modified duty of care analysis. 3 components =
i. Good faith – whether in good faith they thought there was a threat
1. In this case, the offer from Mesa poses a danger to the corporation that the SH’s shares will be bought up for less than enough money (junk bonds) AND the tender offer in this case was coercive (two-tier). 

ii. Reasonable investigation
iii. (key aspect) Action must be in proportion to the threat posed
1. Relevant factors in assessing the threat:

a. Price

b. Nature and timing

c. Legal?

d. Risk of non-consummation (conditions not likely to be met?)

e. Quality of securities offered.

b. Board can also take into account the impact on constituencies OTHER than their SH as part of the analysis.

iii. Poison Pills (Revlon)

1. Poison pills = rights the exercise of which makes the takeover less profitable to the acquirer, typically by lowering the value of the target’s or the acquirer’s shares.

a. Poison = a right that reduces the attractiveness of a takeover.

b. These rights are distributed to someone (usually, SH other than the acquirer) via a “vehicle”, and cannot be exercised until a triggering event (e.g. a takeover attempt) takes place.

i. Examples of triggering events:

1. The announcement of a tender offer for more than X% of the target’s stock;

2. The acquisition, in any way, of X% of target’s stock (or of any stock class);

3. The execution of a merger to which the target is a party.

c. The rights are initially “stapled” to another security

i. They are not issued in physical form and cannot be sold separately from the stock.  This ensures that there is no secondary market for the rights.

ii. Upon occurrence of the trigger event, the rights detach from the security and may be exercised or traded.  Corporations can almost always buy poison pills back cheaply.

2. Flip-over plans = when acquiring corp buys a target, the SH of the target corp can buy acquirer’s shares cheaply; thus, target corp’s SH end up taking control of the acquirer.

3. Flip-in plans = if the rights are triggered, then the holders of those rights have right to buy shares on the TARGET corporation for a relatively small price.  This is meant to counter partial-tender offers.  People who resist initial tender offers can buy shares in the target corporation cheaply.  This makes it hard to acquire anywhere near 100% of stock.  VERY POWERFUL DEFENSE.
4. Back-end plans = allow SH who are in the back end who have resisted the initial tender offer, to convert their shares into some package.  This is a weaker poison pill, but makes sense to ensure that potential acquirers will at least pay a fair price for the shares.  It increases the minimum amount of money that needs to be spent in order to consummate a tender offer.
5. Voting plans = says that if the company is acquired, the acquirer cannot run the company.
6. Poison debt = a corp will issue poison debt that makes certain promises to those whom the debt is owed that will prevent an acquirer from mortgaging the property.  This is a defense against a LEVERAGED BUYOUT – this plan prevents the target’s assets from being leveraged. 

7. Ultimate question in poison pill cases: whether the court will find the issuance of a poison pill to be a disproportionate step.

8. Revlon v. MacAndrews & Forbes Holdings, Inc.
Facts:  Pantry Pride is trying to acquire Revlon, offer $40/share.  Revlon hires investment banking firm and law firm, and banking firm tells them $60-70/share is the liquidation value.  Law firm comes up with a number of plans against the offer: 1) Note purchase rights plan (NPRP) – back end plan that allows people to convert their shares to a note, and 2) Revlon self-tender offer at $57.  PP responds by increasing its offer to $47.50, conditioning this on the redemption of the NPRP.  Revlon then buys 10M shares and exchanges them for notes (poison debt).  PP reduces its offer.  White knight (Forstmann Little) going to acquire stock at $56 (management buyout) with golden parachutes to buy stock in the new company (allowing managers to entrench themselves rather than walking away).  Directors pull out, and FL promises to make up for the debt.  FL gets three things in exchange: (1) Lockup fee: termination fee, amount of money the potential acquirer is promised should the deal not go through. (2) Crown jewels: FL right to buy two divisions at discount. (3) No shop provision: Revlon cannot give other people a similar lockup.

Holding:  This was not an independent board (all but 2 directors were insiders).  With independent committee you still don’t get BJR but it might have an effect on burden of proof.  Initial defensive measures were OK b/c they were in good faith by the BoD, and with reasonable investigation.  Problem was with later techniques: once PP’s offer reached $53, the corp has a duty to auction and get the best deal for the SH because Revlon’s breakup was inevitable.  Revlon duties: duty to seek the best value once it becomes clear that the corp will be broken up.
a. BoD violated its fiduciary duties by caring about the interests of note holders over the interests of the SH.  

i. Since note holders threatened to sue the directors, they could have been worried about personal L.

b. In the face of its Revlon duties, the board has the burden of proving it was motivated by a belief that the takeover posed a threat to the company’s welfare and that its response was proportional to the threat posed.  
9. Paramount v. Time
Facts:  Time negotiates with Warner for a merger through exchange of stock.  Time was paying a huge amount of money for Warner.  Warner SH would own a majority of the company but Time management would continue to run the company.  Advance defensive tactics: before the finals deal, tell banks not to finance anyone else, Time cannot consider any other proposals, and automatic share exchange agreement so each company could buy the other’s stock at a specified amount.  Then, Paramount offers Time $175/share.  Time attacks Paramount’s offer and calls it “smoke and mirrors” and changes the nature of its deal with Warner.  Pac-man defense: Time is buying Warner so that it will be too big for Paramount to buy.

Holding:  In response to Unocal argument that this is not a strong threat: threats existed, directors can decide something is not a good deal for reasons other than value, can be about corporate culture, etc.  Court is very deferential to Time BoD on Unocal threat/response issue.  Court says Time’s responses were reasonable.

a. This case is a clarification of Revlon – there were no Revlon duties here because this was NOT an impending break-up – Time would continue to be in control of the management of the co.  Therefore, Revlon doesn’t apply.

b. So, when Revlon doesn’t apply, the board can consider more than just the price.

c. Court says the kind of threats here are:

i. Threat to “Time culture”

ii. Timing of deal (might confuse SH b/c at the same time as the Warner deal)

iii. SH might tender in ignorance

iv. Conditions of the offer

d. Pre-Paramount maneuvers: Court applies BJR

i. More deferential std of review for pre-acquisition measures.

e. Post-Paramount maneuvers: Revlon duties aren’t triggered, and modified duty of care analysis = OK.

10. Unitrin v. American General Corp. – Independent BoD can approve a defensive measure if it is NOT draconian
a. Not coercive (SH are given strong incentives to take one offer)
b. Not preclusive (prevents a transaction from taking place)
c. If a defensive measure is within a range of reasonableness, it is OK
11. Dead hand poison pills
a. Normal poison pills make an acquisition of the target prohibitively expensive, but if prospective acquirer makes sufficiently attractive offer, the board may redeem the pill and allow the offer to go forward unimpaired by the pill’s dilutive effects.
i. Thus, they make the target vulnerable to combined tender offers and proxy contests – the prospective acquirer could trigger the pill, conduct a proxy contest to elect a new board, which would then redeem the pill to permit the tender offer to go forward.
b. Dead hand pill was intended to close this loophole by depriving any such newly elected directors of the right to redeem the pill - pill could only be redeemed by those directors who had been in office when the SH rights constituting the pill became exercisable.

i. Carmody v. Toll Brothers
DE law prohibits dead hand pill.  It is coercive because if effectively forces SH to re-elect the incumbent directors if they wish to be represented by a board entitled to exercise its full statutory powers.  It is preclusive because the added deterrent effect of the dead hand provision made a takeover prohibitively expensive and effectively impossible.
12. No hand pill

a. NO ONE can redeem the rights of the pill for a specified period (usually 6 months) of time after a change in the board

b. Courts rejected this as well: BoD has the ultimate responsibility of controlling the company, and this reduces the BoD’s power.

iv. Lock-ups (Van Gorkom, Revlon, QVC)

1. No-shop obligation – you can’t solicit more bids

2. Cancellation fee 

3. Stock options 

4. What kind of sale triggers Revlon duties?

a. Paramount v. QVC
Facts:  Deal b/t Paramount and Viacom for a merger with head of Paramount staying on as CEO.  QVC jumps in but is rebuffed.  QVC makes two tier tender offer for Paramount.  Viacom’s defensive measures: (1) no shop, (2) termination fee, (3) stock option agreement (Viacom would have option to buy 20% of Paramount stock if the stock gets more than a certain amount of money).  QVC comes back with a $80/share offer with the invalidation of the option agreement.  Viacom comes back with $80/share cash tender offer.  Final offer $90 for QVC, $85 for Viacom.  QVC sues to enjoin defenses, arguing that Revlon applies.

Holding:  Revlon DOES apply here.  This is a change in control.  No longer dealing with Paramount owned by the public; Paramount will now be owned privately.  Corporation isn’t being broken up but court says this doesn’t matter – court puts a lot of emphasis on the fact that one person is going to end up with all the control of the company.  If a board decides to resist an acquisition, the decision must be well informed, but if control is for sale, the board must insist on obtaining the best value for its SH.  There is no reason to limit Revlon to cases involving the breakup of a company; if a corp participates in a transaction that leads to a change in corporate control or a break-up of the corporate entity, the directors’ obligation is to seek the best value for the SH.  

i. Clear test: a change in control triggers Revlon duties.
v. ALI approach to unsolicited tender offers

1. § 602: Action of Directors that has the foreseeable effect of blocking unsolicited tender offers.

2. The board of directors may take an action that has the foreseeable effect of blocking an unsolicited tender offer, if the action is a reasonable response to the offer.

3. In considering whether its action is a reasonable response to the offer:

a. The board may take into account all factors relevant to the best interest of the corp and SH, including, among other things, questions of legality and whether the offer, if successful, would threaten the corp’s essential economic prospects, and 

b. The board may, in addition to the analysis under § 6.02(b)(1), have regard for interests or groups (other than SH) with respect to which the corp has a legitimate concern if to do so would not significantly disfavor the long term interests of the SH.

4. A person who challenges an action of the board on the ground that it fails to satisfy the standards of subsection (a) may be enjoined or set aside, but directors who authorize such an action are not subject to liability for damages if their conduct meets the standard of the business judgment rule.  

5. [ALI wants directors not to worry about personal liability, so no damages remedy in this context.]

MISCELLANEOUS TOPICS
1. Closely-Held Corporations
a. Closed corporations aren’t traded on the open market, so they tend to look more like partnerships.

b. Often, SH of closed corporations own greater shares of stock, and thus individual SH can make more of a difference in decisionmaking.

c. SH can’t exit from closed corporations as easily as with open corporations, and they are also usually employed by the corp

d. Problems of disagreement

i. Deadlock

ii. Oppression (SH teaming up against a minority group)

e. Voting trust is possible

i. Transfer of voting shares to trust, and trust serves to vote on the shares.

1. Advantages: combining voting power, avoiding deadlock, can ensure that no one oppressed (teams up against) another
2. Disadvantages: you might not like the trustee, might limit the duration of the voting trust

f. Shares may represent a proprietary interest even if they do not entitle the holder to dividends or other property.

i. Stroh v. Blackhawk Holding Corp.
Facts:  Blackhawk was an IL corp authorized to issue Class A and Class B common stock.  Class B shares sold at a lower price b/c they were not entitled to dividends under any circumstances, including voluntary or involuntary liquidation.  May a company issue shares that do not have any economic benefits to their owners?

Holding:  Yes.  IL constitution provides that a SH in an IL corp must be guaranteed the right to vote.  An IL corp may issue varying classes of stock with diff rights, but it may not deny a SH the right to vote his shares.  However, a corp can limit or restrict any benefits to a class of stock, subject to the state constitution’s requirement that all shares must be permitted to vote.  Nothing in state law requires shares to entitle the holder to a financial benefit.

1. Providence & Worcester Co. v. Baker – corporation says that the more shares you have, the less control you have.  Rationale is that management wants considerable control w/o being constrained by one SH.  Court says it’s fine to set up your voting rules like that.

g. However, a court will NOT uphold a board’s action that interferes with a SH’s vote, absent a compelling justification.

i. Wisconsin Inv. Bd. v. Peerless Sys. Corp
Facts:  Peerless sought SH approval of 3 measures at its annual meeting, and the board had hoped all resolutions would pass, but when the votes cast would have defeated the measure addressing stock options, the board adjourned the meeting and continued the proposal’s vote to another day.  Before new meeting, Peerless continued to solicit votes on Proposal 2, and at the new meeting the measure passed.

Holding:  If a board takes an action designed to interfere with or impede exercise of the SH franchise, the action is not protected under the business judgment rule without a compelling justification for the board’s actions.

1. Blasius test (2-part):

a. P must establish that the board acted for the primary purpose of thwarting the exercise of SH vote.

b. Then, the board has the burden of demonstrating a compelling justification for its actions.

2. Under Blasius, if the board didn’t act with this primary purpose, then the courts apply the BJR.

a. Often, it is hard to show that this was the primary purpose – usually, board can easily argue otherwise.

3. “Rational apathy” problem: people have constraints on their time, so they don’t want to vote on small matters.

h. Stockholders may make binding agreements on how to vote their stock

i. Ringling Bros. –Barnum & Bailey Combined Shows v. Ringling
Facts:  Edith Ringling agreed to vote her stock in agreement with Haley, but then refused to do so.  Arbitrator determined that Haley and Ringling should vote their stock in a certain way.  Is an agreement between SH to vote their stock in a particular way valid?

Holding:  Yes.  A SH may agree with another SH to vote his or her stock in a particular way.  The agreement between Haley and Ringling was not unlawful or contrary to public policy, nor did it take unlawful advantage of North, the remaining SH.  But, the agreement did NOT contain a grant of authority in the arbitrator to exercise either party’s voting rights, and neither SH delegated voting rights to the other party.  Haley’s failure to vote according to the agreement was a breach of K, so her votes should not be counted.

1. Instead of using this voting agreement, should have used irrevocable proxy. ???
2. Defense of voting agreements: helps solve the problem of an “empty core bargaining game.”  Prevents inconsistencies by creating alliances over a specific period of time ???
i. Shareholder agreements may not restrict a board’s authority.

i. McQuade v. Stoneham
Facts:  Stoneham and McQuade are SH in National Exhibition Co.  Stoneham and McQuade enter into an agreement that provides that the parties will use their “best endeavors” to elect Stoneham and McQuade to the BoD and to employ McQuade as corp’s treasurer.  Years later, McQuade is replaced as treasurer and voted off BoD.  Stoneham doesn’t try to keep him on the board.  McQuade argues for specific performance of the agreement to employ him as treasurer.  Is a SH agreement that controls a BoD’s authority enforceable?

Holding:  No.  SH agreements may not control a BoD’s exercise of judgment.  Illegal to have an agreement where board doesn’t have full ability to change officers.  Notion in corp law that directors should be empowered to act on behalf of the corp, and this SH agreement limits the board’s power, meaning SH won’t receive the benefits of their independence.  We want to make sure that directors are exercising their independent business judgment.

j. Shareholder agreements regarding officers’ employment may not be enforceable.

i. Clark v. Dodge
Facts:  Dodge and Clark agreed that Clark would remain in control of the business as long as he remained faithful and competent to manage the business.  Clark sues Dodge, alleging breach of K, charging that Dodge did not use his controlling interest in the company to continue Clark’s employment, and that Dodge prevented Clark from receiving his share of the profits by employing incompetent people at inflated salaries.  Is a SH agreement to continue the employment of certain individuals as officers enforceable if the directors are the sole SH?

Holding:  Yes.  A SH agreement regarding employment of certain individuals as officers is enforceable if the directors are the sole SH.  The only directors whose discretion was impinged upon were also the corp’s sole SH.  No outside SH’s rights were affected by the agreement, and any invasion of the directors’ powers was so slight as to be negligible.  The agreement’s terms were either beneficial to the corp or did no harm.

1. The purpose of restrictions on SH agreements are to protect minority SH, but that concern doesn’t apply here.

2. Loophole:  If Dodge had simply created minority SH by selling his shares, then Dodge would have duty to those minority SH to exercise independent business judgment, and then his earlier agreement with Clark would be void according to public policy.  Then, Dodge would be able to fire Clark.  “Homemade McQuade.”  

2. LLC’s
a. LLC’s vs. Corporations

	 
	Limited Liability Company
	Corporation

	Limited Liability
	Yes, but creditors may seek personal guarantees
	Yes, but creditors may seek personal guarantees

	Free Transferability
	Default: No, but may be allowed
	Default: Yes, but may be restricted

	Longevity
	Similar to RUPA rules.
	Default: Indefinite, but can be limited

	Centralized Management
	Flexible.  Default is like partnership, but can opt for managers.
	Yes, but may want to modify to prevent freeze-out.

	Formation
	Filing of Articles of Organization required, as is preparation of annual reports.  Flexibility as to other formalities.
	Formalities required, including: Articles of Incorporation, Bylaws, Board of Directors, Officers, Minutes, Elections, Filings; more costs

	Tax
	Single; losses used by partners.  Some states have LLC taxes/fees.
	Double on dist. earnings


i. Why would anyone stick with the corporate form in light of the advantages of LLC?
1. “Network effects” – sometimes it’s useful to be using the same thing as everyone else
2. LLC’s are a newer form, so you’re not sure what courts will do with it
b. Formation

i. File Articles of Organization in the designated state office [ULLCA § 202(a)]
1. Required terms: § 203(a)
a. Articles of organization of a limited liability company must set forth:
i. The name of the company;
ii. The address of the initial designated office
iii. The name and street address of the initial agent for service of process
iv. The name and address of each organizer
v. Whether the company is to be a term company and, if so, the term specified;
vi. Whether the company is to be manager-managed, and, if so, the name and address of each initial manager; and
vii. Whether one or more of the members of the company are to be liable for its debts and obligations under § 303(c)
b. Optional terms: § 203(b)
i. (b) Articles of organization of a limited liability company may set forth:
1. Provisions permitted to be set forth in an operating agreement; or
2. Other matters not inconsistent with law
ii. Additional steps
1. Paying filing fees and franchise tax
2. Choose and register name
a. ULLCA § 105(a): The name of a limited liability company must contain “limited liability company” or “limited company” or the abbreviation “L.L.C.”, “LLC”, “L.C.”, or “LC”.
3. Designate office and agent for service of process
iii. Draft Operating Agreement
1. ULLCA § 203(c): Articles of organization of a LLC may not vary the nonwaivable provisions of § 103(b).  As to all other matters, if any provision of an operating agreement is inconsistent with the articles of organization:
a. The operating agreement controls as to managers, members, and members’ transferees; and
b. The articles of organization control as to persons, other than managers, members and their transferees, who reasonably rely on the articles to their detriment.
iv. Conversion of Partnerships: ULLCA § 902
1. A partnership or limited partnership may be converted to a limited li
Must prove:





1) Agency relationship exists, and





2A) what specific kind(s) of authority the agent possesses, OR





2B) whether there was ratification.





If there is NO agency relationship, use estoppel doctrine.





Master-servant:





1. Acts on behalf, &


2. Subj to control





Independent Contractors:





-Agents:


1. Acts on behalf


2. NOT subj to control





-Non-agents:


1. NOT acting on behalf


2. NOT subj to control





Scope of Empl - ASK:





1) Was conduct of the same general nature as, or incident to, that which the servant was employed to perform?





2) Was the conduct substantially removed from time and space limits?





3) Was conduct motivated at least in part by purpose to serve the master?  In the alternative, was this action foreseeable by the principal?





Paid agents





Gratuitous agents





Important for inherent authority: 


the agent acted w/in the scope of authority usually given to an agent w/ that position


combined with some policy reason to find authority





After, but smaller slices still worth $1





Before – each slice $1





“Winding up” period





Dissolution





Final Termination





Continuation per agreement





Continuation following wrongful dissolution





Acquisition of Assets/Business by some partners





After, but smaller slices – now 45 ¢ per slice





Before – each slice $1





Delaware std -





Reasonable doubt as to:





- Majority of board has material interest; or





- Majority of board lacks independence; or





- Challenged transaction not product of valid exercise of business judgment.





New York std -





Allege with particularity that: 





- Majority of directors interested; or





- Directors failed to inform themselves; or





- Challenged transaction could not have been the product of sound business judgment





Court’s inquiry has two tiers (NY test)





1) Substantive aspect


	- Underlying transaction


- Subsequent decision not to bring lawsuit  Wrong? 





2) Procedural aspect


	- Independence


- Adequacy of investigation, good faith inquiry


- Burden of proof is on P








DE: Two step test





Step 1


- Independence and good faith


- Bases underlying committee’s decision





Step 2: Court’s independent business judgment


- Court may conclude that SLC exercised bad business judgment


- DE’s courts are more skeptical and intrusive than NY courts.


- SLC has to persuade the court that its decision is the right one








The NY approach makes it very difficult for the P to overcome the independent committee’s recommendation that the suit be terminated.





The DE approach makes it much EASIER for the P to overcome the independent committee’s recommendation that the suit be terminated.





BJR














Duty of care violation (P carries burden)











Entire fairness standard (D carries burden)














When case involves a transaction between the corporation and its controlling SH (usually parent-subsidiary mergers), the entire fairness std applies.  However, if majority of minority SH approved merger, burden shifts to P to demonstrate that merger was unfair.





When case involves a transaction between the corporation and its directors, business judgment rule applies if majority of disinterested directors ratify.





Due diligence defense:


D had, after reasonable investigation, reasonable ground to believe and did believe, at the time such part of registration statement became effective, that the statements therein were true and that there was no omission to state a material fact required to be stated therein or necessary to make the statements therein not misleading.  Courts put high bar – requires you to know what is going on, often requires hiring an expert.  Ignorance is no excuse.





Test for reasonable investigation and reasonable belief:


standard of the prudent person managing their own money


don’t have to take every possible step, just those that are reasonable





Self-dealing only occurs when the majority deals to itself at the exclusion of the minority.





Key: whether the information was available to ALL the offerees.  





Tipper: must derive benefit





Tippee: knew or should have known that tipper was breaching fiduciary duty.





2 situations where Revlon duties are triggered:





1.  Active bidding process where the company is putting itself up for sale.





2.  Co. abandons long-term strategy and looks for long-term strategy that will follow w/ a breakup of the co.








