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Agency

Agency defined 

1)
Fiduciary relation which results from (R2d Agency § 1):


a)
Manifestation of consent by P that A shall 

i)
Act on P’s behalf 

(1)
Gorton v. Doty (Asked coach if had all the cars he needed/somehow had a stake in getting the students to the football game)

(2)
A. Gay Jenson Farms Co. v. Cargill (Creditor directed debtor to implement its recommendations; debtor procured grain on creditor’s behalf b/c those actions were totally financed by creditor)

ii)
Subject to P’s control, and 
(1)
Gorton (offered car on condition that only he drive it)
(2)
Controlling creditor becomes P where assumes de facto control
(b)
Cargill factors 

(i)
Recommendations/criticisms re: internal operations 

(ii)
Right of first refusal on grain

(iii)
Creditor approval for acquisition of property or obligations

(iv)
Right of entry for periodic audits

(v)
Provision of internal drafts/forms which bore creditor’s logo

(vi)
Total discretionary financing of operating expenses

b)
Consent by A to so act 

i)
Gorton (Coach drove the car on that condition)

2)
Buyer-supplier
a)
If A contracts to acquire property from T and convey it to P, P-A relationship only if it is agreed that A is to act primarily for the benefit of the P and not for A 

i)
NOT agency relationship IF

(1)
A is to receive fixed price from P regardless of what A pays

(2)
A acts in A’s own name and receives title, which is then transferred

(3)
A has an independent business in buying and selling property

(a)
Contra Cargill 

3)
General A/Special A

a)
General A is A authorized to conduct a series of transactions involving a continuity of service. (R2d § 3(1))

b)
Special A is A authorized to conduct a single transaction or a series of transactions NOT involving a continuity of service. (R2d § 3(2))

4)
Partially disclosed P

a)
T has notice that A is or may be acting for a P but has no notice of P’s identity. (R2d § 4(2))

Liability of P to Ts in Contract

Prima facie case 

1)
Disclosed or partially disclosed P is liable on K’s IF (R2d § 144)

a)
Made by an A acting within his authority and

b)
In proper form with

c)
Understanding that P is a party

Actual authority

1)
Manifestations of PA (R2d § 26)

a)
Creation of authority caused by words/conduct of P which 

b)
Reasonably causes A to believe that P desires A so to act on P’s behalf

i)
Whether A reasonably believes himself to have authority depends on 

(1)
Past course of manifestations of P to A

(2)
Incidental authority necessary to implement express authority

(3)
Mills Street Church of Christ v. Hogan (implied from church allowing A to hire helpers in the past/elders didn’t disabuse A of the notion of hiring another guy/job too big for one person)

2)
Acquiescence (R2d § 43)

a)
Acquiescence indicates affirmance of actions clearly not included in authority
b)
Acquiescence in a series of acts by the agent indicates authorization to perform similar acts in the future 

Apparent authority

1)
Manifestations of PT of the apparent authority of A(R2d § 8)

b)
Express—Lind v. Schenley Industries (P told T to see A about salary/told about incentive program/P confirmed)

c)
Implied—370 Leasing v. Ampex (P went to lease negotiations with A and T/agreed that all communications would be channeled through A/salesmen usually assumed to have the authority to bind their er’s to sell/unrestricted K)
Inherent authority

1)
Agency relation sufficient when necessary to protect harmed T’s (R2d § 8A)

a)
Undisclosed principals 

i)
Generally undisclosed principals bound by contracts and conveyances made on their account by A acting within (actual) authority. (R2d § 186)

ii)
Undisclosed P is liable for acts of general A done on his account, if usual or necessary in such transactions, although forbidden. (R2d § 194)

iii)
Undisclosed P who entrusts A with the management of P’s business subject to liability to T’s w/whom the A enters into transactions usual in such businesses and on P’s account, although contrary to P’s directions (R2d § 195)

(1)
Watteau v. Fenwick (A ran tavern for undisclosed P and bound cigars/Bovril on credit, whereas he could only buy bottled ale and mineral water on credit)

b)
Disclosed/partially disclosed principals 

i)
A acting within general scope of delegation exceeding incidental secret instructions binds P where T has no notice of limitations. R2d § 160, Kidd v. Thomas A. Edison (customary in industry to have full contractual powers)
ii)
General A subjects P to liability for acts done on P’s account which usually accompany or are incidental to transactions which A is authorized to conduct if, although they are forbidden by P, if T reasonably believes that A is authorized to do them and has no notice that he is not so authorized. R2d § 161; Nogales Service Center v. Atlantic Richfield Company (gas discounts)

Ratification 

1)
P’s affirmance of A’s act exceeding authority by (R2d § 82)

a)
Manifestation of an election to treat the act as authorized OR

i)
Need acceptance of the results of the act with an intent to ratify AND

ii)
Full knowledge of all material circumstances. Botticello v. Stefanovicz (receipt of benefits and failure to repudiate not enough)

b)
Conduct by P justifiable only if there were such an election. (R2d § 83)

2)
n.b. the distinction with acquiescence sufficient to create actual (implied) authority 

Estoppel

1)
Liability to T’s who have changed positions b/c of their belief that the transactions was entered into by or for P IF (R2d § 8B)

a)
P intentionally or carelessly caused appearance of authority in purported agent Hoddeson v. Koos. Bros. (store negligent in preventing apparent agents)

Liability of A to Ts in Contract

1)
Two possibilities 

a)
Disclosed principal 

i)
No liability

ii)
Two exceptions 

(1)
Clear intent of all parties that agent be bound 

(2)
Agent made contract but without authority—three theories for recovery, depending on jurisdiction

(a)
Agent in effect a party to contract

(b)
Fraud 
 (c)
Implied warranty of authority

b)
Undisclosed or partially disclosed principals 

i)
Atlantic Salmon A/S v. Curran (fictitious name for dissolved corporation)
Liability of P to Ts in Tort 

Servants vs. ind. contractors 

1)
P liable for A’s torts while A acting within scope of employment (R2d § 219(1))

	Traditional 
	Modern 
	P controls (or has right to control) conduct
	P controls (or has right to control) results
	A has power to act on P’s behalf
	P’s liability in torts 

	Servant 
	EE
	X
	X
	X
	If within scope of employment

	Ind. contractor (agent)
	Non-ee agent
	
	X
	X
	No liability except in special cases

	Ind. Contractor (non-agent)
	Non-agent service provider 
	
	
	
	No liability in agency law


2)
Decision tree 

a)
A agent of P?
i)
Servant of P, or independent contractor (control over details)? 

(1)
Servant – Scope of A’s employment?—kind of work employed to perform/substantially within authorized time and space limits/(partly) motivated by purpose to serve master/use of force, if used, not unexpectable). Clover (frolic and detour)
(a)
Yes – P is liable for A’s tort 

(i)
Humble Oil & Refining Co. v. Martin 

1.
Station manager paid commission instead of salary but 75% of expenses paid by Humble/lease terminable at will/manager only had discretion as to hiring, discharge, payment and supervision of assistants; Humble set hours, prices, and had discretion to set more duties, require written reports

 (ii) Bushey v. U.S. (not so unforeseeable that a seaman would get drunk, come back and cause damage to drydock that they were mandated to have access to as to make it unfair to hold P liable)

(iii)
Manning v. Grimsley (ee’s assault in response to conduct presently interfering with the ee’s ability to perform his duties successfully within scope of employment)

(iv)
Arguello v. Conoco (position as clerk and opportunity to interact with customers put clerk in position to be racially discriminatory; not per se deviation from scope of employment)

(b)
Not scope of employment but master intended conduct/consequences, was negligent or reckless, violation of non-delegable duty; servant purported to act on behalf of P and reliance on app. auth, or servant aided in tort by existence of agency relation
(i)
Yes - P is liable for A’s tort.

(ii)
No - P is not liable in agency law for A’s tort.
(iii)
 § 1983 doesn’t impose non-delegable duties on er’s. Arguello 

(2)
If A is independent contractor, does situation fall into an exception?

(a)
Exceptions 

1.
Principal retains control over the aspect of the activity in which the tort occurs (in that case – P is a master);

2.
Principal employs incompetent independent contractor. 

a.
Not being insured potentially incompetent. Majestic Realty.

3.
Performance of contractor’s task is inherently dangerous;

a.
NOT ultrahazardous—just peculiar risk of harm unless special precautions are taken and contractor failed to take precautions. Majestic Realty Assoc. v. Toti (razing buildings in built-up section of the city)

4.
Duty is non-delegable

(b)
Yes - P is liable for A’s tort.

(c)
No - P is not liable in agency law for A’s tort.
1.
Hoover v. Sun Oil
a.
Station manager determined hours of operation/lease terminable by either party/rents subject to volume of products sold but min/max/overall risk of profit and loss on manager/not incumbent on manager to follow advice on day-to-day operations/no written reports

i.
Mutual interest in success of the business not conclusive of master-servant relationship

b)
If A is not agent of P, no liability in agency law
Apparent agency

1)
P may be held vicariously liable for harm caused by lack of care or skill of its apparent servant if it (R2d § 267):

a)
Represents that another is his servant or agent;

b)
Causes a third person to justifiably rely upon the care or skill of such apparent agency.

i)
Miller v. McDonald’s (T justifiably relied on apparent existence of agency relation/enough control over details to show action on behalf of McDonald’s/sign revealing actual owners not enough to put T on notice)

Fiduciary Duties of Agents 

1)
A is a fiduciary with respect to matters within the scope of his agency (§ 13)

2)
Fiduciary duties include:

a)
Duty of Care (§379)

i)
Duty to act with std. care and skill which is std. for locality + special skill

b)
Duty of Loyalty—unless otherwise agreed, A subject to duty to act solely for benefit of P in all matters; violated in following situations:

i)
Payment from T (kickbacks, bribes, tips) (§388 accounting for profits);

ii)
Secret Profits

(1)
From transacting with principal without P’s knowledge (§389 adverse party);

(2)
From use of position, involving third party. Reading v. Regem (sgt)
iii)
Usurping business opportunities from principal. Singer (brokering with other machine shops when A discretionarily determined his P was unfit for job)
iv)
“Grabbing & Leaving” Town & Country (soliciting former P’s customers)

j)
A can’t use confidential information after termination of agency (§ 396)

Partnership

Partnership Defined 

Partners vs. employees vs. lenders

1)
Definition of Partnership (UPA §6(1); RUPA §101(6))

a)
Association of two or more persons to carry on as co-owners a business for profit.

i)
Co-ownership = 

(1)
Shared control 

(a)
Share in capital upon dissolution. 

(b)
Management of the business. 

 (2)
Shared profit 

(a)
Without proportional share in loss, percentage of profits isn’t enough. Fenwick; UPA § 7(3); Southex Exihibitions v. RIB (55/45 split/fixed term agreement/side alleging partnership put up all operating costs, indemnified other for losses/dealt w/Ts in own name)

 (b)
Receipt of share of the profits prima facie evidence of partnership, except where profits received in payment for (UPA § 7(4)):

(i)
Debt

(ii)
Wages to ee or rent to LL

(iii)
Annuity to widow or rep of deceased partner

(iv)
Interest on loan that varies with amount of profits. Martin v. Peyton (partnership gave bank securities as collateral for loan/paid bank 40% of profits until loan repaid, subject to $500k max and $100k min return/option to join the firm if buy out members/stipulated that partnership be managed by guy they trusted, could agree to accept pre-resignation w/lender agreement/right of inspection/veto power over speculative venture)

ii)
Language of agreement (“partnership” language alone isn’t enough. Fenwick)
iii)
Conduct towards T’s (tax returns, trade name)
2)
No formal creation requirements (unlike corporations)
3)
Persons who are not partners to each other are not partners as to third parties, except for partnership by estoppel (UPA § 7(1), § 16)

Liability for losses

1)
All partners are liable jointly and severally for (UPA §15_)

a)
Wrongful acts or omissions in the ordinary course of business or w/authority

b)
Misappropriations resulting from partners acting within the scope of apparent authority or while moneys are in the custody of the partnership (§ 14)

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

Partnership by estoppel

1)
A person who represents himself, or permits another to represent him, to anyone as a partner in an existing pp or with others not actual partners, is liable to T IF 

a)
Relyied on the representation

b)
Gave credit to the actual or apparent partnership

c)
Young v. Jones (use of Price Waterhouse name and trademark by non-partner affiliates; no distinction in advertising btw PW-US and other PW’s)

Fiduciary Obligations 

Duration of partnership

1)
RUPA § 404

a)
Duty of loyalty 

i)
To account to the partnership and hold as trustee for it any property, profit or benefit derived by the partner in the conduct and winding up of the partnership business or derived from a use by the partner of partnership property, including the appropriation of a partnership opportunity. 

(1)
Meinhard v. Salmon (notice of intent to compete)
ii)
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

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

iv)
A partner shall discharge the duties to the partnership and the other partners … consistently with the obligation of good faith and fair dealing.

b)
Duty of care 

i)
As to partnership and other partners in the conducting and winding up of the partnership business limited to refraining from engaging in grossly negligent/intentional misconduct/ knowing violation of the law.

c)
No violation of duty merely because furthers own interest.

After dissolution 

1)
Partners are not fiduciaries of former partners; withdrawal of a partner terminates the partnership as to him. Bane v. Ferguson (retired p)

Grabbing and leaving 

1)
Fiduciaries may plan to compete with the entity to which they owe allegiance, provided that in the course of such arrangement they do not otherwise act in violation of their fiduciary duties. Meehan v. Shaughnessy
a)
Can 

i)
Make logistical arrangements

ii)
Contact clients w/disclosure provided that don’t exclude partners from effectively presenting their services as an alternative 

(1)
So can’t solicit clients immediately after departure notice and not tell firm who you’re soliciting until after you’ve gotten their approvals

iii)
Negotiate w/partners/associates 

b)
Cannot
i)
Deny plans when asked 

ii)
Take firm’s client files

iii)
Not disclose to clients that they have a choice to stay with old firm
Expulsion 

1)
Dissolution caused w/o violation of partnership agreement does not give rise to breach where done in good faith. Lawlis v. Kightlinger & Gray (not bad faith expulsion where kept giving partner second chances)
Partnership Rights

Property

1)
Property rights of a partner are (UPA §24):

a)
Rights in specific partnership property,

i)
Partner is a co-owner with his partners of specific partnership property holding as a tenant in partnership. UPA §25(1)
(1)
Incidents of tenancy are such that (UPA §25(2)): 

(a)
Equal right as other partners to possess partnership property for partnership purposes but no right for any other purpose (unless agree)

(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.

b)
Interest in the partnership  this is the most important

i)
Share of the profits and surplus. UPA §26

ii)
Normally not entitled to compensation in acting for the business. UPA § 18(f).

iii)
Equals the pro rata share of the net value or deficit of the partnership

(1)
Capital Account (RUPA § 401(a))

(a)
Allocation of profits increases capital account

(b)
Allocation of losses decreases capital account

(c)
Taking a “draw” (distribution) decreases capital account

iv)
All partner has to convey to be released from partnership liability in their interest in the partnership. Putnam v. Shoaf (extinguishes property right)
c)
Right to participate in the management (information, voting)
Management

1)
Every partner is an agent of the partnership for the purpose of its business, and the act of every partner, including the execution in the partnership name of any instrument, for apparently carrying on in the usual way the business of the partnership binds the partnership, unless the partner so acting has in fact (a) no authority to act for the partnership in the particular matter, and (b) the person with whom he is dealing has knowledge of the fact that he has no such authority. UPA § 9(1); National Biscuit (partner retained authority to buy bread)
2)
Right to participation in management (UPA § 24) is equal (UPA § 18(e)) unless otherwise agreed.

a)
Differences as to ordinary matters may be decided by majority of the partners. UPA § 18(h); RUPA §§ 103, 401(f) and (j) 
i)
An act outside the ordinary course of business of a partnership and an amendment to the partnership agreement may be undertaken only with the consent of all the partners. RUPA § 401(j); Summers v. Dooley (hiring third person outside of ordinary business)
ii)
Minorities cannot bind pp as against T’s on notice 

iii)
Ordinary matters = acting for the benefit of the partnership even if simultaneously serving personal purposes. Moren v. JAX 

c)
Centralized management structure requiring less than unanimity fine if specified in pp agreement; can deem majority consent unanimous consent. Day v. Sidley & Austin
3)
Partners indemnified for liabilities incurred in the ordinary course of the business of the partnership. Moren v. JAX
5)
A person may become a partner only with the consent of all of the partners. UPA § 18(g); RUPA § 401(i)

Partnership Dissolution 

Right to dissolve 

1)
Technically any retiring partner dissolves the partnership. UPA § 29 (“change in relation of the partners caused by any partner ceasing to be associated”)

2)
Causes of dissolution

a)
By act of one or more partners [UPA §31(1)-(2)]:

i)
At term or at will
(1)
Partners may impliedly agree to continue in business until a certain sum of money is earned, or until one or more partners recoup their investments, etc. Page v. Page (no implied term that pp’s duration ended in insolvency)

(2)
Exercise of power of dissolution must be done in good faith. Page.

(a)
Must show cause (terminable at will or term has expired) 

(b)
Must show not violating duty in deciding to dissolve (taking advantage of other partner’s liquidity problem)
ii)
In contravention of agreement (wrongful dissolution). Owen v. Cohen 
b)
By operation of law [UPA §31(3)-(5)]

i)
Due to death or bankruptcy of a partner, or bankruptcy or unlawfulness of pp
c)
By court order, which can be based on, inter alia, UPA §31(6); §32

i)
Partner by his conduct affecting prejudicially the carrying on of the business 

(1)
Quarrels and disagreements such that all confidence and cooperation between the parties has been destroyed. Owen v. Cohen (disagreement over policy/misappropriation of funds/salary disputes/refusal to contribute labor/humiliating behavior; other partner had actually wrongfully dissolved but excused from paying damages)
ii)
A partner willfully or persistently commits a breach of the pp agreement, or otherwise so conducts himself in matters relating to the pp business that it is not reasonably practicable to carry on the business in pp with him

iii)
The business of the partnership can only be carried on at a loss.

iv)
Other circumstances render a dissolution equitable

(1)
Even if no reasonable expectation of profit, not the fault of the other party, judicial dissolution does not follow. Collins v. Lewis (cap partner liable)
v)
Filing of complaint for dissolution does NOT dissolve. G&S Investments
d)
Judicial dissolution under RUPA § 801(5)

i)
Economic purpose of the pp is likely to be reasonably frustrated

ii)
Another partner has engaged in conduct relating to the pp business that makes it not reasonably practicable to continue in pp

iii)
Otherwise not reasonably practicable to carry on the pp business in conformity with the pp agreement 

Consequences of dissolution 

1)
UPA

a)
Dissolution limits all partners’ authority to act for the partnership [UPA §33-35], and prompts the “winding up” of the partnership.

b)
“Winding up” = disposing & dividing of assets 
i)
Former partners cannot be excluded from bidding on sale of pp assets where dissolution not wrongful. Prentiss v. Sheffel
ii)
No partner is entitled to a salary but entitled to reasonable compensation for services rendered in the winding up. UPA § 18(f); RUPA § 401(h). 

c)
May pay off other partners and continue the partnership after dissolution

i)
Disotell v. Stiltner (unprofitable business; liquidation not compelled under § 38(1); buyout option requires objective valuation)

ii)
Continuation per agreement

(1)
Effect on the partnership

(a)
Creates a new partnership 

(b)
Creditors of former partnership automatically become creditors of the new partnership [UPA §41]

(2)
Effect on the departing partner(s)

(a)
Departing partner entitled to an accounting

(i)
Fair value of the partnership, plus interest if unreasonable delay
(b)
Departing partner remains liable on all firm obligations unless released 

(3)
New partner liable on old debts, but can only be satisfied out of pp assets 

iii)
Continuation following wrongful dissolution

(1)
Effects of wrongful dissolution 

(a)
WD subject to damages for breach of the partnership agreement 

(b)
WD limited in participation in winding-up 
(c)
Remaining partners have the right to continue the business even absent an agreement to do so, subject to payment to WD
(i)
WD entitled to the fair value of his interest in the partnership (not including the value of the partnership’s goodwill except under RUPA), minus any damages caused by the breach of the partnership agreement.

(ii)
In absence of agreement to specify allocation of assets in the event of wrongful termination, statute controls; value of patents beyond good will must be established by WD. Pav-Saver Corporation v. Vasso (agreement providing for return of assets after “expiration” of permanent partnership inapplicable to WT)

2)
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 liability [RUPA §703]

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

(1)
Not every event allowing disassociation also allows dissolution [cf. §801 w/§601]

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

Allocation of losses 

1)
Each partner shall be repaid his contributions 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 of the profits. UPA § 18(a)

a)
Exception: Kovacik v. Reed where service partner not liable for capital partner’s loss over receipts in agreement to share 50-50 profits, where agreement silent as to distribution of capital/operating losses.

b)
No Kovacik exception in RUPA

2)
The liabilities of the partnership in dissolution shall rank in order of payment, as follows (UPA §40(b)):

a)
Those owing to creditors other than partners;

b)
Those owing to partners other than for capital and profits…

c)
Those owing to partners in respect of capital

d)
Those owing to partners in respect of profits 

Buyout agreements 

1)
Capital account means capital contributions minus losses plus profits, not FMV partnership interest, unless otherwise agreed. G&S Investments
2)
Absent contrary agreement, any income generated through the winding up of unfinished business is allocated to former partners according to their respective interests in the partnership. Jewel v. Boxer 

3)
Former partners must account to former pp profits derived from unfairly removed cases. Meehan v. Shaughnessy
Limited Partnerships 

Characteristics of limited partnerships

1)
At least 1 GP and 1 LP 

2)
Death of LP does not cause termination, LP may have limited voting rights
3)
GP personally liable to creditors, but may be corporation.

4)
LPs liable only to the extent of their contributions unless GP or exercised control
Liability

1)
LP not liable for debts unless takes part in control of the business. RULPA § 303(a)
a)
Holzman v. De Escamilla (limited partners asking manager to resign/selecting successor/power to restrict GP’s control over funds, use them themselves)

2)
BUT liable only to Ts who who reasonably believe that LP is GP. RULPA § 303(b)

LLPs and LLLPs

1)
Limited Liability Limited Partnership (LLLP)

a)
GP has limited liability 
2)
Limited Liability Partnership (LLP) [Article 10 of RUPA]

a)
Acts like a pp, but with limited liability (partners not personally liable)
Corporations 

Pre-Incorporation Liability

Promoters 

1)
Promoter (someone who purports to act as an agent of the business prior to its incorporation) owes fiduciary duty to corporation and remains liable for obligations
a)
Hypo: promoter buys land for $125,000, wants to sell for $200,000 and

i)
Forms corp C, sells C’s stock to P, then sells land he owns to C

(1)
Liability—had to disclose his interest

ii)
A sells land to P, P forms C, gives land to C

(1)
No liability—no connection with corporation

iii)
A forms C, sells C’s stock to Paula, sells land to Paula, she gives land to C

(1)
No liability

Defective corporations

1)
De facto Corporation, IF promoters
a)
Acted in good faith to incorporate;

b)
Had the legal right to incorporate; and

c)
Acted as if they were incorporated.

2)
Corporation by estoppel( If T’s
a)
Thought business was a corporation; and

b)
Would earn a windfall if it were now allowed to deny that the business was a corporation. Southern Gulf Marine Co. (ship refused to deliver appreciated)

Independent Legal Personality

Limited liability

1)
Shareholder of a corporation is not personally liable as may become so by reason of his own acts or conduct. MBCA § 6.22(b)

a)
Test for piercing the corporate veil

i)
Unity of interest and ownership
(1)
Walkovszky v. Carlton (no allegations of personal use/capitalization, insurance sufficient under statute/parents siphoned assets over minimum)

(2)
Four factors 

(a)
Failure to maintain adequate records or comply with formalities 

(i)
No meetings/minutes/a of c/bylaws. Sea-Land
(b)
Commingling of funds or assets 

(i)
Transfers between corporations/personal expenditures. Sea-Land
(c)
Undercapitalization 

(i)
Zero capital. Sea-Land
(d)
One corporation treating the other corporation’s resources as its own

(i)
Run out of same office. Sea-Land
(ii)
Sub used parent’s legal, auditing and communications depts. In re Silicone Gel Breast Implants
(3)
Can’t use subsidiary to get at other subsidiary. Roman Catholic Archbishop of San Fran v. Sheffield (no showing that Swiss monastery is an alter ego of the Archbishop where undisputed that he had no dealings w/them—negates possibility that he so controlled and dominated the organization as to be liable for its actions)

ii)
Not piercing would sanction a fraud OR promote injustice 

(1)
Having claim denied isn’t enough; being able to run up liabilities against creditors by one corp and using other corps as shield would “unjustly enrich” other corporations. Sea-Land (tax fraud, avoiding corp debts while siphoning off funds for personal use)
(2)
Sub has insufficient funds to pay existing and potential claims; parent permitted its name to appear on advertisements and products. In re Silicone. 
2)
Enterprise liability

a)
Separate parent/sub existence ceased/fraud, injustice. Walkovszky
i)
 Olympic Financial Ltd. v. Consumer Credit Corp. factors
(1)
Common employees/officers/shareholders

(a)
Subs board had 2 parent ee members out of 3; parent member could not be outvoted 

(2)
Unity of resources 

(a)
Recordkeeping/accounting

(i)
Parent/sub prepared consolidated tax returns/financial reports. In re Silicone
(b)
Sub’s board members weren’t aware that sub had a board, that they were members, or had meetings. In re Silicone.

(c)
Funds appropriation (e.g, payment of wages by one corp. to another corp.’s employees)

(i)
Parent received interest on sub’s money; required sub to make request for appropriations to use its own funds. In re Silicone.

(d)
A common business name

(e)
Services rendered by the employees of one corporation on behalf of another;

(i)
Sub used parent’s legal, auditing and communications depts. In re Silicone Gel Breast Implants
(f)
Undocumented transfers between corporations;

(g)
Unclear allocation of profits and losses between the corporations;

Derivative actions 

1)
Internal affairs doctrine 

a)
When a corporate law issue is presented that relates to the internal affairs of the corporation, courts will apply the law of the state in which the business is incorporated

2)
Plaintiff qualifications 

a)
State statute requiring security for costs substantive for purposes of Erie; whether court would apply such law depends on choice of law rules of the state in which the court is located. Cohen v. Beneficial Industrial
c)
MBCA § 7.41(1): Must be a shareholder at the time of the alleged wrongdoing, suit commenced
3)
Personal vs. derivative 

a)
New York

i)
Derivative only if injury is to the corporation, rather than to the stockholders as stockholders. Eisenberg (dilution of voting rights b/c of reorg making parent a subsidiary)

b)
Delaware 

i)
Two prong test (Tooley v. Donaldson):

(1)
Corporation or the suing s/h, individually, suffer the alleged harm?

(2)
Corporation or the suing s/h receive the benefit of a remedy?

(a)
Abdication of a statutory duty by delegating management responsibilities by a board of directors can be direct, since monetary recovery will not accrue to the corporation. Grimes (employment compensation agreement allowing CEO to declare constructive termination without cause does not amount to abdication b/c board not formally precluded from exercising management powers)

c)
 Individual recovery in derivative action not precluded. Lynch v. Patterson (WY)

4)
Demand requirement 

a)
Universal demand requirement (MBCA § 7.42)
i)
MBCA §7.44 - Three alternatives for the review of the demand:

(1)
If independent directors constitute a quorum, the demand may be reviewed 

(2)
Ind. dir. may appoint by majority vote comm. of two or more ID to review
(3)
Upon motion by corporation, court may appoint independent panel.

ii)
Rejection of demand as not in corporation’s interest upheld UNLESS decision not made in good faith or was not the product of a reasonable investigation

b)
Delaware 

i)
Demand futility

(1)
The demand requirement is excused if plaintiff shows reasonable doubt (i.e., reason to doubt, reasonable belief) that (Grimes v. Donald):

(a)
A majority of the board has a material financial or familial interest OR

(b)
A 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.

ii)
If demand is made and rejected, the board rejecting the demand is entitled to the presumption of the BJR UNLESS reasonable doubt that the board is entitled to the benefit of the presumption. Grimes 

(1)
By making a demand, waive right to allege that demand is excused (e.g., lack of board independence)

c)
New York

i)
Demand excused if allege with particularity (Marx v. Akers)

(1)
Majority of directors interested in challenged transactions; OR

(a)
Self-interest or controlled by self-interested director

(i)
Voting on executive compensation doesn’t constitute self-interest, even if a director is also an executive officer. Marx
(ii)
Demand excused as to allegations that compensation for outside directors (constituting majority) was excessive. Marx
(2)
Directors failed to reasonably inform themselves; OR

(3)
Decision could not have been the product of sound business judgment

5)
Business judgment rule 

a)
Presumption that directors of corporation acted on an informed basis, in good faith, and in the honest belief that the action was in the best interests of the company. Aronson v. Lewis (DE)

b)
Increasing director compensation from $20 to $55k plus 100 shares of stock over 5 year period not excessive on its face, otherwise unfair to corporation when approved, not the product of good faith. Marx.

6)
Special litigation committees 

a)
If demand is excused, corp may use SLCs to get court to dismiss the action

b)
New York 

i)
Decision of SLC will be respected if 

(1)
Members disinterested and independent from challenged transaction

(a)
Appointment of SLC members by the board must be done w/interested directors excluded. Auerbach. 

(2)
Chosen procedures appropriate to good faith inquiry

(a)
Retained special counsel, reviewed audit committee reports, interviewed directors involved w/underlying trans. Auerbach
(3)
Under BJR, decision not to pursue the claims was sound 

c)
Delaware 

i)
Zapata 

(1)
Independence and good faith of the committee

(a)
Interest taint of board majority is not per se bar to delegation of board’s power to a SLC composed of disinterest board members. 

(2)
Bases supporting the committee’s recommendations

(3)
Court’s own business judgment as to whether the case is to be dismissed

Separation of Ownership and Control 

Corporate powers and purposes 

1)
MBCA §8.01(b), Del. § 141: “All corporate powers shall be exercised by BoD. 
2)
May make charitable donations. MBCA § 3.02, DGCL § 122(9)
a)
State legislation adopted in the public interest and applied to existing corporations under the reserved power permissible even though it impairs the rights of s/h. A.P. Smith Mfg. v. Barlow
3)
NY power to make donations irrespective of corporate benefit. NYBCL § 202(a)(12)

4)
Not valid exercise of BJ to refuse to declare a dividend in lieu of paying above mkt salaries to employees. Dodge v. Ford Motor Co.
5)
Not contrary to the best interest of corporation to not install lights where might have adverse affect on surrounding neighborhood, having an immediate effect on ticket sales, or long run effect on property value of the baseball field. Shlensky v. Wrigley 

Fiduciary Duties 

Business judgment rule 

1)
Business Judgment Rule (BJR) – Absent fraud, illegality or conflict of interest, the board’s business judgment is not second guessed by the court.

a)
Court defers to the BoD’s decisions, unless:

i)
Directors breach their Duty of Loyalty, because their decision is tainted by fraud, illegality, or conflict of interest.

ii)
Directors breach their Duty of Care, because they do not conduct sufficient investigation or deliberation to make a business judgment.

2)
Rebutting the business judgment rule 

a)
Fraud 

i)
Fed/state fraud claim?

b)
Conflict of interest 

i)
Possibility that 4 out of 20 directors self-interested (part of incentive compensation plan) unavailing; insufficient to disqualify b/c most management actions would have affect on compensation keyed to earnings. Kamin v. AmEx
ii)
Breach of duty of loyalty?

c)
Illegality/nonfeasance/malfeasance/uninformed decision/egregious/waste

i)
Board had considered taking capital loss at special mtg but was concerned about adverse affect on income. Kamin v. AmEx (special dividend rather than sale of acquisition shares on market which would’ve saved $8M in taxes)

ii)
Nonfeasance

(1)
Drinking, not monitoring corporate affairs. Francis v. United Jersey Bank
iii)
Uninformed decision

(1)
Van Gorkum
iv)
Waste 

(1)
An exchange so one sided that no business person of ordinary sound judgment could conclude that the corporation has received adequate consideration. Contra Brehm v. Eisner ($140M exec. compensation)
(2)
Board entitled to rely on corporate compensation expert, even though contract gave CEO incentive to exit through no-fault termination clause, and expert hadn’t run the numbers for the board; only “arguable” case for termination for cause. Eisner
v)
Good faith judgment that corporation’s information and reporting system is in concept and design adequate to assure the board that appropriate information will come to its attention in a timely manner as a matter of ordinary operations BJR as to level of detail that is appropriate. In re Caremark
vi)
Breach of duty of care?

Duty of care 

1)
Informed basis—not grossly negligent in getting all material information reasonably available

a)
Adequate information and consideration 

i)
2 hour bd. mtg inadequate where no exigent circumstances; no reading or summary of merger terms; uninformed of prior meetings of management and acquirer. Smith v. Van Gorkum
ii)
Can rely in good faith on reports made by officers, including informal personal investigations by officers, but not where officers have not informed themselves of the pertinent terms or attempted a serious valuation study, or directors make no adequate attempt to inform themselves of the results officer’s diligence. Van Gorkum; Cinerama v. Technicolor
(1)
Premium over share price not substitute for valuation study

(2)
Mkt tests insufficient where lock-ups (no active solicitation/ proprietary info) prevent effective auction.

iii)
Amendments allowing for solicitation ineffective to overcome negligence where a better offer alone is not enough to withdraw from the merger agreement. Van Gorkum
iv)
Director needs to have rudimentary understanding of the business of the corporation, monitor corporate affairs and policies, review financial statements. Francis v. United Jersey Bank 

(1)
Upon discovery of an illegal course of action, a director has a duty to object and resign if not corrected

v)
Failure to control corporation’s employees breach of duty of care where directors knew or should have known that violations of law were occurring, and that the directors took no steps in good faith effort to prevent or remedy the situation, which proximately resulted in injury. In re Caremark International (no breach where directors banned payment of fees to physicians for services to Medicare patients, employed outside auditor, reviewed ethics policies and required home office approval of disbursements under agreements w/health care providers in anti-kickback investigation)

b)
If inadequate information and consideration, but entirely fair  no cause of action (Cinerama v. Technicolor)

i)
Timing 

ii)
Initiation

(1)
CEO but informed; fairness study

iii)
Negotiation

(1)
100% premium over mkt

iv)
Structure 

v)
Disclosure/approval of board

vi)
Disclosure/approval of s/h

2)
Contrast: ALI 

a)
ALI Principles of Corporate Governance § 4.01(c)(2) requires directors to be informed to the extent that they reasonably believe to be appropriate under the circumstances. 

b)
Doesn’t have to be all information reasonably available, if reasonably believe appropriate under the circumstances

Duty of loyalty

1)
Directors and managers 

a)
Types of interested director transactions 

i)
Director undertakes transaction with his company

ii)
Company involved in a transaction with another company that has one of its directors as an officer

iii)
Director’s company undertakes transactions with director’s relative or spouse

b)
Where conflict of interest, fairness analysis
i)
Fair where director’s wife competent for advertising campaign, contract negotiated at arm’s length, and was paid market rate. Bayer v. Beran
ii)
Not fair to not raise rent to keep up with taxes on land. Lewis v. S.L. & E.
2)
Corporate opportunities doctrine 

a)
Delaware 

i)
An officer/director violates DoL by embracing a business opportunity if:

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

(2)
The opportunity is in the corporation’s line of business;

(a)
IPO investments are within line of business if corporation makes a regular practice of investing in securities. In re Ebay. ($550M in equity and debt securities)

(b)
Involves an activity to which the corporation has fundamental knowledge, practical experience, and ability to pursue. Beam (insiders selling stock not within corporation’s line of business unless its an investment company)

(3)
The corporation has an interest or expectancy in the opportunity; and

(a)
Corporation in the process of divesting holdings doesn’t have “interest or expectancy” Broz v. Cellular Information Systems
(b)
No interest or expectancy in raising capital apart from own publicly traded offerings. Beam
(4)
By embracing the opportunity the officer/director would create a conflict between his/her self-interest and that of the corporation.

(a)
If corporation not (1) or (3), no conflict; no need to formally present it to board where good faith effort to inform CEO, director and director/counsel. Broz
(b)
Below market investment opportunities quid pro quo. In re Ebay
b)
ALI

i)
Definition of a corporate opportunity

(1)
For all insiders (directors & senior executives), opportunities that are either:

(a)
In connection with the performance of functions as a director/senior executive; or

(b)
Under circumstances that should lead to believe that person offering opportunity expects it to be offered to the corporation; or

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

(2)
For senior executives only, any opportunity that is closely related to a business in which the corporation is engaged or expects to engage.

ii)
An insider may take advantage of a corp. opportunity if:

(1)
The insider first offered the opportunity to the corporation, and disclosed the conflict of interest;

(2)
The corporation rejected the opportunity; and either

(a)
The rejection of the opportunity is fair to the corporation; or

(b)
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

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

3)
Dominant shareholders 

a)
Dominant s/h fiduciaries so have to show good faith, fairness. Pepper v. Litton.

b)
Self-dealing by a parent, to the exclusion of the minority s/h of a subsidiary violates duty of loyalty.

i)
Not self-dealing where dividends paid out to both dominant and minority s/h, thus BJR applies. Sinclair Oil
ii)
Expansion of other subs, where no opportunities came to one, not self-dealing  BJR. Sinclair
iii)
Contracting with sub and making late payments for contract self-dealing, not buying minimums; without payment of damages or showing why sub couldn’t produce mins, violates DoL. Sinclair 
c)
Duty to disclose information in a redemption to liquate appreciated inventory, where request for redemption is made at behest of dominating s/h to the detriment of the minority, redeeming s/h. Zahn v. Transamerica
Ratification

1)
Effect of ratification (§ 144_):

a)
No contract or transaction between a corporation and 1 or more of its directors void solely for that reason, IF:

i)
Disclosure of material facts, approved by a majority of the disinterested directors, even though the majority constitute less than a quorum
OR
ii)
Disclosure of material facts, approved by a majority of the shareholders 

(1) Fliegler v. Lawrence (maj. of disinterested s/h)
            OR
iii)
Entire fairness 
2)
Effect of s/h ratification. In re Wheelabrator (3 hr bd mtg; 22% of shares didn’t constitute de facto control)
a)
Duty of care claims extinguished by an informed vote of s/h

b)
Duty of loyalty

i)
For claims against directors 

(1)
BJR applies 

(2)
Burden shifting for P to show waste 

ii)
For claims against controlling s/h 

(1)
Burden shifts to P to show unfairness (“entirely fair”)

(a)
Easier to show than waste 

Public Corporations 

Securities Act of 1933

Disclosure 

1)
Transactional

a)
Disclosure by issuers in connection with a primary market transaction.

i)
File registration statement with SEC;

ii)
Provide prospectus to investors.

b)
Applies to any public sale of securities.

Security defined

1)
Any note, stock, bond, debenture, evidence of indebtedness, certificate of interest or participation in any profit-sharing agreement, investment contract, any put, call, straddle, option; otherwise if context so requires. Securities Act, §2(a)(1)

a)
Investment contract: person invests his money in a common enterprise (horizontal, sometimes vertical) and is led to expect profits “solely” from the efforts of a promoter or T (“economic reality” is absence of meaningful control over investment. Doran v. Petroleum Management (“special participant” in pp w/share in production payments; $25k equity + assumption of liability on note); Robinson v. Glynn (board member w/power of appointment, officer, undilutable interest)) 
b)
Stock characterized by (Robinson (“membership interest”))

i)
Right to receive dividends contingent on apportionment of profits

(1)
Received 100% of net profits up to max; then pro rata distribution 

ii)
Negotiability

(1)
Could only transfer if offered other members option to purchase, TE wouldn’t have management rights

iii)
Ability to be pledged 

(1)
Only distribution rights, not control 

iv)
Voting rights in proportion to number of shares owned 

(1)
Even if proportional unavailing 

v)
Capacity to appreciate

c)
Doesn’t matter if call interest “investment contract” or stock, but calling it stock is necessary for it to come within ’33 protection
Registration and exemptions 

1)
Under the Act 

a)
Prior to filing a registration statement with SEC

i)
No offering of securities for sale 

b)
From time of filing until the statement becomes effective

i)
SEC reviews – examines adequacy of disclosure, not merits.

ii)
Offers permitted but no sales.

iii)
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. Because 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.

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

i)
Selling allowed.

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

d)
A company that has registered a class of securities under the Exchange Act will still have to register a particular offering of that class under the Securities Act unless an exemption is available. (Securities Act registers offerings, Exchange Act registers companies)

2)
§ 12 and private offerings 

a)
§ 4(2) Private Placement Exemption 

i)
Transactions by any person other than an issuer, underwriter, or dealer 

ii)
Transactions by an issuer not involving any public offering 

b)
Factors (Doran v. Petroleum Mgt (8 OEs, $125k investment, personal contact)

i)
# of OEs and relationship to each other 

(1)
Sophistication

(2)
Access to information that would have been given in registration statement

(3)
Issuer-OE relationship

(a)
To ascertain effective access 

ii)
# of units offered 

iii)
Size of the offering 

iv)
Manner in which offer was made 

c)
Regulation D

i)
Safe harbor for § 4(2) exemption

(1)
If amount raised under $1M, offer can be directed to an unlimited number of people [Rule 504].

(2)
If amount raised under $5M, offer can be made to up to 35 offerees 

(3)
If amount raised is above $5M, offer can be made to up to 35 offerees who pass certain tests of financial sophistication [Rule 506].

(4)
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.

ii)
Generally exempts only the initial sale, so buyers can resell only if they find another exemption.

(1)
§ 2(11) defines “underwriter” as someone who buys a security “with a view to” reselling it

(2)
A resale by someone who counts as an “underwriter” is sometimes counted by courts as part of the initial offering, thus affecting the numbers for the purpose of Regulation D

(3)
To avoid this, issuers should make “reasonable inquiry” into the buyer’s plans, informing the buyers of resale restrictions (and placing those restrictions on the stock).

(4)
Rule 144 also provides a partial safe harbor, where stock acquired in a Regulation D offering is held for two years and then sold in limited volumes.

Civil liability

1)
Prima facie case for violation of securities laws 

a)
Security

b)
That D offered or sold 

c)
Using interstate commerce 

d)
By means of a prospectus or oral communication

e)
Containing an untrue statement or an omission of a material fact

f)
That D should have known was untrue 

2)
Express private rights of action:

a)
Securities Act §11 – Misrepresentations in 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) 

c)
Securities Act §12(a)(2)  Misrepresentations in prospectus/oral sales communication;

3)
Implied private rights of action:

a)
Exchange Act §10(b) & SEC rule 10b-5.

b)
Exchange Act §14(a) and proxy rules.

4)
Materiality 

a)
Facts an investor needs to know to make informed decision about whether to buy a security; have important bearing upon the nature or condition of the issuing corporation. Escott v. BarChris
i)
Overstatements of sales, understatement of liabilities material where ratio of assets to liabilities 1.6:1 and misstated as 1.9:1; misstated growth in speculative stock not material. BarChris
5)
Due diligence defense 

a)
§ 11(b)(3)—reasonable investigation, where had reasonable ground to believe that the nonexpertised statements were true; no reason to believe and did not believe that expertised statements were untrue (degree of care would use if own money were at stake)
	Stds. for DD Defense
	Expertised
	Nonexpertised

	Experts
	-Reasonable investigation

-Reasonable ground to believe that statements were not misleading
	No liability

	Nonexperts
	No reason to believe and did not believe that the statements were misleading 


	-Reasonable investigation

-Reasonable grounds to believe, and did believe, that the statements were true 


b)
Statement doesn’t become expertised just b/c lawyer prepared it. BarChris
Securities Exchange Act of 1934

Securities fraud 

1)
Exchange Act §10(b)

a)
Unlawful for any person by use of the means or interstate commerce to use or employ, in connection with the purchase or sale of any registered or unregistered security… manipulative or deceptive device or contrivance in contravention of such rules and regulations as the SEC may proscribe 
b)
§10(b) applies to both registered & unregistered securities. 

2)
Rule 10b-5

a)
Unlawful to engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person, in connection with the purchase or sale of any security.

i)
“In connection with” not a limitation on liability of the corporation—refers to actionable scope of violations. Texas Gulf Sulphur
3)
Elements of 10b-5 violation (Basic Inc. v. Levinson)

a)
Jurisdictional nexus (interstate commerce)
b)
Transactional nexus (bought/sold securities as result of misrepresentation)
c)
Materiality


i)
Substantial likelihood that disclosure of omitted fact would have been viewed by the reasonable investor as having significantly altered that total mix of information available

ii)
No obligation to disclose preliminary merger discussions (no comment statements), but once denied, became material depending on 

(1)
Probability of event occurring and 

(a)
Interest in the transaction at board/officer levels

(2)
Anticipated magnitude in light of company activity

(a)
Size of two companies

(b)
Premium over mkt price 

iii)
Omissions actionable if duty to disclose (Zahn)

d)
Reliance 

i)
Rebuttable presumption, such as by

(1)
P had knowledge of the truth—news credibly entering the mkt from other sources

(2)
P would’ve sold shares anyway 

e)
Causation

i)
Transaction causation: but for misinformation, purchase or sale of securities would not have occurred (courts usually presume this—overlaps with materiality) 

ii)
Loss causation: Generally not presumed. Have to show that you actually lost money as a result of the misstatement that has been made 
f)
Scienter—(reckless) intent to deceive. Ernst & Ernst v. Hochfelder
g)
Standing—only purchasers or sellers. Blue Chip Stamps v. Manor Drug Stores
4)
NO implied right of action against aiders and abetters of 10b-5 violations. Central Bank of Denver v. First Interstate Bank
Insider trading 
Common Law 

1)
Majority rule—no rule 
2)
Minority rule—disclose or abstain 
3)
Intermediate
a)
Goodwin v. Agassiz (duty to corporation, not to s/h/speculative theory/open mkt transaction)
b)
Ordinarily no duty to disclose, but will be IF 

i)
Face to face transaction

ii)
Highly material

iii)
Unusually vulnerable plaintiff (unsophisticated)
Federal Law 

1)
Rules 10b-5

a)
Omission of a material fact (the inside information) in connection with a purchase or sale of a security. Rule 10b5-1(a)
i)
Manipulative and deceptive devices prohibited by § 10(b) of the Act includes
(1)
The purchase or sale of a security of any issuer, 
(2)
On the basis of material nonpublic information about that security or issuer 
(a)
Knowledge of possibility of existence of mine; importance attached to those who knew about it (short term calls, novice investors). SEC v. Texas Gulf Sulphur
(b)
Tender offer target. Chiarella; O’Hagan
(c)
Assets overstated; regulatory violations. Dirks
(3)
In breach of a duty of trust or confidence that is owed 
(a)
directly, 

(i)
Exchange Act § 16—officers, directors, 10% s/h

(ii)
Temporary insider—material nonpublic information revealed legitimately to outsider working for corporation that expects information to be kept confidential. Dirks v. SEC
(b)
indirectly, 

(i)
Fiduciary’s undisclosed, self-serving use (for personal gain) of P’s information to purchase or sell securities, in breach of a duty of loyalty and confidentiality, defrauding the P of the exclusive use of the information. United States v. O’Hagan (lawyer in law firm working on tender offer); Carpenter v. United States (details of investment column, but only got him on mail/wire fraud)
1.
Breach doesn’t occur until trade is made 

2.
No breach if disclose

(ii)
Duty of trust and confidence in three situations 

1.
Whenever person agrees to maintain info in confidence

2.
Whenever the person communicating info and the person to whom it is communicated have a history, pattern or practice of sharing confidences,
3.
Whenever the information is obtained from a spouse, parent, or sibling, UNLESS history, pattern, or practice indicates no expectation of confidentiality

(c)
or derivatively, 

(i)
Tippee liability IF insider breached fidouche (direct/indirect benefit) and tippee knows or has reason to know. Dirks (no liability where no expectation to keep information secret; insiders motivated by desire to expose fraud); United States v. Chestman (break in chain of fidouche breaches)

(4)
To the
(a)
Issuer 
(b)
s/h of the issuer 
(c)
Any person that is the source of the material nonpublic information 
ii)
Duty to abstain means keeping out of the market until established procedures for public release of information are carried out—wait until news could reasonably have been expected to appear over the media of widest circulation. Texas Gulf Sulphur (call placed right after news announcement)
iii)
Liability for an omission exists only if there is a duty to disclose.
(1)
State law usually does not create a duty to disclose in exchange transactions (e.g., Goodwin v. Agassiz).
2)
Regulation FD 
a)
Issuer must disclose material nonpublic information that is disclosed by someone acting on behalf of the corporation to analysts or holders of issuer’s securities 
i)
If intentionalimmediate disclosure 
ii)
If unintentional prompt 
3)
Exchange Act, §14(e): Tender offer insider trading 
a)
Rule 14e-3

i)
(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:

(1)
the offering person,

(2)
the target company, or

(3)
any officer, director, employee or other person acting on behalf of either the offering person or the target company.

ii)
(b) 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.

iii)
(c): Exception allowing the offering person to purchase the securities 

iv)
(d): Violation for the following persons to communicate material private information to others if it is reasonably foreseeable that this communication will result in a violation of §14(e):

(1)
The offering person;

(2)
The target company;

(3)
Their officers/directors/employees/advisors;

(4)
Anyone working on their behalf; and

(5)
Anyone possessing material nonpublic information which she knows or has reason to know was acquired from any of the above.

v)
Exceptions for communicating to the target and to necessary people within the offering person.

4)
Arms-length negotiator 

a)
Inside info provided to arms-length party doesn’t impose liability (e.g., information provided to lenders in the course of negotiations does not impose obligation to disclose or abstain—can trade on that). Dirks
5)
Exchange Act § 20A
a)
Damages to contemporaneous traders against insider traders and tippers
b)
Derivative liability of er’s unless er is able to prove good faith and noninducement
Role of Shareholders 

General
1)
S/h keep the BoD accountable.

2)
S/h have right to vote on certain issues, including:

a)
Election of directors (MBCA §§8.03-8.04);

i)
Slate voting vs. Cumulative voting (MBCA §7.28: (a) vs. (c)).

(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 shareholders to assure themselves of some representation.

b)
Amendments to AoI and bylaws (MBCA §§10.03, 10.20);

c)
Fundamental transactions. E.g.,

i)
Mergers (MBCA §11.04);

ii)
Major asset sales (MBCA §12.02).

d)
Miscellaneous, such as approval of independent auditors.

3)
Shareholder meetings

a)
Annual (Required; MBCA §7.01);

b)
Special 


i)
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%).

ii)
DGCL § 211(d): No right for SH to call meeting unless AoI/bylaws specify such right.

c)
Procedural rules in SH meetings:

i)
Quorum (MBCA §7.25-7.27);

(1)
Default: A majority of shares entitled to vote (MBCA §7.25(a))

ii)
Voting;

(1)
MBCA § 7.25(c): Approved if # of votes cast in favor > # cast against.

(2)
DGCL § 216: Must be approved by the vote of a majority of shares present.

iii)
Group Voting (MBCA §10.04; DGCL § 242(b)(2));

(1)
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.

iv)
Notice (MBCA §7.05);

v)
Eligibility (based on the ‘record date,’ which is usually specified by the bylaws – MBCA §7.07).

4)
Actions without meetings (i.e., by written consent)

a)
MBCA §7.04 – Require unanimity.

b)
DGCL § 228(a) – Allowed if consents come from same number of shares as would be needed to take action at a meeting.

Proxy fights 

1)
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 any proxy 

a)
The section applies only to registered securities.

2)
The terms "solicit" and "solicitation" include (Rule 14a-1(l)(1))
a)
Any request for a proxy 
b)
Any request to execute or not to execute, or to revoke, a proxy; or
c)
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.
3)
Rules 14a-1(l)(2) & 14a-2 exceptions
a)
Public statements as to how a SH plans to vote and her reasons for doing so 
b)
Solicitations by a person who doesn’t seek power to act as proxy
c)
Solicitations (other than by incumbents) to 10 or fewer people 
4)
Rule 14a-3(a): Anyone soliciting a proxy must first provide a written proxy statement 
5)
Rule 14a-3(b): Incumbent directors must provide an annual report before soliciting 
6)
Reimbursement of costs 

a)
Cost of incumbent solicitation of proxies, so long as for the advancement of legitimate business policies, and disclosed. Levin v. MGM (used special counsel, $20k for outside firms, $125k exclusive of amounts normally expended for solicitation of election of directors)
b)
Reasonable for the purpose of persuading the s/h of the correctness of their position and soliciting  support of policies which the directors believe, in good faith, are in the best interests of the corporation. Rosenfeld v. Fairchild Engine & Airplane (reimbursement for new board allowed by affirmative vote of s/h)

7)
Rule 14a-9 private right of action for misleading statements in proxy solicitations

a)
Both derivatively and directly. J.J. Case Co. v. Borak
b)
Elements (Mills v. Electric Auto Lite)

i)
Materiality

(1)
Substantial likelihood that reasonable s/h would consider it important in deciding how to vote, regardless of whether s/h would have approved solicitation after more careful analysis. TSC Industries v. Northway; Mills v. Electric Auto Lite (controlling s/h’s conflict of interest)

(2)
Omission of Black-Scholes valuations not material. Seinfeld
ii)
Causation 

(1) Significant propensity to affect voting process. Mills
(2) If majority s/h had enough votes anyway ( no sig. prop. Virginia Bancshares
iii)
Remedy 

(1)
Fairness of transaction factor 

(2)
May set merger aside if in the best interest of all the s/h

(3)
Monetary relief depends on reduction in value of shares as the result of the defective solicitation

(a)
Attys fees not precluded. Mills
8)
Shareholder proposals 

a) 
Have to hold for at least a year $2,000 or 1% of stock
b)
Exclusions 

i)
14a-8(i)(1) proper subject for action under state law 

ii)
14a-8(i)(5) less than 5% of earnings and not otherwise significantly related.  

(1)
Animal cruelty concerns has relation to business (ethical or social significance), even though less than 5% of earnings. Lovenheim v. Iroquois Brands ($79k gross sales, $34k assets compared to annual revenues of $141M, $6M profits, $78M assets)

(2)
Likely that proposal relates to activities (health care) that occupy more than 5% in income in outlays. Dole.

iii)
14a-8(i)(6) beyond corporation’s power to effectuate 

(1)
Only requests analysis of, and implicitly suggests that Dole should attempt to influence the selection of, national health care reform proposals. Dole.

iv)
14a-8(i)(7) ordinary business operations that are mundane in nature and do not involve substantial policy or other consideration 

(1)
Pension rights. Austin v. Consolidated Edison
(2)
What national health plan company could support could have large financial consequences. NYCERS v. Dole Food Co.
9)
Shareholder inspection rights 

a)
Choice of law  where records are 

b)
New York 



i)
Proper purpose 

(1)
Tender offer; inspection of lists allowed. Anaconda
ii)
Type

(1)
SEC requires record holders of stock to compile NOBO lists at corporation’s request

(2)
NOBO lists allowed. NCR (shares not voted counted as “no” vote)

iii)
Qualification

(1)
Once resident s/h alleges compliance w/statute, bona fides of s/h assumed burden on corporation to show improper purpose or bad faith. Sadler v. NCR (s/h acting on behalf of corporation seeking list for purpose of electing bd members to redeem poison pill not disqualified)

c)
DE

i)
Proper purpose—s/h has burden of proof if seeking to get access to anything other than a s/h list 
(1)
Honeywell
Shareholder voting control

1)
Can have common stock w/no economic rights. Stroh v. Blackhawk Holding 

2)
Can vary voting power within class of shares. Providence and Worcester Co. v. Baker 

3)
If board acts for primary purpose of interfering with the exercise of s/h vote, board has to offer compelling justification for its actions impeding vote. State of Wisconsin Investment Board v. Peerless (no justification where corporation adjourned the meeting and solicited proxies supporting their option plan)

a)
Without a showing by the plaintiff that primary purpose was to thwart vote, BJR applies

Shareholder agreements in closely held corporations

1)
Shareholder voting agreements permissible, where votes basically locked in (even though in voting trusts who doesn’t go along doesn’t get their votes counted either way). Ringling Bros.
a)
Cannot make agreements that limit power of directors to manage the business of the corporation by the selection of agents at defined salaries. McQuade
b)
Where directors are sole s/h, no objecting to enforcing an agreement among them to vote for certain people as officers. Clark v. Dodge
i)
Valid if authorized in amendment to a of c by all incorporators/TE’s on notice. NYBC § 620

Rights of Bondholders 

1)
Boilerplate successor obligor clauses do not permit assignment of the public debt to another party in the course of a liquidation unless all or substantially all of the assets (>51%) are transferred to a single purchaser at the time liquidation is initiated. Sharon Steel Corporation v. Chase Manhattan Bank (last step of piecemeal liquidation not “all or substantially all” assets)

2)
Incurrence of additional debt in LBO of s/h not violation of covenant of good faith and fair dealing. Metropolitan Life Insurance Company v. RJR Nabisco

i)
Not going to allow parol evidence to add implied covenant of good faith/FD
Takeovers and M&A

M&A

1)
Process 


a)
Board has to approve merger agreement 


b) 
s/h have to approve 


c)
Appraisal rights

2)
De facto merger doctrine 

a)
Pennsylvania 

i)
Where reorganization yields a corporation that has been (Farris v. Glen Alden (asset purchase))

(1)
Changed in essential nature 

(a)
From coal mining company to diversified holding company

(2)
Altered fundamental relationships among s/h and corporation

(a)
New corporation would hold 11/17 directorships; interest in new (bigger) corp would be reduced by 3/5

(3)
Merger rules apply 

ii)
De facto merger doctrine doesn’t make merger with subsidiary merger with the parent, thereby giving parent s/h voting and appraisal rights. Terry v. Penn Central (could exist if minnow swallows whale)
b)
Delaware 

i)
Sale of assets statute (§ 271) and merger statute independent of each other; use of one does not invoke duties involved under the other. Hariton v. Arco Electronics
2)
Freeze-Out Mergers 

a)
Burden on P to show fraud/misrepresentation (Weinberger v. UOP)

i)
 burden on maj. s/h to show fairness (process) of transaction OR 

(1)
Fair dealing 

(a)
Director’s feasibility study not disclosed to board

(b)
Investment bank fairness opinion hurriedly prepared b/c of acquirer’s timing constraints 

(c)
No evidence of bargaining/arms-length negotiations

(2)
Fair price

(a)
Proof of value by any techniques or methods generally considered acceptable in the financial community—comparative analysis, discounted cash-flow, (rescissory) damages

(b)
§ 262(h) appraisal fair value exclusive of any element of value arising from expectation of a merger 

(c)
Armstrong v. Marathon Oil (control premia irrelevant to fair value of shares subject to appraisal proceeding)

(d)
Cede & Co. v. Technicolor (difference in value between first and second step of two-step merger relevant to appraisal)

ii)
IF transaction approved by informed vote of majority of minority shareholders 

(1)
 burden on P to show transaction was unfair to the minority 

(2)
 still burden on maj. s/h to show material disclosure 

(a)
IF material information withheldno burden shifting to P (UOP)

(i)
Report on feasibility of transaction (showing price range that would’ve made big different to s/h) prepared by target directors for acquirer not disclosed (duty of loyalty breach by controlling s/h)

iii)
Remedy

(1)
Fair price. UOP
(2)
Manipulative conduct may give rise to former contractual right to receive share premium. Rabkin
b)
Business purpose (Mass.) (Coggins v. New England Patriots)

i)
Controlling s/h violate fidouche when they cause a merger to be made for the sole purpose of eliminating a minority on a cash-out basis.

(1)
Burden on P to show merger pursued for personal benefit of controlling s/h

(2)
Burden on controlling s/h to show how merger furthered legitimate business purpose (substance fairness)
(a)
Already had 100% of voting common stock

(3)
If legit purpose fairness of transaction 

ii)
Remedy ordinarily recission, but not were not effective; orderly. Coggins (10 yrs old; expectations of Ts)
(1)
Aliquot share of present assets (what s/h would’ve had if merger were rescinded). Coggins
3)
De facto non-merger 

a)
Conversion of shares to cash that is carried out in order to accomplish a merger is legally distinct from redemption of shares by a corporation. Rauch v. RCA (DE; § 251 explicitly authorizes conversion of shares to cash)

4)
LLC Mergers 

a)
Merger effected by majority of managers without notice to third manager under circumstances where they knew that with notice he could have acted to protect his majority interest, breached duty of loyalty to the original member by failing to act in good faith. VGS v. Castiel (minority interest had veto power over mergers in LLC agreement; 1 manager appointed by controlling s/h to protect his interest)

i)
Normally managers can act w/o meeting, w/o prior notice if enough managers consent in writing that would’ve had enough votes to take that action. LLC Act § 18-404(d).

ii)
Remedy undo merger 

Takeovers 

1) Federal Regulation of Tender Offers & Stock Purchases

a)
Amendments to §§ 13-14 of the Exchange Act.

i)
Apply only to securities registered under the Exchange Act.

ii)
Anyone who acquires 5% of stock of a firm must file a Schedule 13D disclosure statement within 10 days of acquiring the 5% interest.

-Coordinated purchases counted together
iii)
Anyone making a tender offer must file a detailed set of disclosure documents, including the acquirer’s plans for the company. §14(d)(1)
iv)
If the tender is over-subscribed acquirer must accept stock on a pro-rata basis 

v)
Any acquirer who raises his price during the term of the tender offer must raise it for any stock already tendered. §14(d)(7)
vi)
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)
c)
Issuer tender offers other than those made to all s/h prohibited. 13e-4(f)(8)
2)
Takeover defenses 

a)
Greenmail (Cheff v. Mathes)

i)
Board cannot use corporation’s power to purchase shares of its own stock (8 Del.C. § 160) in order to perpetuate themselves in office unless motivated by sincere belief that buying out the dissident s/h was necessary to maintain what the board believed were proper business practices 

(1)
Burden on directors with pecuniary interest (CEO, general counsel) to show that purchase was in corporation’s interestgood faith and reasonable investigation into threat (BJR)

(a)
EE unrest due to possible takeover (concern for ppl other than s/h)
(b)
Hostile acquirer would materially change policies deemed vital to business success 

(c)
Deceived board as to original intentions

(d)
Demanded place on board

(e)
Increased stock purchases after rebuffed 

(f)
Professional advice as to past liquidation activities 

(2)
Lessor burden on other directors with substantial shares

b)
Counter-tenders, poison pills, and lock-ups

i)
Good faith/reasonable investigation 

(1)
2 tiered offer for $54 (37%)/~$54 securities (63%) unduly coercive and inadequate to s/h where ibank valued shares around $60/majority of indep. directors approved exclusive counter-tender at 30 min meeting. Unocal
(2)
Hostile tender for $45 inadequate where ibank valued company at ~$55, speculated that acquirer would acquire company with leveraged financing and bust up company.

(3)
$175 conditional offer threat where management wouldn’t be preserved in the face of another negotiated merger where management would. Time
(4)
Board not independent where 6/14 had senior management position, 2 had significant blocks of stock, and 4 had been associated at some point with entities that had business relationships with Revlon.

ii)
Defenses reasonable response in proportion to threat posed—not coercive or preclusive as to getting s/h control premium in future or change in control by proxy. Unitrin v. American General

(1)
Note purchase rights plan reasonable whereby s/h got right to exchange one common share for $65 note/12% int w/1 yr maturity if anyone acquired >20% of shares unless acquired 100% of stock for $65/share UNTIL clear that company was going to be sold. Revlon 

(a)
Duty to auction:

(i)
Revlon duties will only attach when board 

1.
Initiates active effort to put company up for sale or to effect a business reorganization involving a clear break-up of the company. Contra Time
2.
In response to bidder’s offer, changes long-term strategy to seek another bidder to break-up company

3.
Where there is a pending sale of control, regardless of whether or not there is to be a break up of the corporation. QVC
(c)
Even though white knight’s bid objectively higher, not when adjusted for time value of money/principal benefit of waiting for that bid went to the directors so they could avoid personal liability to a class of creditors to whom the board owed no further duty. Revlon
(2)
Lock-up, no shop provision unreasonable where clear that company was going to be sold but target continued to negotiate exclusively with white knight. Revlon
(3)
Exclusive counter-tender reasonable (49% at $72) for trying to insure adequate compensation at the back-end where inadequate price, poor quality of securities at the back-end, didn’t want to subsidize hostile acquirer and not within class of s/h to be protected. Unocal
(b)
Director’s participation in exchange offer does not rise to level of disqualifying interest 

(5)
Defensive measures (10% share exchange agreement, confidence letters from banks, no shop) following merger negotiation but before hostile offer reasonable. Paramount v. Time
(6)
Restructuring consolidation to 51% cash/49% securities reasonable; Paramount could’ve merged with combined company, regardless of new debt load. Time.

d)
Impermissible pills

i)
Redeemable only by those directors who had been in office when the s/h rights constituting the pill became exercisable or approved successors impermissibly restricts directors, s/h. Toll Brothers
ii)
Redeemable by no one for six months. Quickturn Design Systems

ALI approach to unsolicited tender offers

a)
Board of directors may take an action that has the foreseeable effect of blocking an unsolicited tender offer, if reasonable response

i)
Reasonable response 

(1)
Relevant factors, including legality, economic prospects 

(2)
May have regard for interests or groups other than s/h w/r/t which the corporation has a legitimate concern if to do so would not significantly disfavor the long-term interests of s/h

b)
P has burden of proving unreasonable response 

c)
Violation of Unocal duties may be enjoined or set aside, but no personal liability if conduct meets stds. of BJR 

Limited Liability Companies 

Formation 

Articles of Organization

1)
Filed in the designated state office [ULLCA §202(a)]

2)
Required terms: §203(a)

a)
Name of company (including “LLC”), address, term, manager management, member liability
3)
Optional terms: §203(b)

a)
Provisions permitted to be set forth in an operating agreement; or

b)
Other matters not inconsistent with law.

Operating Agreement 

1)
Conflicts between OA and AO (ULLCA § 203(c))

a)
OA controls as to managers, members, and member’s TE

b)
AO controls as to T’s who reasonably detrimentally rely on AO

2)
Conflicts with default terms 

a)
Only where conflict with mandatory statutory terms does OA get trumped. Elf Atochem North America, Inc. v. Jaffari (arbitration, forum selection clause effective even for derivative suits, at least as between members)

3)
Restrictions on terms 

a)
Unreasonable restriction of right to information/access to records

b)
“Manifestly unreasonable” types of activities designated as not violating duty of loyalty

i)
Can allow members to compete directly with LLC in which they are members. McConnell v. Hunt Sports Enterprises
c)
Unreasonable reductions of the DoC

d)
No restriction on specification of the percentage of members or disinterested managers that can ratify contract violative of DoL after full disclosure of material facts

e)
Manifestly unreasonable stds. by which the performance of the obligation of good faith and fair dealing is to be measured 

Member Liability and Veil Piercing 

Notice 

1)
Constructive notice 

a)
Statutory notice of company’s status as LLC only applies where T seeks to impose liability on LLC’s members or managers simply b/c of their status as members or managers. Water, Waste, Land, Inc. d/b/a Westec v. Lanham (Colo.)

b)
Once LLC’s name is know to T, constructive notice has been given of LLC status. Westec
2)
Members of company who do not adequately disclose LLC’s name remain liable on contract under partially disclosed P doctrine. Westec (Initials “P.I.I.” not sufficient to disclose)

Piercing 

1)
Members and managers normally not liable for debt/obligation/liability solely as members or managers, except as may become personally liability by reason of own acts or conduct, for which piercing in the corporate context is allowed. Kaycee Land and Livestock v. Flahive (WY)

2)
Failure of LLC to observe formalities or requirements relating to the exercise of company powers is NOT a ground for imposing personal liability on members or managers. ULLCA § 303(b)

Dissolution 

1)
Filing of articles of dissolution is optional unless members want to shield themselves from liability, then must

a)
File AD

b)
Written notice to known creditors containing information regarding the filing of claims. New Horizons Supply Cooperative v. Haack (Wis.)

