Corporations: Spring 2006
I. Intro: What is a Firm

A. Firms vs. contracts as ways of organizing businesses

B. Coase’s Theorem assumes no transaction costs but w/out them the assignment of legal rts w/n affect socially efficient outcome. Will just bargain for optimal distribution and most efficient K. So gives us a lens to look at real world and ask impt question: what about transaction costs?

C. Why do business ppl sometimes choose contract and not a firm?

a. Coase: purchase of a firm or contract will occur when easier and cheaper to do so

b. Advantages of a Firm

i. Both parties will get info when buy firm so low transaction costs and can minimize other costs.

ii. Legal advantages: lower taxes or limited liability 
iii. Minimizes opportunism

c. Distinction b/w firms and K is probably overstated b/c contracts can be structured to look like firms and firms can be understood as complex networks of contracts

i. Relational contracts: contract b/w 2 parties w/ intent to have LT business relationship and many terms of K are left undefined or subject to negotiation. Similar to firms b/c closer connection b/w 2 parties
ii. Firms: can be viewed as a bureaucracy or a creature of contracts. These contracts are unusual in 2 ways: 
1. (1) very vague/open ended K: Ex: Corp officers have a fiduciary duty which is an implied K 
2. (2) interconnected: company’s K w/ CEO is related w/ its K w/ its bd of directors; firm as a network of contracts

D. Structure of a Firm

a. Firm operates in complex social/legal environment

b. Has customers, suppliers, employees, managers, shareholders, creditors (supply capital), and gov’t . But corp law is limited in its application to these factors. 

c. Corp law primarily deals w/ managers, shareholders, and the gov’t. Gov’t and cts as supervisors of this relationship. 

E. 3 Perspectives on the Firm (mostly small ones but talk usually about big firms) 

a. (1) Berle-Means: late 1930s and very vibrant today: 

i. Separation of ownership and control: Owned by shareholders and run by professional managers who d/n own company.

ii. Effect: principle problem of corp law.  Led to abuse: managers were managing other ppl’s $ for their own benefit (Ken Lay, Kozlowksi)

iii. Solutions: increase regulation 

b. (2) Law and Economics: recognizes that Berle-Means was right but differs b/c: 

i. Self-interested behavior by managers is referred to as “agency costs” which has diff normative connotations: not as condemned 
ii. Solution: control by mkt mechanisms. If manager steals, then w/n run a good company and mkt will sanction the manager and the company.

iii. Going to be residual agency costs. C/n squeeze all costs out of the system b/c all employees shirk or are lazy at some point. Want to squeeze agency costs to point where cost of squeezing the costs=the cost squeezed

iv. Gov’t plays a more limited role. Agency costs of management are controlled by principles like fiduciary duties enforced by cts. 

c. (3) Critical approach: disconnect b/w managers and shareholders is a fundamental problem that c/n be solved.
i. Managers of companies are too overcompensated, workers should have greater share of benefits of corp and more power

ii. Are situations where workers have more power: Germany: has 2 bds of directors in big companies. 

1. Supervisory bd: oversee the managing bd and a substantial # are picked by workers (labor). 
2. Bd of directors: manage and run the company, composed of officers of company. 

II. Agents and Employees What kind of organization is it?

1. Cts look at both form and substance - Fowler v. Penn Tire Co.  

2. Look at the relationship – duration, control, risk of loss and return

A. Employee Versus Independent Contractor and the Exercise of Control

1.  Elements of an agency relationship: A. Gay Jenson Farms

a. Principal and agent consented to relationship (includes implicit consent)


b. Possible agent acted on behalf of the principal

c. The principal exercised control over the possible agent
            2. Owner of car is the principal when consents to another driving her car: Gorton v. Doty:
a. RULE: Principal is liable for the torts of the agent, when the agent is acting pursuant to the agency.

b. D/n need K, promise or $ to have an agency/principal relationship. 

c. Presumption that the driver is the agent of the owner 
d. Offered her car and made a restriction on the coach’s use of it so made her seem more in control.
e. Doty was in better position to avoid the harm to the kid (by limiting who drove her car) and pay the costs of his jury (by insurance)


B. Agency in partnership: Partners are agents of the partnership – can incur obligations on behalf of the partnership and are liable as principals. Or can have officers as an agent of the corporation

C. Types of authority: 


1. Actual authority – company actually says that someone has the power to do something for company (can be express or implied/inherent)
a. Express: written/oral authority: thru corporate statute, articles of incorp, bylaws, and bd resolutions. Authority exists whether or not outsider knew about officer’s authority.
b. Implied  – agent w/out express statement by principal acts or is recognized so that they have authority. 

(1) FACTORS:

a. Part of penumbra of express actual authority (ex: incidental to day to day affairs authorized to manage) 
b. Principal knows of and acquiesces in agent’s longstanding/past course of conduct (by inaction). 
c. Agent has reasonably come to believe that principal had given him authority.

(2) D/n matter if outsider knew about the principal’s implicit validation of authority or of relationship b/w bd and officer. 
(3) Mill Street Church of Christ v. Hogan: Principal is the church and Bill is the agent who hires his brother who gets injured on the job. Can his brother recover under worker’s comp w/ church as employee?  Liability to Third Party in Contract

a. Worker had the implied authority to hire his brother as his helper. He had this authority in the past, needed to hire an assistant to complete the work he was hired for, and the worker’s brother believed that the agent had the authority to hire him and so relied on this representation (agent’s reasonable understanding of his authority) 

b. Cheapest cost avoider: church is better able to control that risk by saying d/n hire Sam. But Sam c’ve also mitigated risk by asking Bill if he was sure Sam could work the job. 

b. Inherent – often a question of who should bear the risk. Agent has a position that is known to carry with it certain powers (the other side assumes that the person has certain abilities because of their role) (principal d/n have to manifest agreement);  See Lind
(1) If person has a position that makes a third party reasonably believe they can do certain things, employer is bound by what employee does Watteau v. Fenwick (person probably has apparent authority also)

a. Humble sells pub to Fenwick and sells Fenwick’s ales. Humble can buy ale and mineral water but c/n buy cigars or Bovril. But Humble buys cigars and d/n pay for it. Cigar sellers find out that Humble d/n own pub and sue Fenwick for payment for cigars.

b. Ct says that Fenwick is liable even though Humble is acting outside his authority and cigar buyers d/n know that Fenwick existed (undisclosed principal)

c. Principal is liable for all actions of agent w/in authority usually given to agent’s position/character. Selling wheat w/n be w/in action usually done by agent so principal w/n be liable for this.

i. F has ability to monitor to H w/ regard to cigars but harder for him to control behavior that is unrelated to the business.

ii. When transaction is unrelated to the business, 3P has more reason to be suspicious and so he should bear the cost.

(2) Restatement 2nd of Agency §194: an undisclosed principal is liable for acts of an agent “done on his account, if usual or necessary in such transactions, although forbidden by the principal”

(3) Restatement 2nd of Agency §195: An undisclosed principal who entrusts an agent with the management of his business is subject to liability to third persons with whom the agent enters into transactions usual in such business and on the principal’s account, although contrary to the direction of the principal

(4) An agent acting within the usual boundaries of his role binds his principal even if the details of the transaction to which he agrees were not authorized. Just has to be within the general scope of the business entrusted to his care Kidd v. Thomas A. Edison, Inc.
a. Facts: 
i. Edison wants to dramatize the quality of its new tech thru a concert series. Edison’s intention was only to pay them in proportion to sales of their records not for their recitals

ii. Fullers (agent) contracts w/ Kidd (a singer). K says will pay whether or not the concerts take place, but E only gave Fuller authority to K to pay for concerts which actually happened.

b.  Kidd knows that Edison is the principal and Fuller is the agent. Fuller d/n have explicit agency or implied agency but has inherent authority. 

c. Ct rejects status doctrine: master’s role in relation to the servant is archaic so d/n bind principal here and estoppel: d/n work here b/c no rep by Edison to Kidd.
d. Bound by customary business practice in this area absent explicit disavowal of the agency relationship. Standard K: booking agent or promoter took the risk that the event w/n occur. Agent is in better position than artist to ensure that concert will occur and take the risk (will book the hall, advertise, etc).

e. Policy:  Edison bears risk of Fuller acting outside of agency power rather than Kidd b/c can better monitor the authority of the booking agent which minimizes transaction cost. 

(5). Nogales Service Center v. Atlantic Richfield Company: ARCO’s agent enters into K for a fuel discount which he c/n actually give

a. A principal can be bound by a general agent based on his position as such, even if he lacks express or apparent authority for the commitment at issue. (inherent authority).

b. An undisclosed principal can be liable for: 
i. agents’ actions similar to what authorized to do but violates orders
ii. agent acts for own purposes in a transaction that would be authorized if had proper motives
iii. agent authorized to dispose of goods but d/n use authorized method

c. Policy: risk of loss caused by disobedience of agents should fall on the principal rather than upon 3rd parties
(6) RST 2nd of Agency § 161 (inherent authority): a general agent for a disclosed or    partially disclosed principal subjects her principal to liability 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 she is not so authorized
a. RST 2nd of Agency § 161 Comment b (inherent power vs. apparent authority): applies to cases in which there is apparent authority, but includes also cases in which there is no apparent authority. Thus, the principal may be liable upon a K made by a general agent of a kind usually made by such agents, although he had been forbidden to make it and although there had been no manifestation of authority to the person dealing with the agent.

b. Act through virtue of the person’s position may show implied actual authority (inherent) and apparent authority, the implied actual authority can negated by an express bd resolution to the contrary but the bd c/n negate apparent authority unless it tells 3P.

2  Apparent authority – person acts in a way that makes the other side reasonably believe that she has authority and rely on this; and the principal somehow manifests agreement (can be by inaction/acquiescence in agent’s prior unauthorized orders) 

a. If 3P knows the officer has no authority, d/n know of a the manifestation of authority, or is put on notice by an officer expressing doubts about his authority,  then no apparent authority

 
b. Policy – if the principal had to directly do everything, it would be

impossible. Also who should bear the cost of the agent’s unauthorized activity
c. If actual, always apparent also. Can have apparent without being actual 
d. Person who deals with apparent agent has to reasonably believe someone has the authority to do something for the principal to be bound by the apparent agent..  Lind v. Schenley Industries, Inc.
(1) Kaufman told Lind that he would get 1% of the sales of those below him but w/n explicity authoritized to say this so now company won’t pay Lind the commission.
(2) Kaufman must have reasonably had the authority to say this. 
(3) As Lind’s boss, Kaufman had a position of authority (agent) and his comm. is w/in scope of comm. that a boss would make. He had authority to comm. compensation arrangements to sales managers. 
(4) Lind told that he would receive info on compensation from Kaufman. But this is not a usual compensation package—triples his salary. What is communicated by person who is asserting the authority c/n be out of line w/ expectations of reasonable person—reason for dissent.
(5) May be reliance issue since Lind move to NY b/c of this promise.


Company better able to control this risk--c’ve made policy to Lind to get salary info from Pres. But Lind could’ve asked from 1% in writing or asked the Pres.
e. If a salesperson agrees to a sale in a way that leads the buyer to reasonably think the sale is done, the employer is bound (if employer d/n do anything to dispel the belief); Limitation of authority must be communicated to 3rd parties. In analysis of authority, ct will decide if there’s apparent authority but no need to decide if there’s actual. Three-Seventy Leasing Corp. v. Ampex Corp. 

(1) Facts: Mueller is Ampex’s Sales supervisor, he supervises Kay.

(2) Issue: whether Ampex thru Kay entered into contract w/ 370 (Joyce) to sell him the computer in question. 
a. An unsigned purchase order is sent to Joyce, he signs it and sends it back. Ampex d/n sign the document but on 11/17 Kays sent a letter confirming the delivery dates and other facts that show that Kays had the apparent authority to bind Ampex. 
b. Doc sent to Joyce d/n create a binding K but acceptance by Kays of Joyce’s offer thru a letter is enough to make a binding K if he had apparent authority
(3) Reasonable to think that someone who’s job is in sales had the authority to sell. But mere fact that you’re a salesman ISN’T ENOUGH to bind the company to the actions of the salesman. Need manifestation of principal to 3rd party of agent’s authority. Not sufficient that agent himself reps self to 3P as having this authority.  Ct finds interoffice memo as dispositive.
(4) Policy: 

a. In this case, salesman was a friend of the buyer so would probably want to get best deal for his friend. Have incentive to sell out company if can get kickback from his friend. 

b. Ampex is cheapest cost avider b/c Mueller c’ve said that Kays d/n have authority or on order say to be only signed by certain position in company.

c. Company d/n want to give unlimited power to salesman b/c of unfaithful agent prob.
e. Estoppel: Hoddeson v. Koos Bros: Need appearance of authority to be manifested by principal and not by agent alone. If store owner fails his duty to supervise and enables the imposter to fool the customer, then may be liable. 
(1) Ct leaves open possibility that third party can recover from the store b/c the store is the cheapest cost avoider of preventing imposters from rep selves as salesmen. Third party has greater difficulty affirming if salesman is an imposter or not. 
(2). Cts will in limited situations impose liability on principal even when person isn’t an agent based on estoppel if consumer c/n verify imposter or did check and imposter was clever enough to get around it. If principal should’ve been able to verify and catch imposter b/c imposter was around for a long time, more likely to be liable.
3. Ratification: If person w/ actual authority to enter into transaction learns of transaction and either expressly affirms it or fails to disavow it, then principal is bound. 
a. usually occurs when principal has received benefits under the K or 3P has relied to his detriment on the K (while the principal remains silent)
b. Ratifier needs full knowledge of the K or acquiescence
c. Botticello v. Stefanovicz: agreement for sale of real property (farm) is unenforceable b/c husband w/n agent of the wife who had an undivided half interest in the property.
(1) Husband made lease w/ option to buy w/out wife’s knowledge. Wife observed capital improvements being made to the entire property by the buyer (leans in favor of ratification since shows she knew about sale). But buyer moving in might be consistent w/ husband just leasing his share.

a. Husband liable for dmgs since he breached K but since still married, they lose overall and c/n break the deal. 
b. BOP on P to show agency: marital status and joint ownership d/n = agency. Here, original transaction must have been purported to be done on the account of the principal (wife) which it wasn’t. 
(2)Ratification is the affirmance by a person of a prior act which d/n bind him but was done or professed to be done his behalf (RST 2nd of Agency §82). D/n find intent by the principal to ratify nor her knowledge of all the material circumstances surrounding the deal. Although receipt of benefits, the agent here d/n purport to be acting on the principal’s behalf. 
D. Agent’s Liability on the Contract: If undisclosed principal and agent acting for himself should be personally liable b/c  third party relies on rep of agent. Atlantic Salmon A/S v. Curran: 
1. Facts

a. Puffed up self by rep as a company instead of as an individual. Company has one name but chooses to do business under another name. 
b. Company buys seafood from 2 Norwegian companies and resells it to other US wholesalers. Represents self as mkting director and the treasurer of the company Boston Internat’l Seafood Exchange Inc to these 2 companies. 
c. Eventually he stops paying the $ he owes for the salmon and when they sue discover that company d/n really exist. So sue Curran in his personal capacity. 

2. One of his args is that the Norwegian companies c’ve found out about the status of the companies by viewing public documents on file in Boston. Generally, agents aren’t liable for the acts of a known principal. Curran is the agent here and principal is the company.
3. Holding:  Agent must bring other parties actual knowledge or the reasonable equivalent of knowledge of the principal’s name even if the other party has the means to do so itself.
4. Policy: principal is partially disclosed, risk that third party will make the K on erroneous assumptions on the principal. So agent is best risk avoider that the principal is someone else and not a reliable party b/c he knows the principal 
E. Agent’s Tort Liability

1. Can protect self by putting clauses in the K but in tort setting not possible b/c d/n choose to be victim of the tort. If the agent commits a tort, then the principal is personally liable unlike K setting where not liable if principal is disclosed.  

2. Factors:

a. Is tortfeasor an agent of the principal? Usually ask if they’re an employee vs. an independent contractor.

b. Was the tort committed w/in the scope of the agency? D/n act on “frolic and detour”

c. Cases look at franchises. Can contract out to independent party or control distribution itself 

(1) May have more control over profits if own business

(2) If contract out, then franchisee has risk of liability not you.
3.  Tension b/w control over franchisee and liability.

a. Tort and contract settings treated differently but reasoning is similar. Look at principal’s substantive control over daily ops of agent. 

b. Incentive effects: principal d/n want to be liable for agent’s torts so can minimize that liability by avoiding exercising control over the agent and having a limited K. 

(1) But if principal d/n exercise that power will lose many benefits of agency, b/c agent w/n act as reliably in principal’s interest.

(2) Franchisor has powerful interest in carefully monitoring activities of agent to standardize franchise.  

c. When franchisee (hotel operator) has most of the profit or loss of the operation, gives strong incentive to operate franchise efficiently.

d. Tort and control liability are outside scope of franchisee’s authorization.

e. Minimize liability and max benefits of agency by giving franchisor eco power over franchisee rather than legal power

(1) Merely suggest what to do to the franchisee but own property and can kick him out w/out notice (eco power) in Hoover.

(2) But c/n contractually limit tort liability b/c of substantial effect on unrep party (customer). Holiday Inn case: footnote 1 p. 54 says that they are separate entities and not agents, etc. 

4. When it’s formally an independent contractor relationship (K)
a. Employer may be liable for the contractor’s torts if it exercises substantial control over their operations (substance of the relationship). Humble Oil & Refining Co. v. Martin

(1) Customer parks car and forgets to put on emergency brake so car rolls and hits D. Humble owns company, Schneider owns station. Ct says that Humble is liable. 

(2) Although Humble c/n control the customer or Schneider’s employee, he could’ve made the station level since he owned the property. 
(3) Contractor has little control over anything but hiring and firing. In tort – standard is a lot lower – look at reasonable expectations of the person (name was the same etc) 

b. Deciding substantial control: Control by the franchisor over day to day operations and over the property itself. Cases aren’t consistent
(1) Look at how much leverage company has over contractor – like whether contractor has to report to employer and who has control of day to day ops (Hoover)

(a) Grade is flat and car is parked. Due to negligence of service station employee, car catches on fire. Ct distinguishes this based on less control of daily operation  than Humble had.
i. D/n have to sell only Suns’ products or have to follow Sun’s directions on how to run service station but was in best interest to do so b/c terminable lease w/out notice by Sun. 

ii. Law may be inadequate by looking at the contract terms and not the actual effects. 

(b) Factors in favor of holding that Sun not liable, service station owner is IC
i. Accident here w/n caused by anything oil company did but b/c of something they c/n really control (service guy was smoking)

ii. In Humble, person was working on commission basis, but here service manager took on risk of profit and loss. When franchisee has control over service station, interests are more aligned. 
iii. Whether or not agent d/n depend on harm caused but ct still takes this into account. 

(2) Murphy v. Holiday Inn -Slip and fall b/c hotel d/n dry floor. Holiday Inn is successful b/c is uniform in quality, so needs some control. But not held liable b/c c/n control whether employee left the floor wet. 
(a) Here franchisee is IC b/c provisions meant to standardize business identity and benefit both parties. No control over daily operations: labor mngmt, bus expenditures, customer rates, daily maintenance of premises, or share of profits
(b) This is suspect b/c probably had in manual not leave it wet. If issue was fire safety of the rooms then may be more similar to the grading prob in Humble.

(c) Disclaimer d/n get rid of agency relationship
(3) Creditor who assumed control of ops of the debtor’s business – need de facto control over debtor’s conduct not just veto power – then agency relationship A. Gay Jenson Farms Co. v. Cargill, Inc.

(6) Cargill (ag business) provides financing to Warren (elevator business), purchases grain from Warren and has other Ks w/ them.

(7) Financing the loan i/n sufficient to est agency relationship but purchases of the grain is the decisive factor (rt of first refusal).  Warren acting as Cargill’s agent in providing grain on their behalf.

(8) Cargill is the cheapest cost avoider but if liable then less incentive to be vigilant and control their investment; Tension b/w promoting investment in this industry vs. having too much control.

(4) If a franchise agreement gives franchisor control over the day to day operations of the franchise, an agency relationship exists Billops v. Magness Construction Co. (found possible agency relationship: apparent and/or actual; rt of unilateral termination dispositive)
(a) Banquet director demands more money (bribe) to let customer use the room he reserved (and paid for entire rental fee in advance) for a party. Customer is already there with guests and is harassed and thrown out by director. Hilton is liable here. 

(b) Authority of agent may lead to increased tort liability by principal b/c exercise greater amt of monitoring and control over ppl like banquet directors (more often train them) than janitors.

i. In Holiday Inn case, agent is negligent. Here, agent is acting w/ wrongful intent which is harder for principal to prevent.

ii. But at the same time, principal is best person to avoid that risk thru screening and sanctions. If extortionist, was probably doing this before too, so principal c’ve checked his refs and avoided hiring him or monitored his behavior and caught it.

(c) When an agent is outside scope of agency/K, may still be liable b/c there is apparent agency. 

i. Hilton represented to third party that they were the principal will make sure this is a first class hotel. 

ii. There was reliance: customer observed rep, trusted in the rep, and in furtherance of this trust took detrimental actions in reliance of it.  

1. Letter from Hilton, signed by the banquet director confirming their contract and saying that they’re happy to have their business and will have a first class affair at a first rate hotel, shows this representation and subsequent reliance on the Hilton name and quality it represents.

iii. But if d/n limit holding then apparent agency will do work of explicit agency b/c every franchise has extensive advertising of the tradename (representation). All you have to do for reliance is say that you read the ad.
F. Scope of Employment
1. Ira S. Bushey & Sons (drunken sailor who opens valves which flood the ship)
a. Principal is only liable for torts of agent if acted w/in scope of employment. Goes back to the idea of control and minimizing cost of accidents. Things you do on your personal time are things employer c/n control and c/n avoid the cost of the accident. D/n want this added control on personal life.
a. RST: principal is liable for the agent’s tort if agent was acting at least in part by a purpose to serve the master. But insufficient b/c ignores control element of master who could’ve prevented agent’ actions.  
b. Tort Law: focus on master controlling the agent. But what about when agent does something completely unforeseeable by master who c/n exercise control to max tort goal of avoiding accident
c. Nelson: drunken sailor routed P out of his bunk w/ a blow and fought him when he was supposed to just wake him up. Principal is liable b/c master had control but ct stretched to find purpose which it refuses to do here. 
d. TC: Eco approach: Coast Guard c’ve prevented this by not hiring sailors that get drunk. Cheapest cost avoider is drydock owner b/c c’ve put automatic locks on the valves.
b. New rule: w/in scope if arose out of and in the course of employment. So gov’t liable for actions of drunken sailor b/c foreseeable and related to occupation.
(1)  S/L standard
(2) Uses a fairness approach: foreseeability that harm w/in scope of employment would occur
2. Clover v. Snowbird Ski Resort: ski resort may be liable for chef’s reckless jump on slope and injury of guest—may be w/in scope of employment. 
3. Manning v. Grimsley: (1st Cir. 1981): spectator is hit by a baseball after the pitcher throws it in the direction of the spectators who were heckling him. The employer of the pitcher is liable b/c employee’s assault was in response to P’s conduct which was presently interfering w/ the employee’s ability to perform his duties successfully. 

a. Constant heckling by the fans is conduct and the assault w/n mere retailiation for past annoyance but a response to continuing conduct “presently interfering “ w/ his ability to pitch in the game if called to play.

b. Being drunk or committing a crime are not w/in scope of employment but if do these acts in furtherance of the employment then is w/in scope of employment. Silencing the heckling was in furtherance of his job as opposed to Filenes’ Basement case where janitor strikes customer after they make a comment.

4. RST of Agency §231: servant’s acts may be w/in scope of employment although consciously criminal or tortuous but serious crimes are outside the scope
5. RST §228(2): servant’s use of force against another is w/in scope of employment if “the use of force is not unexpectable by the master.” Bouncer ex:

6. Statutory Claims: Arguello v. Conoco: employee of gas service stations franchised under Conoco act in a racially discriminatory way toward plaintiffs. 
a. Ct: Conoco isn’t in agency w/ indep service stations but racist employee may be w/in scope of employment. 
b. Conoco branded stores are indep owned and entered Petroleum Mkting Agreement (PMA) which offers guidelines but d/n est participation in daily ops of branded stores nor in making personnel decisions so NO AGENCY RELATIONSHIP w/ Conoco. 
c. Conco not liable for franchise arrangement but liable for own employees. Scope of employment factors:p.73 
(1)Time place and purpose of the act
(2)Similarity to acts which servant authorized to perform
(3)Whether act is commonly performed by servants
(4)Extent of departure from normal methods
(5)Whether master would reasonably expect such act would be performed
d. Ct finds that there are factors 1, 2, and 3 present that show w/in scope of employment, but not 4 and 5. Must weigh these factors.
(1) Employee’s position as a clerk and authorization to conduct sales put her into this position to commit racially discrim acts.
(2) Is a marked departure from normal methods and not expected. 
(3) No ratification by not firing/suspending Smith b/c did counsel her about her behavior. To ratify need to know of act and adopt, confirm or fail to repudiate acts of the employee.

G. Liability of Developers or Landowners for Torts of Independent Contractors committed against third party

1. Majestic Realty Associates v. Toti Contracting Co (1959): owner and tenant get compensation from the Parking Authority who hired the contractor for negligent dmg to their bldg and goods w/in. Contractor w/n subject to day to day control of employer so was IC. 

a. Landowner can take precautions (bldg fence) or developer can take precautions (monitor how work is done) so better able to prevent the harm
b. Contractor here went against industry standard and operator admitted negligence. 

(1) But not enough to say that they hired incompetent indep contractor. 

(2) Incompetent contractor needs to make repeated mistakes indicating unwillingness to train/monitor employees adequately or mistake at high level of firm.

(3) Policy: If evidence that contractor is incompetent, developer can find this out at low cost. But if one mistake by one employee, difficult for developer to find out and prevent the harm. 

c. RULE: When hire a contractor who conducts an indep bus w/ own employees and does work that d/n in itself =a nuisance, then the person who hires the contractor is NOT liable for the negligence of the contractor in the performance of the K

(1) EXCEPTIONS: 

(1) Landowner controls manner/means of doing the contracted wrk

(2) Engage incompetent contractor (considering skill, experience and financial resp to respond to tort claims whether or not developer knows this)
(3) Contracted activity is a nuisance per se 

i. Negligence standard for ordinary dangerousness, no liability for developer

ii. Strict liability where work is ultra-hazardous, liability for developer

iii. Negligence standard if work is “inherently dangerous”: or an activity which can only be carried on safely by exercise of special skill/care and which poses grave risk of danger to persons/property if negligently done.  Liability for developer
d. Ct found razing the bldings in a busy, built-up section of a city is inherently dangerous and thus liability may be found by a jury.

H. Fiduciary Obligation of agents
1. Duties during Agency 
a. Reading v. Regan: (1948) D forced to give back money he earned by using his sergeant uniform to accompany lorries thru Cairo. This deterred local authorities from checking the car—probably smuggling. 

(1) Violated duty of honesty and good faith to make $ solely by virtue of his employment.  So army is entitled to the money even though they technically haven’t lost anything. 

(a) Distinguished from gambling where uniform gives advantage versus lorry case where reason he got money was b/c of his uniform and employment

(2) Unjust enrichment! British army not in this business of protecting those who d/n want to be searched by local police but could’ve been and then would’ve been deprived of income.

(3) Behind the scenes is the reputational harm to the army

b. General Automotive Manufacturing Co. v. Singer: manager has side business as broker to a third party for work his employer c/n do. Misappropriated opp to do this work from his employer. 

(1) Singer should’ve have told his bosses about extra jobs—d/n give principal opp to decide whether or not he wanted to take advantage of this business opp. They c’ve altered its business by expanding and done the work eventually.

(2) An agent who draws business away from her principal for her own enrichment is liable to the principal for her profits therefrom.
(a) Includes duty not to do anything to the financial detriment of the principal. Here, taking potential customers away from his boss in favor of his own business.

(b) Concern over reputational harm again.

(3) Legal basis for liability: 

(a) An agent has a fiduciary relationship to the principal of utmost good faith and loyalty: Obligated to work on behalf of fiduciary and not for own benefit. D/n matter if d/n tech lose anything unlike K.

(b) Also contractual liability b/c according to K, he needed to devote all skill, labor and skill to the business. K only asks for duty of good faith and not UTMOST good faith, so can exercise whatever rts you have under the K entirely in your own self-interest.

c. Every K has an agency element but not all agents are fiduciaries; so what makes them a fiduciary? 

(1) Type of person who does a job for another person.

(2) The principal is highly vulnerable to the agent’s wrongful behavior in the fiduciary setting. This is due to agent’s high degree of discretion and independence (specially skilled or in mngmt)GM not highly vulnerable to assembly worker behaving wrongful but person who gives investor $ is highly vulnerable.

(3) Expandable or contractable theory depending on context. If other things that could prevent harm, then this theory contracts. If not, it broadens to makes sure third party is protected.

2. Duties During and After Termination of Agency: “Grabbing and Leaving” 

a.
Entrepreneurship vs. competition: Business opps doctrine which has moral intuition that it’s wrong to steal business vs. allowing employees to take business when they leave and fostering competition/supporting moral intuition that they can do this b/c never contracted not to  
b. Preliminary negotiations 
(1) Permissible while still working for current e-r w/out informing current e-r. Can go on company time as long as not abuse
(2) If rule was that e-e can’t look while still employed, current e-r would benefit

a. more ex post bargaining power
b. would enjoy stability, training & recruiting expenses saved, clients r
retained, intellectual property security, reputation 
c. employer might take greater risks in other areas

(1) If rule was that e-e could look while employed benefits employee 

a.  higher salary, better job, relocation opportunity

b.  society would benefit b/c more productive & satisfied employees
c.  other e-r would benefit b/c they could recruit

c. Informing co-workers - more muddled
(1) can inform them intending to leave: Rationale - more team-oriented work groups so will come up during work day, client works w/group & not just one person
(2) But also support for argumt that e-e shouldn’t be allowed to discuss w/co-workers b/c potentially more harmful to e-r
d.   Taking from current e-r
(1) can take skills developed at existing e-r even if e-r has expended resources to train and general info of firm but not firm specific knowledge
(2) Can’t disclose confidential info like trade secrets - usually in service industries (Newberry)
a.  includes files, confidential customer lists, other

b.  liable for tort of stealing if disclose

c.  trade secret status: when service provided is route where there is room for only 1 supplier vs. nonroute where there is room for more than 1 ( limited mrkt


(3) Town & Country House & Home Service, Inc. v. Newberry  (p. 88)

a. Before they left, they formed conspiracy to leave (house-cleaning service).

b. Ct assumed that they aren’t fiduciaries so d/n owe employer utmost good faith and loyalty. But still can share the business model and not the customers. Here used customers and business model in direct competition

c. Holding: Former employees may not use confidential customer lists belonging to their former employer to solicit new customers. 
i. Company had spent a lot of time to preliminarily screen and cold-call to get this list and former employees were free-riding. 
ii. A customer list is, insofar as it contains information not readily available to the general public, a trade secret
d. Ct enjoins the respondents from further solicitation of customers or orders that profits or dmgs should be paid.
e. Issues
i. e-r wants to encourage strong ties btwn e-e & client but runs the risk that e-e may take client w/him when leaves
ii. covenant not to compete not a satisfactory solution (about who bears risk of uncertainty of duration of employmt)
(1) Overinclusive
(2) Social interest in competition ex post
(3) But enforced when reasonable in geography & time
iii. Characterization of breach of fiduciary case - hybrid of K & tort case
(1) K - implied in employmt K
(2) tort - tortious interference w/e-e, punitive damages available

III. Partnerships
A. Intro: What is a partnership?
1. Partners are co-agents, have equal mngmt rts, are entitled to accounting of profits, and c/n be removed w/out payment of their partnership interest. 

2. Uniform Partnership Act 6(1): “A partnership is an association of 2 or more persons to
carry on as co-owners a business for profit.” 

a. General partnership: default partnership where each partner is liable for all the debts of the partnership. Dissolved by death or withdrawal of a general partner

(1) Can be created by estoppel if rep to outside that in partnership together. 
(2) UPA §16: only applies estoppel when 3P extends credit to the partnership (Young v. Jones)

(3) Bound by the acts of other partners

(4) all partners must consent to admission of a new partner UPA §18(g)
(5) can be accidental by nature of business relationship and can be anyone – a person, a corporation, another partnership

(6) management

b. Limited partnership: investment vehicle where there is a general partner & limited partners. Can only be created where have written agreement among partners and formal doc is filed w/ state officials. 
(1) limited partners provide capital 

(2) limited partners are shielded from liabilities of general partnership

(3) limited partners not liable beyond amount invested

(4) limited partners only have an investor relationship to partnership - don’t have
 management control although, depending on partnership agreement, they may be able to choose the general partner

(5) May lose this limit on liability though if actively participates in management of the partnership. Dissolved only by withdrawal or death of gen partner not limited partner.
c. Cooperating partnership- two or more partners involved in managing and operating (National Biscuit, Owen v. Cohen)

(1) Problem area- disagreements among partners about how to manage the partnership- esp when  just two partners with equal vote 

d. Financing partnership- one person managing and operating and other party f financing (Meinhard v. Salmon)
(1) Looks like a simple financing transaction- but creating a partnership substitutes for market arrangement ( what does partnership arrangement offer? 

a. Profits:  S chose M instead of bank b/c M has an equity interest – subordinate claim to the income stream but paid back in profits . Citibank would have a debt interest- prior claim on the income stream of the enterprise- paid back only in interest

b. Sharing Risks/Losses:  It’s advantageous to finance with equity when risky deal. The Salmon’s of the world don’t have money- bank would have to charge an exorbitant interest rate to cover the risk- where in equity financing the sharing agreement covers this risk. Today- venture capitalism- equity financing in high risk start up ventures

(2) Problem area: don’t have the problem of disagreement about day to day affairs, but see problems in Lewis v. Collins 

a. Financing partner wants to get paid back, and dispute happens if he d/n 

b.  Exacerbated by the nature of the assignment of the responsibilities: When there is no control over management, easier to accuse other partner of mismanangement 

c.  Financing partner exposed to risk of the managing partner being lazy or corrupt 

e. Note – when a partner breaches the partnership agreement in some way – remedies

(1) contract remedy – partner/s could get damages

(2) equitable remedy – dissolution and an accounting

3. Considerations of partnership

a. Intent

b. Ownership: residual claims 

(1) Elements of investment, control and residual claims b/c of initial contribution of funding and sharing in profits/losses

(2) Sharing in what’s left after dissolution of the enterprise: 

a. Residual claims: leftover profit after pay your debts (fixed claims—wages, salaries, debt). 
b. Equity is a residual claim on income stream and assets of the firm but debt is the fixed claim. 

c. So co-ownership can mean that you have equity or residual claims on the firm 

c. Management/control

d. Holding out

4. Factors to be weighed: (in Fenwick ct deems sharing in losses as most impt)

a. Language in partnership agreement (legal form) fulfills intent and favors partnership

b. Shares in profits shows ownership and favors partnership?

(1) UPA (7)(4)(b): “The receipt by a person of a share of the profits is prima face evidence of a partnership but no such inference will be draw if there is evidence that the share of the profits is a substitute for wages.”

c. Share in losses shows ownership and favors employee

d. Management shows control and favors employee

e. Contribution of capital shows ownership and favors employee 

f. Share on dissolution shows ownership and favors employee

g. Liability for debts shows ownerships and favors employee

h. Conduct toward 3rd parties (tax returns, public ,etc) shows holding out and favors partnerships?

5. Partnership agreements are often negotiated to avoid default state rules – agreement will win unless it’s against public policy

6. Partners vs. Employees: Fenwick v. Unemployment Compensation Committee
a. Facts: Receptionist wanted a raise, so negotiates and makes this agreement. She gets $15/wk and 20% of profits while employer gets $50/wk and 80% of profits. She has no say in management, isn’t responsible for debt, d/n file partnership tax returns, and no investment in the business.

b. Issue: d/n have to pay unemployment benefits if partner but do if e-e.

b. Holding: Partnership agreement between hairdresser receptionist & owner is not a partnership b/c d/n contain elements of partnership other than profit sharing & calling it a partnership. Although has association of 2 or more persons to carry on a business for profit, the “carry on” part of the definition isn’t satisfied here b/c she has no say in the management. 
c. Policy tradeoff: If case came out other way, e-rs would make all e-es partners to escape paying unemployment insurance. Concerned with structuring relationship to avoid state regulation. Ct here favors interests of third parties over interest of ppl having ability to organize their own affairs in a predictable way
   7. Partners vs. Lenders: Martin v. Peyton 

a. Facts: Hall is buddies w/ PPF who lent $ to his company to help it thru financial difficulties. 2.5 million loaned in securities to KNK (Hall’s business) which will be used to get $ from the bank.  If they d/n pay back the bank, then they will have rt to the $ b/c it was collateral to get the bank loan.  Get 40% profits from the firm, pledge of non-liquid securities (speculative not investment securities), and all of the dividends from securities they’ve loaned. Also have option to become partners.

b. Holding: In Fenwick, wanted to argue that were partners but in most cases want to say they’re not partners to avoid liability. Lending $2.5million to partner of bank does not make lenders partners who would be liable for bank’s debts b/c issue of degree
(1) Had some control (monitoring their investment), contributed money, were to receive profit – really it was just a loan 
(2) Clearly did not intend to become partners—wrote doc this way. 
(3) They could not make management decision

c. Policy – if you made the bank a partner and therefore liable, people wouldn’t want to invest in failing businesses – don’t want businesses failing left and right
d. Significant risk of conduct making them partners despite intent. Peyton still harmed despite J that not a partner b/c lost good securities (acquired by the creditors) and now just have the junk bonds.
8. Partnership vs. Independent Contractor Southex Exhibitions v. RIBA p.102: 
a. Facts: Southex buys SEM who has this contract to do trade show w/ RIBA. Southex wants it to be a partnership b/c K involved exclusive rts w/ each other and w/ profits.
b. Holding: Share in the profits NOT enough to equal a partnership 
(1) Need clear K expression of mutual intent when converting intangible IP into partnership assets
(2) Although there is profit sharing, can rebut this w/ more than the 5 exceptions laid out in state law. Ct considers the lack of mutual control over business ops, failure to file partnership returns, and failure to prescribe loss sharing. 
B. Partnership by Estoppel
1. Even if there’s no partnership in fact, if you represent to other parties that you are a partnership, you will be considered one (similar to apparent agency)
2. Young v. Jones 
a. Facts: P invested in the company and got securities in return but then company made out with their money so sued PW who had deep pocket. Found out that financial statements were falsified and clean audit by PW was erroneous.  When sue PW find out that PW-US and PW-Bahamas are 2 independent firms which are united by the PW World firm located in Bermuda.

(1) PW Bermuda is trying to maintain advertising and standards but d/n dictate the activities of each entity. D/n go after PW Bahamas and Bermuda itself b/c may not get j/d over them in US. So go after US, US law, j/d and can enforce J
(2) US PW had nothing to do w/ this audit so theory was partnership and not agency. No formal docs naming them as partners or showing that they share control 

b. .Holding: No partnership between US Price Waterhouse & Bahamas Price Waterhouse even when 3rd party claims that it relied on existence of the partnership – d/n work b/c the law is narrow and applies only when there is :
(1) Holding out as a partnership
(2) in reliance by third party on existence of the partnership: (need to be harm to the third party from this—causality element)
(3) credit is given to the partnership (to either of the parties holding themselves out as a partnership) 

c. W/n have worked under agency theory b/c US firm w/n acting on behalf of the Bahamas firm.
3. UPA 16 (1): “when a person by words spoken or written or by conduct, represents himself, or consents to another representing him to any one, as a partner in an existing partnership or w/ one or more person not actual partners, he is liable to any such person to whom such rep has been made, who has, on the faith of such rep, given credit to the actual or apparent partnership..”

a. No reliance on the brochure that PW is a global company or credit given to actual partnership. 

b. But do rely on the opinion letter that says its by PW but not PW Bahamas. Why isn’t reputation of PW as big international accounting firm enough when quality reputation of Holiday Inn was sufficient? 

c. Ct goes w/ the latter, narrower definition of credit as lending $ not believing them. But can argue that P was creditor of the company & not to PW. 

4. Policy:  If P by E interpreted broadly, would sweep into partnership ppl who d/n want to be with huge consequences. w/n do it unless case is clear.

C. Fiduciary Obligation of Partners
2. Partners can’t make other deals in the same line of business as existing partnership w/out first consulting w/existing partners. Meinhard v. Salmon- Cardozo 

b. Facts: 2 partners – Managing (Salmon) and inactive (Meinhard); they renovate and run a building as partners; that lease is about to expire (and the partnership will end because it was a partnership just to run that building) – Salmon is approached with a new lease on more property – he lets the old lease run out (and the partnership lapse); then he takes the new lease by himself. 
c. Holding: Subject matter of new lease was an extension and enlargement of subject matter of old one (need to look at scope of partnership). The opportunity came to the partnership b/c it still continued after the first lease.
(1)Salmon had a fiduciary duty to tell Meinhard about the deal so that Meinhard could have an opportunity to compete for it. (he didn’t have to include Meinhard in the deal as their partnership was ending); 
(2) Standard: p. 112-14 Quantum leap beyond utmost good faith: compares to  chivalry (concept of honor),  military duty (life of your comrade, they rely on you), and religious duty (sacrifice own interest to a higher power, your soul is at issue)—so have the highest duty.

a. M is at the mercy of S with regard to managing duties so S has higher fiduciary duty to disclose business opps since Gary may not have even known that M existed.
b. S is the bad guy but M may be an opportunist. But obligations of fiduciary are stronger than fact that co-adventurer may be greedy
c. Cardozo’s solution: creating a new corp whose asset is this second lease & split shares 50/50 to the partners but gives 1 extra share to managing partner (Salmon)

(1) Rejects lower ct remedy: ½ of profits earned by new lease will go to Meinhard in a constructive trust. But new lease has a potential 80 yr period and M can stop S from liquidating his interest in this lease so its inalienable. 
d. Rationale 
(1) Continues original partnership arrangement - where Salmon makes all decisions. No constructive trust so now shares are alienable. If 50/50 no decision will be taken b/c there will be a deadlock but w/ 49/50 S can outvote M on any issue and will maintain his control over the management of the lease. 

(2) Rewards Salmon for doing all the management duties, thereby bringing in the new deal. 
(3) Potential problems
a. Salmon can decide not to pay any dividends - to himself or Meinhard
b. Salmon can pay himself a salary & other perks

c. Societal interest would potentially be harmed b/c of waste that would tend to occur – no incentive for Salmon to run the hotel profitably because he doesn’t want to pay half the profit to Meinhard
d. But fiduciary duties may protect M against this behavior: 

(1) Salmon s/n shirk though according to the duty of care
(2) Salmon s/n expropriate the income stream for himself or his family under the duty of loyalty.  

(4) potential remedies: 

a. Judicial auction - better to dissolve partnership when lots of potential conflicts
b. Meinhard could sell to Salmon b/c he would be at disadvantage in valuing business or running it. S probably w/n have resources to buy out M and we d/n know how to determine a fair sale price. If forced sale to the public would have competitive bidding to determine a fair sale price.

e. Business opportunity needs to be direct: w/in the scope of partnership and temporal limits of it. If partnership is to expire at end of the lease its fine for S to tell M that he’s going to take new lease but if continuing enterprise then c/n end partnership at this pt.

f. Dissent disagrees on the scope of the partnership and thought that opportunity came to Salmon directly. Scope was the original lease so when opp came to Salmon to do something after the lease was a personal opportunity. D/n screw over partner but enriched him already and lease had definite termination date.
D. After Dissolution

1. Bane v. Ferguson( p. 117) Merger went bad and firm dissolved w/out a successor, so Bane’s pension ceased. Retired partner in a law firm has neither a CL nor statutory claim against firm’s managing council for acts of negligence that caused the firm to dissolve and terminated his retirement benefits. 
a. Holding: 
(1) Partners is a fiduciary of his partners but not of his former partners
(2) The w/drawal of a partner terminates the partnership. Bane was no longer a partner when he retired. 
b. Negligence to the firm not the pension plan and under business J rule, shielded from liability for mere negligence in firm ops
E. Grabbing and Leaving: 
1. Partners can’t lie when asked if they are leaving partnership by other firms. 

a. But an affirmative duty to full disclosure when plan to leave becomes concrete isn’t fair to departing party b/c plans change & old firm may try to harm the person. Trumps competition if difficult to leave the firm. 
b. Can plan to compete with entity to which they owe allegiance provided that in course of such arrangements d/n otherwise violate fiduciary duties p. 125 Making logistical arrangements for new firm was permissible 
2. Issue: Did old firm have a fair chance to compete for business? (Meinhard v. Salmon)
3. Meehan v. Shaughnessy 

a. Facts:  2 departing partners of law firm breached fiduciary duty to firm when they denied that they would be leaving to other partners on 3 sep occasions; sent out lots of one-sided letters trying to steal clients, and delayed providing his partners w/ list of clients intended to solicit until had already obtained authorization from a majority of them
b. Holding This was gross negligence – violated §404. Unfairly acquired consent from clients to removes cases from old firm thru prep for obtaining client consent, secrecy concerning which clients intended to take, and substance/method of comm. w/ clients
(1) Letters to client d/n explain to client that he/she has the rt to decide who will continue the rep, was on PC letterhead, and sent soon after notice of their departure so excluded their partners from effectively presenting their services as an alt to MBC.
(2) If he had said nothing, he would’ve been fine—no affirmative duty to tell them he was leaving but c/n lie when asked. Can plan in secret.
(3) Safest thing to do: Departing partners can take clients w/them – just d/n lie to the law firm & must wait until leave employment to solicit the client’s business w/ fair letters. Client’s need to be given a choice and fairly represented. (meets above case and §404 standard)
4. §404 General Standards of Partner’s Conduct p. 117
a. the only fiduciary duties a partner owes to the  partnership and the other partners are the duties of loyalty and care set forth in (b) and (c)
b. duty of loyalty is limited to:
(1) to account to the partnership and hold as trustee for it any property, profit, or benefit derived by the partnership
(2) refrain from dealing with the partnership in a way that conflicts with the partnership
(3) refrain from competing with the partnership
c. Duty of care is a standard that your conduct can’t rise to the level of gross negligence or recklessness
5. Meinhard compared with Meehan – in Meinhard, there was an affirmative duty to inform – whether asked or not; while under UPA 404(b) and (c) codifies the fiduciary duties that a partner owes the partnership.
F. Expulsion
1. Partnership can expel members at will but limitations include (1) race, ethnic, gender (2) other public policy reasons, and (3) if have no agreement, terms of termination covered by statute.

2. Lawlis v. Kightlinger & Gray (p. 127) 
a. Facts: alcoholic senior partner cut out although he was told he would be returned to full partnership status if he complied w/ conditions. Agreement has termination at will provision w/ 2/3 vote of senior partners. 
b. Good faith requirement applies only to wind up b/c assumed good faith in expelling partner under no-cause expulsion clause – have to treat the expelled partner fairly; It would have been a bad faith termination if they had withheld money or property that was rightly his.
c. Held: Lawlis remained a senior partner of the firm until he was expelled by a 2/3 vote of the senior partners. Dissolution occurred on date of vote not when was notified of proposal to expel him.
(1) State CL (which is trumped by the PA): Involuntarily expulsion of a partner must be made in “good faith”. Lawlis claimed he was fired to increase the lawyer to associate ratio and make more $.  Firm’s continued help of Lawlis even after he broke first agreement by drinking and their proposal to allow him to keep working for 8 more months to give him time to find another job negate a predatory purpose for his expulsion.
(2) Equity consideration: Ct wants to protect clients from alcohol client so firms need to be able to address this in a strict way.
4. Holman v. Coie: partner gave political speech and was fired after b/c other partners D/n like what he said but d/n need a reason to fire partner and can still be in good faith.
G. Partnership Property

1. UPA of 1914 vs. UPA of 1997: Are they an association as individuals or is the partnership a separate entity? 

a. 1914 UPA was more inclined to see the partnership as something in the middle of   a group of individuals and an entity

b .But in 1997, the UPA said in section 201(a): A partnership is an entity distinct from its partners. 

2. UPA §203: Property acquired by a partnership is property of the partnership and not of the partners individually. 

3. § 501: A partner is not a co-owner of partnership property and has no interest in partnership property which can be transferred, either voluntarily or involuntarily.

4. §502: the only transferable interest of a partner in the partnership is the partner’s share in its profits and losses of the partnership and  

5. Putnam v. Shoaf (p. 134) 

a. Facts: dispute over ½ the $ from embezzlement settlement (old bookkeeper had been stealing $ before Putnam sold her half of the interest in the company). Once gave over her ½ of the partnership she c/n get back the money stolen. 
b. Under UPA, her partnership property rts are (1) rts in specific partnership property, (2) Interest in the partnership and (3) Rt to participation in management
(1) Real interest was her share of the profits and losses which she intended to convey. 
(2) Partnership treated as an entity 
(3)  She conveys real and personal property p. 135. But need to keep separate her personal interest in partnership property (cause in action) and her interest in the partnership 
c. Holding: Intent to convey interest in partnership makes lack of intent to convey personal interest in partnership property (cause in action) irrelevant it’s an entity, property belongs to partnership and not to her, so she c/n convey it. 

H. The Rights of Partners in Management


1. UPA §18 (e): in absence of agreement to the contrary, “all partners have equal rts in the management and conduct of the partnership business”

 
2. UPA §18 (h): “any difference arising as to ordinary matters connected w/ the partnership business may be decided by a majority of the partners.” Stalemates when even # of partners or only 2 of them


3. Any partner that takes action w/in scope of partnership’s business can bind the partnership and make all other partners individually liable.   


4. National Biscuit Company v. Stroud (p. 142)


a. Facts: Stroud had previously advised P that he w/n be responsible for any addtnl bread sold by P to Stroud’s Food Center. But then at the request of S’s partner (Freedman), P delivered bread to him and Stroud d/n want to pay for it.

b. UPA default rule - purpose of partnership – partners are jointly and severally liable for obligations incurred on behalf of the partnership




c. Holding: Nonconsenting general partner is liable to 3rd party via partnership b/c such partner d/n have the power to prohibit other partner from doing business w/ 3rd party b/c both have equal power in management. Buying the bread was an “ordinary matter connected with the partnership business” and thus bound the partnership






(1) Course of business: if the action was outside normal partnership business practices, not liable( look to trade & course of conduct






(2) There are only 2 partners – so they both have equal authority – d/n matter if one tells the other not to do something. Can bind the store. Freeman has actual authority to make the deal.
(3) Alternatives

a. Contracted b/w partners to limit Freeman’s authority to order bread. 
b. Stroud c’ve said that he had the authority to decide when there was a deadlock. Then told Freemen he c/n order bread. 
c. Stroud c’ve dissolved the partnership w/ notice to 3rd party in this case instead of paying the debt of the supplier since here Freeman had actual authority. 

(4) In above cases, apparent agency problem then could’ve been solved by telling the supplier that F d/n have authority to order more bread.
5. Summers v. Dooley (p. 144) 
a. Facts: Trash-collecting partnership where Summers hired an addtnl worker despite his partner’s objections. Summers sues Dooley for the $ he incurred in hiring this extra person. 
b. Holding: Since one partner continually voiced objection to the hiring of the 3rd man he is not liable for the expense that Summers incurred individually and NOT for the benefit of the partnership.
c. Distinguished from above case: 

(1) In this case, the employee was paid but in Stroud, the 3rd party w/n paid. So here is more a question of the partner’s liability to each other.  
(2) In both cases, the deadlock b/w partners blocks the change in the status quo. 

a. In Stroud, the status quo was Freeman buying bread and Stroud wanted to change this, but deadlock prevented him from doing so. 
b. Here to hire a new employee, would change the status quo so Dooley could block this. Thus Summers was wrong by doing something in contravention of partnership agreement. 
d. Other potential rules
(1) All actions of partnership require consent by all partners
a. Advantage - one partner will buy out other, partner who values 
it more will end up w/business 
b. Disadvantage - high transaction costs when only 2 parties are involved

(2) In voting on management issues – if you need the consent of all partners – one partner could cause deadlock; if you allow consent by a majority – the majority can dominate the others
(3) Under UPA, consent of all partners necessary to amend partnership agreement unless provision in agreement specifying otherwise. 
6. Day v. Sidley & Austin (p. 146)- partnership is not liable to Day when it decides that Day has to share chair position of DC office & relocate offices b/c there has been no violation of any of Day’s legal rights (required for a fraud claim).

a. Facts: Day claims fraud b/c merger was presented in the light that no one would be worse off (misrep). But expectation of not sharing co-chair is not legally enforceable. 
b. Holding: if partnership agreement (PA) contains a provision about how to amend the PA, it will control. Mgt committee has authority under the PA to make such decisions, Day’s one vote would not have change result. 

(1) He d/n suffer any real injury 

(2) No breach of partnership agreement b/c merger w/n a fund change so only req. majority approval (less severe than incorporation which also only req majority approval, so d/n revert to the default rule requiring unanimous decisions). Merger could be considered admission of new partners or the making of new/amended agreement. 
(4) No breach of fiduciary duty since its concealment d/n produce any profit for offending partners nor any fin loss for partnership as a whole
c. Rationale: other uninformed partners may be relying on written agreement

I. Partnership Dissolution: The Rt to Dissolve
1. Any departure of a partner from partnership dissolves partnership but PA provides for instant reorganization of partnership along same terms (dissolution just legal term)
2. Potential problems:

a.  When there is no written partnership agreement that covers what happens when partners departs

b.   When agreement doesn’t anticipate extreme good fortune or big prblms

3. Big partnerships dissolve routinely and d/n change things, just means that the existing relationship among current partners has changed. 
a. UPA (1996) § 801(5): can dissolve a partnership “on application by a partner, by a judicial decree that….” p. 157

b. UPA § 30: on dissolution the partnership isn’t terminated but continues until the winding up of its affairs”
4. Can dissolve partnership w/ or w/out violation of the Agreement
a. If PA says c/n dissolve, can still dissolve in violation of the agreement. Have an unfettered unilateral rt to dissolve the partnership agreement at any time. But still may need to pay for the breach. Measure of damages will be K but since in equity court, courts generally award whatever seems right to them (ex. Meinhard) May also implicate tort damages depending on cause of action (Collins v. Lewis)
b. Dissolved w/out violation of the agreement (99% of cases)
(1) Partners agree
(2) PA has a natural term (eg. after 20 yrs) UPA 31(1)(a)- dissolution is caused w/out violation of the agrmnt b/w the partners by the termination of the definite term or particular undertaking specified in the agreement
(3) Agreement contains term of dissolution

(4) If no natural term, then understanding of partnership is that you can leave it at any time w/out any consequences (at will)
(5) Understanding in PA, that the partner can be expelled (Lawliss). 
5. Self help in cases where agreement specifies length of the partnership but d/n specify terms of dissolution

1. Partners can agree amongst themselves over whether to dissolve or not

2. A partner can breach the partnership agreement but they can be liable to the other partner/s for damages

3. If a partner materially breaches the PA – the other partner/s are free to dissolve – but that opens them up to suit about whether or not the other partner breached first (get a judicial decree to be safe-see Owen)
4. Rules 
a. Minor disagreements that cause no permanent mischief will not give court authority to dissolve partnership but will when those disagreements are of such a nature that inhibits functioning of partnership (Owen)

b. Dissolution seeker has to have clean hands and dissolution c/n be sought opportunistically

(1) Concern over strategic opportunistic behavior of partner who wants out
(2) Concern over protection of interests of 3rd parties & substantial disruption of commerce
(3) Potential high costs of dissolution when partnership is very profitable
(4) Conforming to original intention of parties in making agreement
6. Ct dissolves partnership where 2 partners c/n work together (have a “serious” disagreement or deadlock) & no provision in PA covering dissolution Owen v. Cohen (p. 154) 

1.  Facts: P had given loan to the partnership, successful business but c/n get along. D is surly and controlling. 
2. Rationale: 
a. CL: Ct of equity may order dissolution where quarrels are of such a nature/extent that all confidence and cooperation b/w the parties has been destroyed or where one of the parties by his misbehavior materially hinders proper conduct of the partnership business. P. 156 
b. 1914 UPA §32: on application by of for the partner, ct shall decree dissolution when partners’ conduct prejudicially affects the business, etc. p. 156
c. Standard is to show they did something really bad or so obnoxious over a long period of time to amount to an impossible situation
3. Went to ct b/c d/n agree that corp should end. So unhappy partner c/n just dissolve it on own or else would be breach of contract and would need to pay other partner dmgs. But if get ct order to dissolve partnership, then partner who wants dissolution w/n be held as wrongful and w/n have to pay dmgs
7. If economic purposes of the financing partnership will be frustrated by continuing it then dissolution not wrongful and court will order dissolution and sale (dist. from not being able to work together). Collins v. Lewis 

1.  Facts: C is seeking dissolution of partnership, foreclosure of mortgage on the assets, receivership of partnership business. Trying to get a judicial decree saying that Lewis breached so Collins had a right to dissolve. The deal terms:

a. L has prior claim on the income stream to get paid back: 

b. Mortgage- If L doesn’t pay then C can foreclose the mortgage and get L’s interest- then C can oust L. 

c. Lewis personally guaranteed C against loss to the extent of 100k 

d. Lewis writes a note to the bank – IOU- for 175k and Collins endorses it (C is using that note to get security for his own loan) By making L write the note to the bank putting him further on the hook to assure Collins he will recover 
e. After the cafeteria is up and running and the money is paid back (minus salary for L) they each take a fifty percent share in the profits. 
2. Issue of foreclosure  (what C did wrong)
a. L’s obligation to C is limited to repaying money at min rate of 30,000 a year and  60,000- only when that falls through does right to foreclosure ripen.
b. Some facts about notes that came out in L’s name and that C got the bank to try and collect on them even though C promised L he would protect him
c. But court finds it was C’s obligation to furnish all the $ needed to build equip & open the cafeteria for business so long as L met his obligations of repayment
e. Excess cost of the bldng was footed by L when C was supposed to take care of it
3. Holding: Ct w/n dissolve partnership on request of Collins who provides capital against the interests of Lewis the other partner who manages the cafeteria business. Partner who h/n fully performed the obligations required by the PA may not obtain an order dissolving the partnership.  
  a.  Ct finds that L was competent and could reasonably have performed his job and     been profitable but for the conduct of Collins. Court said no – Lewis d/n breach so Collins can’t dissolve the partnership
    b. Collins’ only recourse is to use brute force, breach himself and subject himself to liability 
8.  Reasons not to have default rule of dissolution whenever one partner wants out (1)  interests of other parties may be at stake and (2) there may be undue bargaining oppression in dissolution process (one partner could threaten to dissolve the partnership to get what they wanted)
9. Under UPA, automatic dissolution if: § 31(b)
     a. Partnership becomes unlawful

     b. Partner dies

     c. Partnership becomes bankrupt 

     d. Court order dissolution § 32(e) 

(i) if partner is a lunatic like Don
(ii) if partner is incapable of fulfilling duties
(iii) if partner’s conduct tends to prejudicially affect carrying on of business 
(iv) if partner willfully or persistently breaches agreement
(v) if partner acts in manner that does not make business sense
(vi) if business can only be carried on at loss
(vii) for any other equitable reason
10. Absent agreement provision as to the length of partnership, courts will find partnership at will that allows dissolution by parties 
1.  Freeze-out not in bad faith, majority partners can still bid on the sale Prentiss v. Sheffel (p. 165)
a. Facts: Partnership to build & run shopping center; minority partner claims that 2 majority partners wrongfully attempted to squeeze him out. Minority partner d/n want the inside partners to be able to bid on the partnership in the judicial sale. They could bid the amount of their stake in the business plus actual money, so they would be able to bid higher than outsiders, while putting in less actual cash. 
b. Holding: Ct finds partnership at will - terminable at any time and that squeezing him out effectively ended the partnership at will; But d/n exclude the majority partners from the sale b/c presence of the majority partners in the bidding (can bid more) will drive up the price of the partnership (thereby giving the minority partner more $)
(i) Majority d/n carry out the freeze-out in bad faith (for the purpose of dissolving the partnership and buying him out). D was not actually injured but benefited by their participation in the sale 
(ii) If they had frozen him out in bad faith (no legit business purpose) – ct might have excluded them from bidding in the sale 
      2.  Requirement of good faith in partnership at will Page v. Page (p. 162)
a. Facts: There is a partnership at will b/w 2 brothers where there is no PA in linen supply business that has been losing $ for long time & turning around now (so c/n dissolve on eco grounds or b/c not getting along).
b. Holding: Strong background norm that unless you state your term the partnership will be at will and can be dissolved by any partner at any time, subject to good faith

(i)  No evidence that this was a term partnership. Common hope for profits to pay expenses d/n = at term agreement. 
(ii) Ct permits brother who gave $47k loan to partnership payable on demand to call loan & push brother out b/c he c/n pay up – effectively dissolving the partnership and allowing the lending brother to buy the business; 
 (iii)  A partner may not

a.  by use of adverse pressure “freeze out” a co-partner and appropriate the business to his own use (bad faith).
b. dissolve a partner-ship to gain the benefits of the business for himself, unless he fully compensates his co-partner for his share of the prospective business opportunity
c. Consider intention of parties at time made agreement. Damages available to innocent partner being pushed out for any breach of fiduciary duty in dissolution. 
11. Court ordered dissolution results in judicial sale. Existing partners are not excluded (if act in good faith) from judicial sales after termination of partnership at will - but dmgs are available vs. them for any breaches (Prentiss) 
1. Justification – d/n want to cut out people who value asset most or who have most business know-how
2. Other partner wants to be on equal grounds- wants the partnership to last till the loan is paid back to the creditor. Potentially unfairly advantageous for majority partners b/c he runs the business, and owns the credit that funds the corporation. 
a. Creditor d/n have to put up as much $ up front in bid b/c can use their partnership interest as collateral
b. Creditor has personal contacts 
c. Outsiders will know this insider ability to outbid them so assets will be sold at lower price, giving minority less for his share 
d. As insiders majority can make assets look more valuable if they don’t want them or less valuable if they do want them
3. Not necessarily unfair 
       a. Investment by majority may have been for real value
 b. Majority has ability to outbid outsiders so higher price may be paid, giving minority more for his share
4. Tradeoff between a better auction (minority partner gets a fair return and bought at mkt price) and excluding parties that make a credit bid vs. better for information/ transaction costs if partners buy it 
12. Winding up process: Dissolution is beginning of ending partnership, requires winding up of business. Fiduciary duty of partners extends to after winding up process (Monin v. Monin)
1. Facts: Milk hauling brothers agreed to end partnership & auction off assets of partnership (assets were trucks and contract to haul milk) w/ implied covenant not to compete, losing brother breaches this agreement & bids against brother for new hauling contract.  
a. Winding up=process of liquidating assets, paying off creditors and distributing what remains to shareholders.  
b. Private auction with 2 bidders: Each will evaluate the partnership assets and    come up with how much they are worth 
c. Thus when Sonny failed to withdraw his application with DI for milk routes after agreeing to allow Charles to buy his interest in the routes and continue the partnership business Sonny obviously breached his duties.

2. Holding: losing brother breached fiduciary duty which continues b/w the partners after dissolution & until the end of wind up of the partnership affairs.
a. Approp measure of damages here - lost profits. Otherwise, would have been no reason to value the hauling contract in the first place
b. C’ve resolved as breach of K case b/c cheating brother breached the implied covenant not to compete (implied from fiduciary duty)
13. Alternatives to dissolution: 
1. Buyout of one faction
   a. But quandary of minority shareholder: factions will find it hard to est a buyout      arrangement if have diff amts of bargaining power
   b. No right to compulsory buyout b/c would give minority power to holdup majority and would impede corp’s ops
  c. Deference to Buyout formula: if want to leave, then can and have your interest bought out by your former partners. G &S Investments v. Belman (p. 181)

(i) Bldg and 1 partner agrees that he will be the super of the bldg and other partners will provide the cash. Super is a druggie and goes nuts, so other partners petition for dissolution and then super dies. 

(ii) Ct denies estate argument that the partnership is dissolved when the petition was filed.  Thus, c/n use liquidation formula and ct defers to the buyout formula of partnership (still in effect when partner died) even though d/n give estate fair share.
a. Liquidation formula: get pro rata share of the value of the partnership. The value is to be determined by the FMV of the bldg. 

b. Buyout formula: capital accnt + avg of prior 3 yrs of profit. (p. 183). This is an accounting measure that is book value capital based on historical values which < than FMV of the bldg.
2. Use of judicially ordered buy out but may alert partner you want and cause interim probs. Imposing on the majority a fiduciary obligation to the minority
3. To avoid interim probs, look to appointmt of provisional directors, receivers, and custodians: ct appointed third party who comes in to take over the mngmnt of the partnership’s affairs pending the resolution of the dissolution. D/n det who is rt or wrong but makes sure the business is continued
4. 1 partner tries to oust the other partner. 
       a. If wrongfully oust, partner can kick you out and take over partnership
       b. If rightfully oust, then partner must have committed breach of PA to have   warranted ousting.  See P. 171 Pav-Saver Corp (PSC) v. Vasso Corp
(i) Facts: Dale owns Patent rts that belong to his corp (PSC). Meersman is the financing partner and owns Vasso. Dale d/n want to assign his patent rts to the partnership and wants them back if partnership ends.  Deal: Dale knows can get patents back if pays liquidated dmgs. Dale terminates partnership. Meersman ousts Dale and tries to keep patent.
(ii) Issue: 
a. Was M rt to oust Dale? Ct says yes b/c Dale had wrongfully terminated the partnership. 
b. Can Dale get patents back? 
i. No, b/c under UPA §38 M has the rt to continue the business and was rt to in ousting Dale, so he can keep the patents – because they were instrumental to continuing the business) (statute – UPA §38 (2)(b)) 

ii. PA about dissolution will trump statute (UPA) – UNLESS a partner violates the terms of the dissolution agreement 
(iii) UPA is only the default rule—ct is probably mistaken. 
(iv) If c/n get them back what is he entitled to as recovery? 
a. Dale d/n get anything for patents. Ct says that patents have no value but goodwill of the partnership. UPA of 1914 says that value of goodwill isn’t to be considered if you are in the wrong. §38 (2)(c)(II)

b. V also had a right to receive liquidated damages for PSC’s breach  - according to the contract  

c. PSC gets only the value of his interest in the partnership at the dissolution (not the value of the patents) (-) the damages owed to V (UPA §38(2)(c)(II))  
d. 1997 UPA: partner is entitled to full value of partnership so now includes goodwill not just tangible items.
14. Sharing of Losses Kovacik v. Reed p. 177
1. Norm: Share loss in proportion to how share gains. Exception: labor/capital partnership. 
2. Facts: Here have partner contributing capital ($10k) and one contributing labor ($8k worth of labor not compensated for). Partnership is operating at a loss. Partner does the work and instead of getting paid, gets billed by financing partner. Decide to stop the business.
3. Distribute remaining value by:
a.Partners share the loss ($3k) equally—each pay $1500. So capital partner will get back $8.5k and labor partner will get back $6.5k, so capital partner shares the loss. 
b. Ct’s approach: Capital partner bears the loss and labor partner shares only profits Labor partner gets everything back and capital guy gets what’s left. Labor partner gets $8k and capital would get $7k.
(i)  Rationale: Laborer already lost wages for work which is about equal to what capital guy has lost. 
(ii) Policy rule: Capital provider is better bearer of loss than laborer. 
15. Law Partnership Dissolutions: 
1. How to allocate the value of a specific asset where value w/n be realized until a later date. Ex: contingent fee case take before dissolution is ongoing afterward P. 185 Jewel v. Boxer
a. Quantum merit approach: trial ct: 
(i)  Det sharing agmnt in old partnership: ex: 30% for J, 27% for B& E, 16% for L
(ii)  Look at how much time put into case before partnership dissolved and after. When case generates a fee, attribute the respective % to the old and new partnership. 
(iii) Ex: $100k fee:  worked 25% on case before dissolution and 75% after dissolution, get $25k to old partnership which is distributed among partners by their percentage share of partnership and $75k to new partnership. 
       
b. Sharing approach: appeals ct
(i)  ALL of the value of the case (attorney’s fee) gets distributed to the old partnership according to the partners’ share in the partnership. 
(ii)  D/n value hrs partners put in before and after dissolution
(iii) Rationale: Will prevent partners from scrambling for clients and competing for cases to take with you. 
(1) But have prob where ppl will try to avoid cases when leave partnership, esp. one-time clients rather than regular clients. Incentive for partner working on old cases to drive up the cost of overhead so they don’t have to share as much with old partners

(2) Ct addresses this concern and says that partners w/n avoid cases and fail to litigate them vigorously b/c of fiduciary duty to the client. 
(3) But partners later indicate thru their behavior that this will still happen. If get 50% for case A but get 100% for case B, will work harder on Case B.   
  2. Partners can agree in partnership agreement to permit removal of cases brought in by that partner for a fair charge which includes those cases not brought in by the partner.  Meehan v. Shaugnessy: p. 190 
      a. Partners left the law firm and took clients w/ them wrongfully b/c d/n give former firm   the opportunity to compete w/ them for the clients fairly. Issue: how to divide up profits from the cases that were taken.
      b. Firm had formula for this here unlike Jewel. Agreement of partners is that the firm can prohibit partner from taking case from the firm.  
      c. Ct trumps this PA: c/n prohibit partner from competing for clients once leave the law firm, IF client freely chosen them. But interprets PA to say that upon the payment of a fair charge, any case may be removed regardless of whether the case came to the firm thru the personal effects of the departing partner.    
      d.  Rationale



(i) partner is compensating firm for generating this asset

      (ii) partner is compensating firm for services & expenditures in connection w/this asset


(iii) other partners then receive allocation of this fair charge according to partnership interest

      e.   Partner may have to pay damages if there has been a breach of fiduciary duty.  Measure of dmgs for wrongfully removed cases: Fair charge pursuant to PA + profits. Profit=fee – (reasonable costs in resolving case + fair charge owed)
3. Items that partner receives upon departure/dissolution

a. Capital contribution - amount put into partnership + share of any profits of partnership that h/n been paid out

b. Share of net income - part of current account receivables

c. Portion of unfinished business/inventory cases – (profits paid according to PA– ex. can keep future profits but have to pay a fair charge)
J. Limited Partnerships

1. Limited partner has less liability and a lesser role than the general partner. Need to take affirmative action to form limited partnership while general partnership is the default option.
2. Revised Uniform Limited Partnership Act (RULPA): 201 (a): “in order to form a limited partnership, a certificate of limited partnership must be executed and filed the office of the Secretary of State.” Do this to provide notice to others of limited partnership  which is impt b/c of diff in liability so 3rd parties need to know that c/n look to limited partner for payment of debt
3. RULPA: 404(a): “Except as provided in this Act or in the PA, a general partner of a limited partnership has the rts and powers and is subject to the restrictions of a partner in a partnership w/out limited partners.”
4. RULPA 404(b): Except as provided in this Act, a general partner of a limited partnership has the liabilities of a partner in a partnership w/out limited partners to persons other than partnership and the other partners.”

5. RULPA: 303(a) “Except as provided in subsection (d), a LP is not liable for the obligations of the limited partnership unless… he participates in the control of the business.” Holzman v. De Escamilla: (p. 196)

a. LP: role is financial support, not liable for obligations of LP, his personal assets d/n stand behind debts of partnership; GP: controls management and is personally liable. 
b. Facts: Russell and Andrews finance the partnership and say they are LP and the farmer (DeEscamilla) is the GP b/c he d/n have a lot of $. However, he d/n have much control of the business. 
c. D/n just lend money to the farmer and have a marketing agreement b/c the LPs here wanted control. Limited partnership has the same problem b/c were recharacterized as GP when asserted control and power to draw $ (substance > form)

i. Advises GP to plant tomato after consulted w/ him but this wasn’t sufficient in itself to form GP under  RULPA: 303 (b): “A limited partner d/n participate in control of the business w/in meaning of subsection (a) solely by doing 1 or more of the following: (2) consulting w/ and advising a general partner w/ respect to the business of the limited partnership.” 

ii. Took power to sign checks on the partnership w/out GP’s control (dispositive) 

iii. Apparent authority has role in turning LP into GP

d. Alt could’ve been to have structured it as a corporation. 
e. Policy: Further control is unfair and poses a moral hazard: impose costs on others and know you w/n have to pay for it. So no incentive to take care beyond your LP investment. Risk to third parties. 
6. Reasons to be limited partner
a.  want portion of profits whereas lenders only limited to certain % on loan amt
b.  want to be shielded from liability beyond amt of contribution
c.  may also convey tax benefit
IV.  CORPORATION
A. Promoters & the Corporate Entity

1. Promoter - person who identifies a business opportunity & puts together a deal, forming a corporation as the vehicle for investment by other people
2. Fiduciary obligations to corporation: 
a. Estoppel - if A treated B as a corporation to put together a deal, can’t come back later & use it as a defense saying that K btwn them is void b/c B was not fully incorporated at time of deal unless A’s substantive rights have been affected in some way
b. Contracts made before you open your doors and get your corp charter can be problematic. But this is uncommon b/c 
i. wary about making K before incorporated since worried about personal liability, and 
ii. simple to form corp, so this problem only comes up when ppl improperly file. 
c. Southern-Gulf Marine Co p. 201 Purchases boat on behalf of company to be formed. Forms the corp later on and now the boat’s supplier (D) breaches the K. Says there was no K. Ct enforces the K even though not made by company in existence thru ESTOPPEL. 
i. Rationale: When D agreed to this K which acknowledges the future formation and treats P as a corp, they basically agreed that they would adhere to K when the corp was formed.  Party isn’t harmed by holding them to the K. 
ii. Opportunistically trying to get out of K based on fact that corp d/n exist at the time. 
B. Corporate Entity & Limited Liability
1. When you want to sue something/someone more than just the immediate corp, rely on

a. enterprise liability

b. agency theory (respondeat superior) – claim that the immediate corp is an agent of the parent corporation or a controlling stockholder – that the injury occurred within the scope of that agency relationship (especially good for a tort claim)

c. piercing the corporate veil
2. Corp structure to minimize liability allowed in tort case b/c d/n pierce the corporate veil Walkovszky v. Carlton  p. 206 (NY)
a.    Facts: Someone gets hurt in taxicab so sue owner. Owner has structured it so that he owns10 diff taxi companies and each one has 2 cabs. This cab has $10K of insurance (min allowed by law) and P’s injuries exceed this amount. Limited liability in its starkest guise: P is completely innocent, D is negligent and yet still c/n recover sufficiently.  
      i.   P only gets $10k plus the value of the 2 cabs b/c the company that owned the cab d/n have any other assets. 
ii. Structured company this way to avoid personal liability and to limit loss of his corp assets as well. 
iii. P alleges that D intentionally undercapitalized corp to avoid liabilities – each corporation had no money, only the cab as an asset, and each was only minimally insured.

b. P couldn’t “pierce the corporate veil.” VAGUE TEST:
i. Corp veil will pierced “[w]henever necessary to prevent fraud or to achieve equity.” OR
(1) Penumbra of fraud (broader def) b/c want to prevent it so not req to show that fraud has yet occurred. 
(2) Not necessary to achieve equity here b/c D’s allowed to form corps this way under law. Blame legislature, not w/in ct’s discretion here. 

ii.  “Whenever anyone uses control of the corp to further his own rather than the corp’s business, he will be liable for the corp’s acts upon the principle of respondeat superior.” 
(1) Affects individual/shareholders and a larger/parent corp

(2) Principles of agency ought to be present here but when deal w/ setting of wholly owned corp (1 owner) d/n usually impose agency liability. 
(3) Implicitly assuming that corp law trumps law of agency b/c this liability theory works against purpose of having limited liability, precisely to protect shareholders
(4) P c/n prove that D was furthering own business and ct w/n apply agency.
c. Dissent: Carlton should be liable: “A participating shareholder of a corp vested w/ a public interest, organized w/ capital insufficient to meet liabilities which are certain to arise in the ordinary course of the corp’s business, may be held personally responsible for such liabilities.” 

i. Participating shareholder: Person who runs it should be liable. 

ii. Vested w/ a public interest: distinguishes b/w types of corps: those vested w/ a public interest are corp that deliver gds w/ risk of serious harm or provide services that are a necessity (form of public transportation). 

iii. Insufficient Capital:  capital =assets- secured liabilities. Capital is insufficient when the cost of the accident will exceed amt of capital in the business, so certain that third party will lose
iv. This would hold only participating/controlling shareholders liable 

d. Policy: Taxi cab drivers had lobbied for current law and Keating approach would be very distressing to them. 

3. To go after assets of other company need to show that acting as one company. Sea-Land Services: (7th Circuit but followed by most states) p. 211

a. Facts: M owns 5 business entities one of which stiffs a supplier. Supplier sues M individually and against all 5 of his companies. 
b. But piercing the corp veil is very DIFFICULT b/c cts have a powerful policy in favor of protecting the corp form (entrepreneurs should be able to plan ahead and est a corp form to manage risk) 2 req for piercing the veil: 

i.  Must be such unity of interest and ownership b/w the separate personalities of the corp and the individual (or other corp)  P. 213 (none of these have bite, if these formalities are observed guilty corp is let off)
(1) Corp’s formalities 

(a) H/n kept proper records, never held mtgs, never passed bylaws, agreements, etc. 

(b) But bd can be 1 person so easy to get around

(2) Commingling of funds (used corp’s assets to pay personal expenses)
(a) Can manage to treat an org’s assets as your own as long as structure it correctly. 

(b) Ex: have company declare a dividend to you then pay for your bills out of your checking account

(3) Undercapitalization: issue of what is adequate capital 

(a) Enough to cover debts expected to arise in ordinary course of business
(b) But companies do go bankrupt b/c d/n have enough to cover their debts – suits often happen at insolvency 

(4) One company treating the assets of the other as its own

ii. AND Circumstances must be such that adherence to the fiction of sep corp existence would sanction fraud or promote injustice
(1) Need to distinguish injuries from which K creditors may have been able to protect themselves via reasonable care & other injuries they c/n have protected themselves against (those that result from fraud or injustice)

(2) Second prong requires something beyond creditor’s inability to collect
(a) some element of unfairness

(b) akin to fraud or deception

(c) compelling state interest

(d) has to be some wrong beyond the creditor not being able to collect (that’s allowed under bankruptcy law)

(e) like unjust enrichment
(f) Ex: P. 216: Kreisman: D stiffs P on bill for restaurant equipment, shareholder dominated the corp and had used it for years w/out paying for it so grounds to pierce the corp veil. 

c. Ct says there is unity of interest but need more evidence for promoting injustice.  
4. Factors to consider listed in In re Silicone Gel Breast Implants for considering unity of interest between a parent and a subsidiary (alter ego, substantial domination):p. 221
a. parent (p) and subsidiary (s) have common directors or officers
b. p and s have common business departments
c. p and s file consolidated financial statements and tax returns
d. p finances s
e. p caused the incorporation of s
f. s operates with grossly inadequate capital
g. p pays salaries and expenses of s
h. s doesn’t observe corporate formalities
i. s gets all its business from p
j. p uses s’ property as its own
k. daily operations are not kept separate
5. Potential 3rd prong - distinction b/w K creditors & tort creditors: K creditors subject to a higher standard for corp veil piercing than tort creditors – if the creditor c’ve reasonably protected itself, veil will not be pierced Kinney Shoe Corporation v. Polan (4th Cir) p. 217
a. Facts: Polan dominates and owns Industrial Co. and Polan Co.. Kinney leases to Industrial who subleases to Polan.  Polan then stiffs Industrial who stiffs Kinney.

b. Polan fails first prong of test: unity of ownership b/c he never put any assets in Industry, no corp formalities, etc but ct d/n explicitly say if passes second prong. Just says that this corp is a shell so owner gets no protection. 

i. Factors bearing on unity of interest were sufficient to establish the second prong b/c were so egregious. 

ii. Totality of the circumstances test is used p. 219

c. Third prong: Whether P assumed the risk by not performing an investigation that would’ve revealed D’s deficiencies is a permissive test and isn’t dispositive here so permits veil piercing. 

i. TC used this prong to prevent Kinney from collecting b/c Kinney was a big, sophisticated shoe company. Should’ve asked Polan to guarantee the lease payments and Kinney c’ve easily done this. 

ii. Appellate ct limits this test to only apply to banks or other lending institutions

iii. Other cts may want to apply it to sophisticated lenders or in contract situations (which are voluntary) rather than tort cases.

6. Tort creditors in a consumer context are more protected & if there is any detrimental reliance or “apparent authority”, veil may be pierced 

a. In re Silicon Gel Breast Implant Products Liability Litigation - class action applying law of 50 states against Bristol & other Ds for product liability of breast implants. P is trying to pierce the corp veil of MEC, a subsidiary of Bristol Meyer’s Squibb to sue Bristol under corp control theory.

i. Bristol’s motion for SJ is denied & judge hints that Bristol may be liable in order to push for settlement b/c Bristol placed logo & trademark on literature of MEC to induce public to buy MEC where public may have trusted in Bristol’s quality (direct liability theory for negligent undertaking) p. 227

ii. Corpt formalities observed & normal for parent to dominate subsidiary in this way
iii. Have to look at the totality of the circumstances but pushes the theory of piercing veil.  Ct finds it dispositive that have single shareholder which leaves the greatest potential for abuse and that the parent company substantially dominated its subsidiary and lists long list of factors to show this on p. 225 

7. Veil w/n be pierced even where in partnership, limited partners are officers of corporate general partner ( permitted these days via limited liability companies
a. Structured as LLP for tax reasons (to protect against federal taxes), protect individual, and allow LP to still exercise control over the company. 

b. Frigidaire Sales Corp. v. Union Properties, Inc. (p. 229)- limited partners of partnership who are also officers (on the board) of corporate general partner will not be liable beyond their limited partner capacities

i. Structure: D remains in individual capacity as a LP (gives you tax breaks and protects vs. individual liability) and then establishes a corp in which he is the sole shareholder, officer and director. Then he makes the corp the general partner and thru the corp can dominate the management of the partnership. 

ii. The partners, as agents of the corporation, kept themselves separate from the corp itself. Not unfair – Ps w/n led to believe that partners were acting in anything other than in their corporate capacities

C. Shareholder Derivative Actions

(1) Shareholders sue managers/party who has harmed corp on behalf of the corporation. This protects corp from abuse from managers. Since managers will never sue themselves, let shareholders come in and do it for the corp. 
a. Derivative remedy: Represents a severe violation of the UR (know your role) principle of corporate law: shareholders sharehold, manager’s manage. So cts are cautious about this anomaly which displaces managers from their management role. 
b. Recovery goes to corporation but portion will be paid to shareholders indirectly via dividends & appreciation of stock value

c. Plaintiffs must have owned share/s when the wrong happened and when they bring suit. Delaware chancery court has the power to filter out the cases they don’t like or don’t want to take – use lack of demand/ lack of excuse as a reason to throw cases out if they don’t want to hear them
d. Two factors: 

i. Security for costs approach for small shareholder (<5% of stock): Cohen; Eisenberg 

ii. Demand requirement
(2) Small shareholder suing on behalf of corp must post security to limit attorneys from instigating suits for entrepreneurial reasons Cohen v. Beneficial Industrial Loan Corp (SC uses NJ law)
a. Facts: Cohen was a small shareholder of the corp and is suing managers for fraud and mismanagement of the corp. If he wins w/n get much $ for value of his services. 
i. Cohen is really driven by his attorney who will get the benefit of the suit since will get fees from the class action or at least % of the settlement.
ii. Strike suit: where corp settles by paying corp assets to the shareholder’s lawyers more likely to happen when shareholder has a small share. 
b. Holding: State ct would’ve applied the state statute mandating this security in similar circumstances since it’s not procedural and is constitutional. Statute requires P to post a bond to cover reasonable expenses and attorney’s fees of the defense if the complaint fail.

c. Rationale: He has less than 5% of stock so less likely to have interests aligned w/ company. Statue aimed to prevent strike suits.= which are more commonly brought by small and irresponsible rather than by large stockholders, b/c the former put less to risk and have a small interest that is easier for management to compromise. 

d. This decision not the death of derivative suit b/c can still sue in DE: fed ct could use DE conflict law rules and DE substantive law, DE d/n have the sort of statute in books like NJ.
(3) When small shareholder’s action is personal and not derivative (personally harmed by reorg of corp) then d/n need to post security—Eisenberg v. Flying Tiger Lines (2nd Cir) p. 236

a. Claim: corp maneuvers thru reorg and merger intended to dilute his voting rts (created subsidiaries and then merged w/ them so no longer director shareholders of operating company)
b. Harder to kill suits if characterized as a direct suit asserting personal rights & not derivative rights (assert rights of shareholder and recovery goes to him/her)

c. Direct actions (seek direct recovery) vs. derivative case (seek recovery for corp) 

i. Ct d/n follow Gordon v. Elliman p. 238
(1) Direct claim: Whether the object of the lawsuit is to recover upon a cause/chose in action belonging directly to the stockholders 

(2) Derivative claim: To compel the performance of corp acts which gd faith requires directors to take in order to perform a duty they owe to the corp  
ii. Instead relies on NY statutory revision: A derivative suit is one brought on behalf of the corp to secure a J in its favor.
(4) Individual recovery in a derivative action: Lynch v. Patterson p. 240 (former corp partner sues derivatively for excessive comp of 2 other partners and gets indiv $ to avoid funds being returned to the corp and the wrongdoers running it. 
(5) For direct action look at nature of the wrong AND of the remedy (declarative J so not derivative claim and thus no demand req) Grimes v. Donald: (Delaware) p. 241
a. Claim of abdication (finds as direct action but dismisses it): bd of directors abdicated its fiduciary duty as directors thru excessive compensation to Donald. Lucrative employment agreement left bd w/ no role to manage the company and gave all of control of company to Donald. 
b. If direct claim, no demand required. But if derivative claim, then demand req.
c. Ct says that employment agreement was a direct action and no abdication
i. Delaware approach: For direct action P must state claim for injury which is
(1) “separate and distinct from that suffered by other shareholders” (not direct action in this case based on this prong) OR 
(2) A “wrong involving a contractual right of a shareholder which exists independently of any rt of the corp” (no contractual rt of shareholder to have bd manage company, that’s their fiduciary duty, so this prong also d/n apply here)
ii. But ct still says a direct action here based on the remedy. Direct action b/c $ recovery w/n accrue to corp as a result of this case—only asking for a declarative J. 
(6) Demand Requirement: requirement that shareholder has to go to the directors, tell them about the harm, and ask them to investigate/file suit 
a. P. 246: Demand invokes a species of alt dispute resolution which might avoid litigation (company may more efficiently resolve the dispute than a shareholder could)
i. If litigation is beneficial, the corp can control the proceedings (Special Litigation Committee)
ii. If demand is excused or wrongfully refused, the stockholder will normally control the proceedings.
b. A stockholder filing a derivative suit must allege either that
i. Bd rejected his pre-suit demand that the bd assert the corp’s claim OR
ii. Allege w/ particularity why the stockholder was justified in not having made the demand
c. If make demands on directors either will accept or reject it. 
i. If the directors accept demand, then corp will sue. This isn’t the best outcome for the lawyer who d/n get a fee or b/c may only settle for a nominal amount b/c of overt conflict of interest. 
(1) Once this has been settled, must assert that the settlement is an indep wrong and make a demand against this settlement.  
(2) So d/n want demand to be accepted
ii. If it’s rejected, then get to refile derivative lawsuit and say it was rejected but have a higher burden. Have to show that bd made a wrongful business decision in rejecting your demand. Hard to show that it was wrongful if the bd wasn’t conflicted 
d. If d/n make the demand: 
i. Directors will move to dismiss for failure to make a deman

ii. So then P has to show that that the demand would’ve been FUTILE
(1) Marx v. Akers (NY p. 249) challenges to comp of executives and outside directors but ct says demand not excused for the executives b/c 12 out of 15 members of bd were independent. But excused as to the comp of outside directors b/c majority of them were directly interested. Ct then throws the case out on the merits
(2) Factors p. 253
a. Majority of the bd has a person or financial interest in the decision of the company (ie. conflict). But can avoid this by delegating to committee of uninterested bd members which Delaware ct d/n address
b. Majority of bd c/n act independently even if not personally conflicted. Bd is dominated by one big figure. 
c. Bd failed to inform selves about challenged transaction to extent reasonably approp under circusmances

d. Underlying transaction so egregious on its face that it isn’t a valid exercise of business J
(3) Proof standard: beyond a “reasonable doubt” (not the crim law standard) that the bd is incapable of action
(4) If chancellor sees that shareholder is locked into the investment, will be more receptive to hearing his claims than if shareholder could just sell. But selling w/n make you whole. Must sue for the company to get back $, then your shares will go up. 
(5) Pleading:  the reasonable doubt standard is relatively easy, but high pleading standard of pleading w/ particularity 
a. Difficult to do b/c bd’s w/n talk to you
b. C/n do discovery at the time of the initial pleading so c/n plead specific instances of domination 
(6) Evidence: Delaware §220: stockholders have rt to inspect company’s books and records but not the same thing as you find in civil discovery (not personal emails which may be more dispositive)

e. If assert that demand is NOT FUTILE, lose the case and can not subsequently make a demand (Grimes v. Donald: made demand, then later on tried to rescind it and then filed a no-demand lawsuit but c/t didn’t allow it). 

f. But if you proceed first on the futility theory and ct says that there should’ve been a demand, you may make a demand (the corp already more or less aware of your demand b/c of the lawsuit)
g. Trend toward universal demand, where make a demand in every case but if bd turns you down, d/n have to prove it’s wrongful and can just sue. But this sacrifices the discretion that the Delaware demand req gives to judge to throw cases out

8. Special litigation committees:
a. In response to a derivative suit, SLC appointed by board of directors (to investigate and decide if the lawsuit is in the best interests of the company)

b. They generally decide no and go to court to get the case thrown out – that decision is judged by the BJR (looking to the business judgment of the committee/deferential) unless the shareholder can: Auerbach v. Bennett: p. 256  (NY):

i. show non disinterested/indep nature of members of the special litigation committee

ii. show lack of good faith of procedure of investigation - that procedures were inappropriate or inadequate

c. If the SLC passes this pro-management test, then the derivative suit gets thrown out – when plaintiff appeals, the only issue will be the business J or good faith of the SLC’s decision - precludes judicial review of actual derivative suit.
i. In Auerbach, ct upholds the termination decision of the special litigation committee so lawsuit c/n proceed. Company d/n seem so bad and P’s attorney looks like an opportunist
ii. In NY easier to get passed demand req but then special litigation committee wins according to BJR level of review

d. Pro-shareholder Delaware approach to special litigation committees: once past demand ( have to get past authority ( then Supreme court changes it to a slightly higher level of review Zapata Corp v. Maldonado (p. 261) 
i. P instituted derivative action but d/n first demand that bd bring the action b/c thought it was futile since all directors being sued. Investigation committee only has 2 new directors. Committee says case s/n go forward  

ii. Did this committee have the power to terminate the lawsuit?
(1) Ct says yes if had properly delegated authority to indep committee. see 141(c)
(2) Finds that a bd tainted by self-interest by the majority can legally delegate its authority to a committee of 2 disinterested directors. 
iii. If had the power, what are the standards under which the ct will review this decision? 
(1) BOP on corp to prove that the committee acted independently, in good faith, and made a reasonable investigation, (may req limited discovery) and if that’s satisfied, then 

(2) apply the court’s own independent business judgment

(a) they consider the corporation’s compelling interest and public policy

(b) 2nd test is used when the court can’t find any of the stuff in part one – but smells something sketchy and doesn’t want to grant SJ
(3) Basically saying to the chancery court- don’t just defer blindly- so a higher level of scrutiny than business judgment scrutiny but not de novo review of the special committee decision 

D.  Role & Purposes of Corporations

1. Historically- corp charter had the purpose and a powers clause( if they did something out side that- there could be a lawsuit brought to challenge the action as ultra vires- making the action void or voidable (the counterparty has the option to treat it as void) 

2. 20th C- corp statutes permit corps to be formed for any lawful purpose, concept of ultra vires fades. 

a. Still has importance in one area- charitable contributions by companies- lawful but not serving the purpose of making money (CL: corp c/n give to charity unless benefits corp)
b. Raises the issue- what is a corporation all about, profit making or should it also have broader social purposes? 

3. Gift d/n need to be linked to bottom line benefit to the company.  A.P. Smith Mfg. Co. v. Barlow (NJ)

(a) Facts: Charitable donation from a corporation to Princeton. Intra vires (w/ authority) rather than ultra vires (w/o authority). Corp was chartered before the expansive NJ statute. (1950 statute, corporation chartered in 1896).  

(b) Holding:  Corps can give charitable donation even if it’s not in the corporate charter

(c) Doctrinal background
(a) Conflict between corporate charter and NJ law

(b) Argument that NJ law can’t change the charter( see it as a contract and claim constitutional argument- contracts clause

(c) Ct: corp contribution is ok because state legislation adopted in the public interest can be constitutionally applied to preexisting corps under the reserve power. 
(1) Precedent Zabriskie- State using its reserved powers can’t change what is fundamental, and can only change the relationship of the corp as to the state not to stockholders.
(2) So shareholder arguing that this is fundamental change to the charter and the reserve powers doesn’t authorize the change in the law
(d) Collusive law suit – corporation brings suit for declaratory judgment to preempt shareholder derivative action protesting the gift, getting the NJ courts to remove the Zabriskie precedent 
(e) Opinion can be criticized for (1) lack of intellectual candor by switching argument that giving is good for the company to arguments of it being good for the country or community w/out saying it was doing so, (2)claim raised w/ purpose of getting declaratory J that charitable giving is okay, and (3) used interested parties for experts. 

(f) Policy: loss of shareholder autonomy vs. increasing $ to charitable activities. 
2. Policy Arguments in favor of charitable giving
(a) Good for corp: good investment, PR, good will in the community,etc.

(b) Good for society - survival of capitalism, contributing to education), etc.
(c) Public/ private discussion- so much wealth of society is tied up in corporations so that they have to be able to give. But shareholders have the wealth and they can sell them and give- so not true
(d) Tax reasons - $ gets taxed only once
(a)  corp donations - taxed once when corp earns $ & then gets deduction for donation
(b)  shareholder donations - $ gets taxed twice once when earned by corp & again when distributed to shareholders & shareholder gets deduction for donation
          e. more $ would be donated if corporate donations are allowed
i. lower transaction costs to solicit from corp than from individuals

ii. easier to give away other people’s money than one’s own

(c) greater amts would be donated b/c higher concentration of wealth at corporate level as opposed to individual levels

(d) more corps would likely contribute if knew that others were also contributing

3. Policy arguments against corp donations
(a) corp managers giving away $ that is not theirs
(b) unclear if such donations adds anything of value to corp & their owner
(c) lowers stock’s value w/out giving shareholders a say of what is done w/ the $$ 
4. If  (1) the corp has a charter that expressly limits it powers or (2) if the charter is silent on those powers and the state has not yet revised its statute giving the corporation all lawful powers where the charter is silent, the shareholder may sue for an injunction on an ultra vires theory (AP Smith charter was silent on charitable giving)

5. Gift must be conn to company’s profitability Dodge v. Ford Motor Co. Michigan (p. 277)
(a) Ford dominates his company 58%, Dodge brothers have 10%. Complaint about the building of a smelter and the failure to provide a dividend. Huge special dividends and Ford didn’t want to pay them b/c wanted to save for expansion and decrease price/unit as charitable gesture to the public.
(b) Court says that Ford was wrong in cutting off the special dividend and order him to pay 19 million. It won’t interfere in its expansion plans and will still have more than enough $ for the corp.
(c) Court says the standard is defer unless:
(a) There is fraud or misappropriation OR
(b) Surplus that can be divided without detriment to its shareholders (could pay here) AND some breach of good faith 
(1) Ford thought more American consumers should own cars, wanted to pass on goodwill. Semi-charitable motive but ct says this crosses the line b/w incidental humanitarian exp of corp funds for benefit of employees & general purpose/plan to benefit mankind at expense of others (shareholders).  
(2) Refusal to pay dividend =abuse of discretion which would be breach of good faith to the shareholders. S/ve made up valid business reason: ex: downward sloping demand curve so that if planned to increase its product, needed to ( price. 
(3) Ford probably wanted to engage in predatory pricing & avoid paying Dodge lots of $ to keep Dodge competitors out but had to come up w/another justification why he wasn’t paying lg special dividend
6. Courts will stay out via business judgment rule when decision does not involve fraud, illegality or conflict of interest & especially when majority shareholder has considerable stake in his actions Schlensky v. Wrigley – p. 281
(a) Facts: minority shareholders want to force Cub owner to install lights in stadium & hold night games to make more 
(b) Holding: court d/n  interfere with Wrigley's (Cubs owner) refusal to follow example of other baseball teams and install lights for night games; Wrigley alleges concern for neighborhood, might reduce attendance and property value—gd faith decision by bd (but was ct influenced by Wrigley?)
(a) ct d/n want to get involved in business decision making especially when Cub owner already owns 80% of stock & so would have enough of stake in co. to justify his decisions
(b) if shareholders can more easily leave then less of need to have strong shareholder derivative suit rules
E. Fiduciary Duties
1.    Introduction

a. Duty of Loyalty: corp director has conflict of interest (personal interest in tension w/ serving shareholders). Much more searching review—will reject decision of corporate director if see conflict of interest
b. Duty of Care: no conflict of interest but bd member must do job w/ diligence. Deferential review of the BJR. Lower standard of gross negligence rather than negligence b/c 
(i)   Complexity facing directors: in operation 4 or 5 things can go wrong and have standard procedure, but in business not always possible to articulate normative principles that directors have to meet to fulfill duty of care (harder to give full disclosure statement)

(ii) D/n want to deter directors from taking risks that could benefit shareholders. Shareholders benefit from good risks and c/n judge directors using hindsight  

(iii) Shareholders are often highly diversified and so w/n lose everything. 

(iv) Shareholders have alt. remedies not available to others and so can exercise voice in the company. Can vote for or against bd of directors. 

(v) Have power to exit if publicly held company (can sell stock)

(vi) Shareholders like risk b/c they are residual claimants. If company does well from risk, they will get all the upside of the investment unlike bondholders. 

(vii) Cts d/n feel comfortable trumping J of trained business professionals b/c afraid will get it wrong. But see Zapata
(1) Business decisions are more difficult to review b/c lack of expertise - courts do it all the time. 

(2) Assumption that more costly to impose liability when no negligence than to not impose liability when negligence

(viii) D/n want to deter the best people from becoming mgrs – but mgrs have liability insurance. 

(ix) Deters frivolous lawsuits

3. Both duties often arise together and are a continuum. 
4. Duty of Care: 2 means of violation

a. No-win situation - director chooses greater risk at lower rate of return when there is a better alternative but hard to prove Kamin v. American Express Company p. 316

(i) Directors chose to distribute shares of devalued stock as dividend rather than sell at loss, which would have offset capital gains and saved millions in taxes, so as not to ( net income (instead inflated it) and hurt reputation by admitting bad investment on P &L report; Results in $8 million dollar loss.
(ii) Degree to which duty of care and loyalty merge. Defense was that Amex needs a high stock benefit so ppl will invest in them. 

a. Is this in Amex’s best interest (ppl keep investing in them) or in manager’s best interest (reflects well on their management skills, boosts their bonus/options, etc)

b. Management probably had a personal interest (bonus based on net income) here implicating the duty of loyalty.
(iii) Holding: No liability b/c BJR applies and no fraud, oppression, arbitrary action, or breach of trust—high mark of protection for companies
(iv) Ct assumes that mkt d/n already know that Amex sustained this loss – (if the public hadn’t known, then avoiding taking the loss would have been a good idea – to avoid making the company look bad to the market) – but probably not likely
b. Willful blindness - ignorance is breach; directors who willingly allow others to make major decisions without supervision Smith v. Van Gorkom p. 320 (Del.Sup.Ct. 1985) 
i. Background 

(1) Trans Union need a merger partner to use the tax credits. Van Gorkom is a powerful leader of the firm and is friends w/ Pritzker. They make a deal over dinner for $55 per share.

(2) CFO and COO want to do a LBO which may be in competition with what Pritzker is doing. LBO is deal where money you use to take over company is used as security on assets of company (like free takeover of company). CFO and COO wanted to buy TransUnion and private equity fund for themselves. 

(3) So VG wanted to keep his deal private from CFO, COO and the public (mkt knows that Pritzker is willing to bid higher or that once this deal comes out, other ppl will bid higher for TransUnion) 

(4) Pritzker agrees to be a “stalking horse.” He d/n want to put $ in the process to make a genuine bid and wants assurance that if he’s outbid, he can sell his million shares and make a profit. He wants an answer in 3 days to pressure VG.

(b) Meeting

(1) VG shares bid w/ management and then holds bd mtg w/ 1 days notice. Bd’s consideration of proposal was grossly negligent. 

(a) Documents were fine (essential terms were summarized for them) but price was problematic. How do you this is a fair price? 

(b) VG d/n attempt to get any other offers for the company, nor did he ever commission a formal study of the company’s value. He didn’t invite the co.’s investment bankers to the meeting.
(2) The board claimed that it reserved the right to take a higher offer – but the ct found that this reservation was bullshit because of the limitations that the Pritzker agreement placed on the board’s ability to do so. Only 2 companies showed interest and d/n offer price above $55. But bids may have been higher h/n it been for the Pritzker agreement and expedited time frame.  

(c) Directors not entitled to BJR b/c had not adequately informed themselves about or considered proposed takeover bid with strict 3-day deadline for approval 
(1) They relied on only 3 things: V’s oral presentations, CFO’s statement that the price offered was in the low range of acceptable prices, and an outside lawyer’s advice that the bd might be sued if failed to accept the offer.
(2) The majority seemed especially influenced by 4 things:

(a)  It was VG and not P who promoted the deal and named the eventual sale price – and the board never found out about that

(b) The board made no real attempts to learn the intrinsic value of the company

(c) The board had no written documentation before it and relied mostly on V’s little speech.

(d) The board made its entire decision in a 2 hour period, with no advance notice that a buyout would be the subject of the meeting, and in circumstances where there was no real crisis or emergency

(d)  Directors approved offer without asking questions and without extended discussion; basic test of duty of care is gross negligence 
(1) Violation of duty of care when there is a taint of self-interest in addition to failure to carefully consider details of selling a lg concern
(a) V was close to retirement and wanted to get the sale through to push the value of his shares up to sell them (he suggested price)

(b) Lawyer told bd that they could be sued if they d/n take the deal 

(2) BJR shields directors and officers from liability only if, in reaching a business decision, the directors or officers acted on an informed basis, availing themselves of all material info reasonable available. 
(e) Significance: Ct did this b/c wants more formalities w/ these decisions. Has an effect in hostile takeover situation where bidder is unfriendly and offers $55 but VG d/n want to sell it to him and only has 3 days to decide. This case w/n make him liable b/c then bd can say they need more time to fulfill fiduciary duties to shareholders. 
(f) DISSENT: The directors should be protected by the business judgment rule – they are sophisticated parties who are very well-informed about the company
c. What to do to protect yourself in a merger situation (as a director)
i. Take more time to investigate and consider the deal (esp. when no emergency)
ii. Don’t execute merger agreements in social situations – where it looks like you’re not serious or careful about what you’re doing
iii. Avoid making it look like you’re trying to under-inform directors or senior management
iv. Read the agreement, get the board of directors to read the agreement
v. Hire an investment bank to get a fairness decision
vi. Let the buyer make an offer of price first (rather than suggesting one)
5. New fiduciary duty of good faith: In Re Walt Disney Co. 
a. Facts: 

i. Need a successor to Eisner who is sick. Ovitz seems to be a good choice, had built up his talent agency from scratch. Eisner d/n tell anyone about his choice except for 2 other bd members. 
ii. He starts negotiating w/ Ovitz w/ head of compensation committee and compensation consultant. Senior execs (GC and CFO) d/n like Ovitz. Ovitz not going to be co-CEO and will need share 2nd rank in firm w/ GC and CFO. 
iii. Ovitz will get salary of $1 million, discretionary bonus of $7.5 million, perks and options which add up to $23.6 million which is grossly excessive compared to others in his position. If gets fired w/out cause will get $90 million.
iv. No one likes Ovitz-- he d/n mesh w/ company culture and h/n turned company around. Ovitz d/n want to leave and deal where trade CEOs w/ Sony falls through. Want to fire him but d/n want to pay him severance payment. D/n have cause to fire him. 
v. Bd gives Ovitz $7.5 million bonus even though discretionary. GC there and knows not mandatory bonus but d/n speak up b/c doesn’t want to embarrass other senior official who thinks bonus is mandatory. Later rescinded after public outrage.

b. Problem: In 13 months Ovitz has made $23 million plus $ 90 million severance payment—gets a lot of publicity and upsets many stockholders.  Lawsuits challenge 2 things: Ovitz compensation package and Ovitz termination package. 

c. Fiduciary law is explained in this case similar in spirit to Grimes, Zapata. Admits that rules are hazy. Need to ask the following:
i. Have the directors actually exercised business J either to act or to refrain from acting? 
(1) IF directors have actually exercised business J, then business J rule applies and presumption is that directors acted on an informed basis AND in good faith (ie. in honest belief that action was in best interests of corp)
(a) If BJR applies, ask whether P has rebutted the presumption: 
(b) P has to plead or produce evidence that the challenged action was not in good faith OR unintelligent or unadvised. 
i. Not in good faith rebuts BJR presumption that D acted in good faith.  Introduce evidence of : 
1. Fraud: intentional misrepresentation or other related conduct
2. Self Dealing: being on both sides of a transaction w/ the company
3. Bad Faith: (requires intent)
a. Intentional dereliction of duty or conscious disregard of responsibility to the corp
b. Intentionally placing one’s own interest or prefs over the welfare of the corp
c. Intentionally violate applicable law
ii. If P proves, not in gd faith BJR is rebutted. Burden then shifts to D to demonstrate that transaction is “entirely fair” to the corp.
1. Entire fairness (a) fair process and (b) fair substance (Weinberger v. UOP) Challenging standard 
2. If D fails to establish entire fairness, then liable for dmgs and injunctive relief; if they establish entire fairness, then not liable
iii. Can also rebut BJR presumption that directors were informed when made the decision by showing that transaction is “unintelligent or unadvised”
1. “Unintelligent and unadvised” refers to process: that the directors failed to inform themselves about the transaction. It d/n refer to the substance of the decision.

a. If P fails to show evidence that D d/n properly inform selves about transaction, not liable. 
2. But if do rebut presumption, then BOP still on P to show D were GROSSLY negligent
a. Gross negligence: (a) reckless indifference to or a deliberate disregard of the corp’s interest or (b) actions which are w/out the bounds of reason
b. If P proves GN, directors lose on liability. Ask then whether company has opted out of dmgs liability for duty of care violations by adopting 102(b)(7) exculpatory clause. 
i. If company has adopted this clause, P can only recover injunctive relief and no dmgs.
ii. If company h/n adopted this clause, P can also recover dmgs.
(c) If fail to rebut BJR, can argue Waste: an exchange so one sided that no business person of ordinary sound J could conclude that the corp has received adequate consideration; an irrational squandering or gift of corp assets. Must be EXTREME. Waste is tantamount to bad faith so this route is difficult to prove. 
(d) If directors h/n exercised business J, then BJR d/n apply. Issue then becomes whether Ds were grossly negligent (need to see if adopted 102(b)(7) as well).

d. This overall structure handles all 3 prongs of fiduciary duty

i. Duty of loyalty: if P can show self-dealing, the BJR is rebutted and the burden shifts to D to show entire fairness. 
ii. Duty of care: P must show that Ds failed to exercise business J OR failed to inform selves of essential facts of the transaction AND were grossly negligent
iii. Duty of good faith (new duty that Disney case recognizes) Can rebut the BJR by showing bad faith. BOP then shifts to D to show entire fairness. But entire fairness probably d/n be shown if D acted in bad faith so essentially establishes liability. THUS BAD FAITH IS INDEP BASIS FOR LIABILITY
(1) Importance of good faith: 
(a) Its opposite (bad faith) provides a potential means for imposing liability on “independent” board members who knowingly place the wishes of a dominating CEO over the best interest of a corporation
(b) Such liability may not be available under the traditional duties of care (b/c bd member may be informed and exercise business J) or loyalty (b/c bd member d/n have a formal conflict of interest)
(c) Bad faith may not be exculpated under Delaware 102(b)(7) and thus damages may be available for a violation even in if the company has adopted a charter clause. 

(2) Ct is proposing new remedy for situations where have dominating figure that runs the bd and the bd d/n take action to prevent this dominant figure from harming the company. But theory d/n work for the bd in this case.
e. Holding: Ovitz d/n breach duty of loyalty, compensation and severance package isn’t a violation of a duty of care, and individual bd members d/n breach fiduciary duties
i. No duty of loyalty breach when O negotiated compensation b/c w/n at Disney yet. 

ii. No breach when O terminated b/c unrealistic to expect ppl to look after company’s interest when being fired. Ovitz d/n choose to be fired and had nothing to do w/ it (he was fired WITHOUT cause)

iii. No waste by giving Ovitz severance package b/c agreement was fair and Ovitz gave up his company plus was shamed by being forced out. 
iv. P c/n prove that Eisner hiring Ovitz was bad faith and violated duty of care

v. P c/n prove gross negligence of compensation committee members Poitier (actor) and Lazano (runs Hispanic newspaper): 

(1) Similar to Van Gorkom in that only looked at package for 1 hr in a 2 hr mtg 
(2) D/n have all the documentation for package—had only a term sheet
(3) In both cases, presentation made to bd members 
(4) Ct distinguishes this from Van Gorkom by saying that this decision wasn’t as important. But still an impt decision so Prof doesn’t think this holds up. 
f. This case is disincentive for shareholders to bring suits like this BUT chancery ct decision of Delaware now on appeal to Delaware Supreme ct. Chandler (chancery ct judge) heavily criticizes Eisner in the decision for being a bad executive
i. Rationale for BJR is that the judge isn’t competent to tell execs how to run business 
ii. But at same time, his criticism may serve as a legal warning to other executives and inform shareholders about what went on at Disney
g. Open questions
i. Director or director liability rather than holding whole bd liable
ii. Held GC under same standard as held directors but question as to degree to which employees/officers who aren’t directors are subject to same standard as director

iii. Delaware law: 
(1) P must first rebut BJR by showing that directors were uninformed. If fail to do this, then lose. If can show this, then this rebuts BJR and P must show gross negligence. (Caremark)
(2) But in this case, judge goes from claim of violation of duty of care directly to question of gross negligence and omits question of whether directors were uniformed. Afraid that directors could guard themselves w/ formalities and still commit gross negligence (Van Gorkom). So opens door liability for gross negligence even if properly informed which is inconsistent w/ law ct stated.

6. Standard for Duty of Care of rudimentary understanding: Francis v. United Jersey Bank p. 349 (NJ)
a. Facts: Widow has 2 sons who steal $12 million from company she inherits. Creditors c/n sue sons who have no $ so sue mother for violation of duty of care
b. Holding: Widow violated duty of care. She got warning from husband about her sons but remained uninvolved in company.  
i. Failed to exercise BUSINESS JUDGEMENT 
ii. So liable for bad consequences of her oversight and isn’t protected by BJR
c. Standard for duty of care: Need to have rudimentary understanding of the business, general monitoring of corp affairs, familiarity w/ financial status w/ regular review of financial statements, etc.
i. Want to have a diverse bd of directors so d/n want to make standard too high to require a sophistication of business
ii. Have duty to object upon discovering an illegal course of action and if corp d/n correct conduct, then to resign
iii. Negligence needs to be proximate caus

7. Standard based on whether action was considered In re Caremark Intern’tl: (Del. Chancery Ct. 1996) p. 355
a. Shareholders sue bd for approving a settlement of a consolidated derivative action on behalf of Caremark claiming that they breached duty of care.  So many shareholders who have interest in litigation that a/n represented, so judge is checking that the settlement considers their interests.
b. BOP on D to show that settlement was fair and reasonable. 

c. Distinction b/w considered and unconsidered actions p. 361 (BJR is process oriented)
i. If have considered action (based on adequate info and made in good faith), then BJR applies and  the directors will win and d/n need a substantive inquiry into their decision 
(1) Even if grossly negligent, directors not liable
(2) To qualify as a considered decision need an “information and reporting system” 
ii. If haven’t considered the action, then no BJR and liability for failing to consider the decision when it goes wrong. To show this need an utter failure to attempt to assure that reasonable info and reporting system exists. 
d. Ct finds the fact that the bd  has a functioning oversight committee and more centralized/active supervisory system  n consideration for the settlement contested as dispositive. Low probability that duty was breached; settlement is fair and reasonable
e. Ct is policing internal corp governance to make sure bd gets rt information thru an internal info and reporting system and once they do, ct will back off. Prob when have a bd that’s not completely uninformed and not conflicted but yet is passive like in Disney
8. Overview of duty of care approaches

a. Zapata: ct uses own BJ to assess whether decision is reasonable
b. Van Gorkom: Gross negligence: P est. that bd’s actions was outside bounds of considered J of competent bd
c. Caremark/Disney: strict BJR if adhere to req in Caremark for an internal corp governance system
d. Disney: Shaming and Duty of good faith as basis of liability
e. Francis: Fact that reinsurance company is like a bank so have higher fiduciary duty than perhaps other companies.
9. Duty of Loyalty: of directors/managers

a. Higher scrutiny but it’s not always case that violation will be found (most rigorous scrutiny – higher than business judgment rule. Big difference in standard b/w duty of care and duty of loyalty. But really is subtle continuum of problematic behavior and yet duty of loyalty just fixes concern at one point..  Harder to administer sliding scale of liability but would better reflect actual conduct of the directors.  So cts use fact-finding tools to take account of modulations in their story and may be reluctant to impose such a high standard

b. Self-dealing: 
i. Conflict of interest: director is on both sides of the transaction (as director and as individual)
ii. No per se approach against self-dealing b/c sometimes may help out company 
(1) D/n have to comparison shop 

(2) Director knows about company and vice versa so company knows who it is dealing with
(3) Director knows the business, contacts and can make better use of resource than outsiders
iii. But very risky, b/c sometimes can be very good or very bad deal.
iv. Bayer v. Beran (NY) p. 36
(1) Facts: celanese rayon manuf co. sponsors radio show to promote its product but one of the performers was co. president’s wife, invoking the higher standard.

(2) Issue: (1) program itself and sponsorship (2) President’s spouse was a featured performer in the program

(a) If wasn’t for President’s wife, program is fine under the BJR

(b)  Self dealing b/w director/Pres and his wife. Wife is getting paid a lot of $ to do this ad and Pres is a dominating figure.

(3) Holding: no violation found b/c there was no preferential treatment – she was qualified and company benefited

(4) Approval by each member of the board separately is ok but it’s better have meeting of the whole board

(a) More potential for debate to lead to rejection or modification of proposal

(b) Dissenters may be more willing to come forward if there are allies

(5) Standard: Personal transactions w/ corp are subject to “rigorous scrutiny and the most scrupulous care” 
(a) BOP on director to show good faith of transaction + inherent fairness
(a) Good faith depends on motives and procedures
(b) Inherent fairness means that it’s a good deal
(b) Remedy: If d/n meet these requirements, then K is void. Anything given under the K gets taken back (rescission). Also have damages provision instead of rescission when director benefits financially or if c/n take back the harm. 
(c) Any evidence will be enough to conclude violation of good faith and inherent fairness. To show a lack of any evidence of self-dealing and unfairness is on D.

(6) If self-dealing is shown (contract w/ wife), scope of rigorous scrutiny is also whole program b/c if one branch is tainted, should be suspicious of entire transaction. Worry that maybe program is pretext to give stage for wife to advance career

v. Interested Director Transaction Lewis v. S.L. & E (2nd Cir 1980) p. 373

(1) Duty of loyalty in context of publicly held company in Bayer but here in context of small family company. Leon is patriarch and his son Donald gets in fight with his father and 2 other brothers, Richard and Alan.
(a) LGT is 61% owned by Richard and remainder by Leon
(b) SLE owned by all the kids equally, but Richard, Alan and Leon are the directors
(2) Donald agrees to sell his shares in SLE to LGT at book value after 10 yrs. Lease agreement lapses (where SLE leases to LGT) but LGT keeps paying what had formerly agreed to instead of mkt value. Donald thinks book value of SLE was too low b/c d/n inflate rent rate to mkt value

(3) Standard: Where the directors of a corp. are engaged in a transaction with an entity in which the directors have an interest, the burden of proof rests on the interested directors to show that the transaction was fair and reasonable to the corp.

(a) B/c LGT officers had self-interest (Richard and Leon on both sides of transaction), BOP on D to show that lease payments were fair and reasonable. 
(b) In Bayer, concluded that burden on D had been met, concerts that President’s wife did were paid at mkt rate. But here, interested director c/n est fairness of transaction so held liable. 
(4) Why is Allen liable if not interested director? Common pattern in older cases is that all directors lumped together. Under Disney, he may have been selected out unless dominated/controlled by Leon.
(5) Remedy - transaction will be voidable at option of non-conflicted party if the deal was bad when made – with burden on conflicted party to show that the transaction was fair – cts also ask if the transaction was approved by the nonconflicted party after disclosure of the conflict

c. Corp opportunities: director appropriating opp coming to the company from a third party. Constitutes a breach of fiduciary duty

i. Benefits – party w/ the opp gets most for its opportunity b/c employee is willing to pay more than employer for it (otherwise she w/n get the opportunity when bidding for it), society is better off for it

ii. Costs – In reality, it’s not really a free bidding situation - employer d/n get full info so no real competition, employer w/n be able to operate efficiently b/c they distrust employees, unjust enrichment for employee
iii. Courts will balance costs and benefits

(1) Find breach where benefits would have been realized by the employer (would the employer have taken the opportunity if given the chance?)
(2) Not find breach where benefits would not exceed costs (probably wouldn’t have taken the opportunity)
iv. But if armslength deal, one firm can divert opportunity from another firm

v. Interested Director Broz v. Cellular Information Systems (Del. 1996) p. 377
(1) Facts: director stands on both sides of transaction. He is both a director of CSI and also has his own company RFBC. Both companies are in same business (cell phones).  Broz buys license area from Mackinac for RFBC and CIS is about to be purchased by another company, Price Cellular. 
(2) Holding:  CIS says that expropriated corp opp of license area but ct says no. Bought license in capacity as owner of RFBC, d/n get opp b/c of affiliation w/ CIS

(3) Analysis
(a) Did opportunity knock? (did it come or would it have come to the company had it not been diverted)
(a) American Law Institute - if opportunity offered to sr mgt of employer to engage in business area of employer, then considered to be employer opportunity ( harsh on employee

(b) If the opportunity comes to the employee at work or by virtue of his job at the company, it’s generally considered to be the employer’s

(c) Opp d/n knock on CIS’s door. Broker came to Broz and not to CIS b/c d/n think company would be a viable buyer due to their financial troubles. 

(b) Would it have been invited in? (would the company have taken the opp had it arrived)

(a) look at line of business of e-r & opportunity

(b) look at the risk of the project compared to the company’s past risk profile (is the project riskier than something the employer would take on)

(c) look at financing requirements & potential: courts less likely to accept this as defense b/c most e-rs can get financing & potential conflict of interest of e-e trying to secure financing

(d) No dmgs if w/n have been taken
(e) If it did knock probably w/n have been invited in: Broz tells ppl at CIS about the opp and they say they’re not interested.

(c) If both prongs met, directors held liable

(4) Prob if director competing w/ company and d/n tell company about opportunities b/c then it c/n compete. But if company knows about opp—should director still be able to compete? If recuses himself, should be allowed to compete? 
(a) Could be driving up the price company has to pay by outbidding them (Broz) 
(b) Moral argument
(c) May misappropriate corp info—CIS had invested resources to get these opps and director may then get the opp by virtue of the investment of CIS but w/n situation here
(5) Price Cellular was interested in this license and was bidding against Broz. Not enough to est. liability b/c h/n merged yet w/ CIS, so he d/n have fiduciary duty to them
d. Dominant Shareholders have fiduciary duty Sinclair Oil Corp v. Levien (Del. 1971) p. 385
i. Facts: Derivative action req Sinclair to account for dmgs sustained by its subsidiary Sinven. Sinclair owns 97% of Sinven stock. 3% owned by others—including complaining party. Sinclair dominated Sinven and appointed its bd. Normally would sue directors of Sinven for violating duty of care but instead sue parent company. 
ii. Rule: Shareholders usually d/n owe a fiduciary duty to company have stock in UNLESS dominant. However, it is unclear at what point a dominant shareholder acquire a fiduciary duty. Here 97% is clear but if own 15% of GE may not be  a dominant shareholder. 
iii. Standard: Where there is a dominating shareholder, the standard is BJR w/ BOP on P for duty of care unless there is self-dealing and then standard is intrinsic fairness w/ BOP on D.
(1) Self-dealing is when parent receives benefit to the exclusion and expenses of subsidiary b/c of its domination. P. 386
(2) Need minority shareholder. If no minority shareholder, then no one would challenge what majority is doing b/c if 100% owner of company was acting in his own self-interest, just harming himself.
iv. Parent has no duty to employees of subsidiary. 
v. Holding: no violation of fiduciary duty for expansion policies but violation for breach of K. 

(1) Dominant shareholder causing the corporation to pay large dividend to self thus depriving Sinven of capital to expand is ok as long as other minority shareholders share proportionally  (BJR applies) 

(2) Dominant shareholder causing corp. not to enforce K against the parent (in the self-interest of the dominant shareholder) is breach of fiduciary duty. Sinclair is thus being treated differently than minority shareholders. 
(a) Subsidiary can get damages but probably won’t be very much

(3) Likely structure of business will be to have subsidiaries that are 100% owned now. If its 100% no fiduciary duties but if less, then owe duty to minority shareholders. 
(4) Majority shareholder owned same class of stock as minority shareholder so needed to show behavior other than stock relationship such as breach of K
e. Dominant shareholder has to disclose all material info to other minority shareholders if going to significantly influence their decision Zahn v. Transamerica Corp  (3rd Cir 1947) p. 389
i. When only 1 class of stock, whatever dominating shareholder does to stock has to be equally afforded to minority and majority shareholders (harder to est laibilty of controlling shareholder
ii. When have 2 or more classes of stock and owns both in diff % or wholly owns one class of stock, easier to est liability. Here 2 classes of stock. Majority has diff class than minority shareholder so can more easily benefit itself. Majority has A=66 2/3% B=80%. Tobacco value goes up. 

(1) Class A has higher dividends, receives more assets upon dissolution, convertible to B stock at a 1-to1 ratio, can be called by the company for $60 a share (company can buy the shares);

(2) Class B stock has voting rights (but no call or conversion features, no dividends); dominant shareholder 
iii. Options: liquidation, sell tobacco or call A price

(1) If sell tobacco or liquidate, then company would have lots of $ and class A would get 2/3 of dividends and class B will only get 1/3 of the dividends, up to point where accrued dividends on A stock were paid off. Then afterward will get even split. Transamerica d/n want to do this b/c has more of Class B stock

(2) Instead, of giving A stockholders chance to get liquidation value of assets or convert to B stock, the company calls the A price at $60 + accrued dividends and then liquidates it.. 

(a) But this is a lot less $ than A holders w’ve received under other 2 options. G

(b) Gets rid of A’s 2/3rds split and gets only 1/2 instead.  Benefits B holders at expense of A holders. 
iv. Kentucky Supreme Ct: Class A looks like quasi-preferred stock. 
(1) Has preference in dividends and liquidation and has pref in voting if default in paying dividends. Technically called common stock which begins to look like debt (pref when company dissolves and higher dividends). 
(2) Unconflicted bd would’ve called the stock if decided to dissolve company
(3) Debtholder just supposed to get dividends and what put in, so Class A stockholders are supposed to get call amt X 2. If dissolution w/ve given them more than that (2/3rds + accrued dividends), then directors should call the stock to prevent windfall to Class A stockholders
(4) Call itself not wrongful
v. But 3rd cir ct call itself w/n violation of fiduciary duties per se but if call need to disclose pertinent info. 
(1) 1/5 of B shareholders not controlled by Transamerica and if h/n called the stock w/ve violated fiduciary duties to this 1/5th
(2) Violation of fiduciary duty b/c d/n give Class A shareholders enough information to decide whether to convert
(3) Fraudulent omission for personal gain: d/n tell Class A stockholders that they would get more if converte
vi. Relief – ct makes A shareholders share equally with the B shareholders in the liquidation

f. High risk b/c director has BOP w/ intrinsic fairness so want safe harbor. If interested directors have a lot of stock, will still apply intrinsic fairness scrutiny Fiegler v. Lawrence (De. 1976) p. 395
i. Safe harbor by authorizing transaction: ratification is inexact description
(1) Can either authorize it ex-post by ratifying but can also authorize transaction ex ante
(2) If proper procedures followed can immunize interested director transaction from duty of loyalty scrutiny
ii. Delaware Gen Corp Law 144 (a): A properly ratified contract between a corporation and one of its directors is not necessarily void or voidable because of a conflict of interest.  It will not be voidable if:
(1) Material facts (as to the transaction and the director’s relationship or interest) are known to the board of directors, the board authorizes the contract in good faith AND there is an affirmative vote of the majority of disinterested directors even though disinterested directors be less than a quorum  OR
(2) material facts about the transaction are disclosed or known to the shareholders entitled to vote on the issue AND approved in good faith by a majority of shareholders OR
(3) the contract or transaction is fair to the corporation at the time it is authorized, approved or ratified by the board, a committee or the shareholders

(4) But still have duty of care scrutiny
iii. Facts: director offered opp to company but company said no so protected against corp opp liability. Then company exercises option to buy property from interested directors which is arguably violation of duty of loyalty
iv. Transaction put to shareholders for a vote and they say it’s ok.
(1) Why d/n have bd vote? Would’ve been easier to have interested directors recuse themselves and have disinterested directors vote
(2) So have BOP shift to objecting shareholder to prove waste
v. Holding: Controlling shareholder interested transaction: NO ratification b/c only 1/3rd of disinterested shareholders voted so D needs to prove objective fairness
(1) Prob was that interested directors were major shareholders and voted in favor of transaction
(2) So duty of loyalty still there but Del law d/n say that shareholders have to be disinterested
(3) Ct misinterprets language of statute for policy reason. Loophole in statute would allow dominating shareholder on bd to just put to shareholder vote what wanted to get thr
g. Disinterested Shareholders—business J standard w/ BOP on P to show that transaction w/n fair In re Wheelabrator Technologies Inc. Shareholders Litigation (Del Ch. 1995) p. 398
i. To consider merger agreement WTIs bd had special meeting. All members other than Waste designees attended (disinterested directors). Approved merger agreement. Also then had special shareholders mtg where majority of WTI shareholders (not count Waste shareholders) approved agreement
ii. Interested shareholders have 55% of stock, 45% who are disinterested approved—will this make it subject to duty of loyalty scrutiny? 
iii. Holding: Pp. 400-01 even if have approval by majority of disinterested shareholders, d/n flip back to BJR but have some effect—have intrinsic fairness standard but BOP is on the P.
(1) If have BJR would’ve be approved but ct is concerned about dominating shareholder
(2) BJR standard met when decision ratified b/c Waste w/n dominant shareholder (only had 22% of WTI and d/n exercise control over it) 
F. SECURITIES LAW

1) What is a security?
a) Statutory definition §2 (1): 
i) stock, notes, and bonds, 
ii) evidence of indebtedness, investment K, and any instrument commonly known as a security 
iii) Exception: if “context otherwise requires” 
b) If certain to be paid off then securities laws d/n have much purpose. More insecure, more likely to be classified as a security. 99% of the time, we know one when we see it (ex: common stock, publicly traded debt
c) Commercial Transactions are not a security Great Lakes Chem Corp v. Monsanto Co (D. Del. 2000) p. 405
i) Corp forms limited liability company (LLC) to protect against liability and provide flexibility on structuring internal power and management. Have membership interest rather than stockholder interest
ii) Great Lakes buys company NSC Unit (an LLC) by acquiring membership interest in LLC. Now saying that they got a raw deal
iii) Membership interests gave voting rts, profit/loss sharing, limited liability, and transferable (restricted), and can remove managers but no rt to manage. 
iv) Did these rts and limitations of membership interests= a security? Is this “stock”? NO
(1) Met Foreman def of stock where 
(a) membership interest 
(b) rt to receive dividends, 
(c) negotiability (could be transferred to other parties) 
(d) ability to be pledged
(e) voting rts
(f) ability to appreciate in value
(2) BUT ct says no b/c commercial transaction and not an investment.  Prior case says the even if commercial transaction can still be a security (Landreth)
v) Policy concerns: Ct is balancing interest in clarity and predictability in knowing whether you are dealing with a security vs. protecting investors with securities law
d) Financial interest distributed to substantial number of ppl is probably a security
e) Howey: p. 409: interest in an orange farm was a security b/c of nature of underlying rts/obligations and how interest was distributed
f) Monsanto: membership interest in LLC is not a security but not the last word—restrictive interpretation of securitie

2) Great Depression and 1929 crash led to Securities Act of 1933 (primary mkt=mandating disclosure and preventing fraud) and Securities Exchange Act of 1934 (secondary mkt=securities fraud, reg of shareholder voting, periodic disclosures, etc) which wanted to prevent this from happening again. 
a) Exchange Act §10(b) P needs to prove that D acted w/ scienter but §11 d/n req P to prove anything about D’s state of mind
b) Securities Act §11= principal express cause of action directed at fraud committed in conn to sale of securities thru use of registration statement. 
i) Not used in connection w/ exempt offering. 
ii) Neither reliance nor causation element of P’s case. 
iii) BOP on D that his misconduct d/n cause P’s dmgs. 
iv) No privity req so Ds are expansive (issue, exec officers, directors, expert, underwriters)
c) §11 (e) D can reduce amt of dmgs if proves that reduction in value was caused by another factor
d) §11 strict liability for ISSUER if P proves prima facie case—even if inadvertent mistake. For D other than issuer, negligence standard but BOP still on D to prove not negligent w/ prep of reg statement.
e) Securities Act §12: strict liability on sellers of securities for offers or sales violating §5
i) 12(a)(1): arises where seller improperly fails to register the securities, registers but fails to deliver statutory prospectus, violates gun-jumping rules, etc
ii) Main remedy=rescission: buyer recovers consideration paid plus interest less income received on security
iii)  12(a)(2) private civil liability on any person who offers or sells a security in intestate commerce, who makes material misrep or omission in conn w/ offer/sale and c/n prove that d/n know of misrep/omission and c/n have known even w/ reasonable care
(1) P’s prima facie case
(a) Sale of security 
(b) Thru instruments of interstate commerce or mail
(c) By means of prospectus or oral comm.
(d) Containing an untrue statement/omission of material fact
(e) By D who offered or sold security AND
(f) Which D knew or s/ve known of untrue statement (if P pleads D’s knowledge BOP on D to prove otherwise)
(2) P d/n need to prove reliance
(3) Limited to written documents or oral comm. used in conn w/ PUBLIC offerings (Gustafson) 

(4) d/n arise in secondary mkt transaction or private placements
(5) D’s who conduct reasonable investigation c/n be held liable
iv) §§11 (on all sellers) and 12 defenses (for Ds other than issuers) gives rise to due diligence  (§11(b)(3) - different standard for different parties)
(1) For the portions requiring NO EXPERTISE – everyone has a duty: affirmative due diligence - higher standard
(a) Reasonable investigation
(i) prudent person standard similar to negligence standard
(ii) scope not clearly defined in statute but well-established in industry
(b) After due diligence, have to have reasonable belief that statements are true & not misleading
(2) For the portions require EXPERTISE (financial statements – accountants; any engineering reports dealing with stuff like structural soundness – engineers; appraisals of property – appraisers)
(a) experts – have affirmative due diligence requirement  
(b) non-experts – negative due diligence
(i) no reasonable grounds to disbelieve
(ii) you’re screwed if you knew or s/ve known it was messed up ex. Escott v. Barchris Construction Corp
3) Once have a security interest—what are your obligations and penalties if you fail them?

a) Obligations in registration: not all have to be registered but when public offering, need to register w/ SEC

i) Filing doc w/ bureaucratic agency

ii) Must provide prospectus (an advertisement for securities) to buyers of securities before sold

iii) SEC can veto distribution of securities 

iv) Need to file reg statement, reviewed by SEC for form and content (d/n investigate truth of info), if done that SEC gives you preliminary approval. When about to come to mkt, the financial advisor sets the price. Then go back to SEC to amend reg statement with new price and wait another 20 days for refilling

(1) SEC automatically approves amendment and make registration statement immediately effective

b) SEC controls the flow of securities to the public by its power to approve or disapprove registration statement

c) If file registration statement, then risk liability if false statements in registration statement and have to pay auditors, attorneys, etc. (See §§11-12 of Securities Act)

d) Huge premium to not have to register so look for exceptions but if fail to get into registration exception will face significant liability

4) Private offering exception §4(2) of Sec Act when not a “public offering”-- strictly liable if make a mistake and s’ve registered Duran (5th Cir. 1977)
a) P purchases limited partnership interest in drilling and operating oil wells. No misstatements but P sued b/c company s’ve been registered. 
b) If d/n register when s’ve b/c thought you had an exception--strictly liable

i) Accepted that limited partnership interest was a security b/c of investment K def
ii) Offered to 8 investors so enough evidence to get to jury that was a public offering
iii) Factors for private offering

(1) Number of offerees and relationship to each other and the issuer (8 offerees and their relationship was enough to make a jury question of whether qualified as public offering—has a lot of weight)

(2) Number of units offered (private here)

(3) Size of the offering (private)

(4) Manner of the offering (not widely advertised, private)

c) Issue on remand: did offerees know/have opp to learn factors essential to investmt J? 

i) Test: availability of info means either disclosure of/effective access to relevant info. 

ii) Ct demands that issuer provide info to offeree that registration statement w’ve disclosed to get exception.

(1) Let offerees investigate their files but then sophistication of offeree becomes salient

(2) Purpose of SA is to protect investors so gives narrow rdg of private offer exception (c’ve been less than 8 offerees and still be a public offering)

iii) Role of investment sophistication is not sufficient to equal an exception or private offering b/c not a substitute for access to info from registration
d) Regulation D safe harbors that issuers can use to come w/in private placement exemption and avoid or reduce their required disclosure: p. 423

5) Liabilities if do make registration statement Escott v. BarChris Construction Corp (SDNY 1968) p. 426

a) Claim that registration statement of bowling corp contained materially false statements and omissions

b) §11(a) of who could be liable (p. 431)
i) Anyone who signed reg statement (directors/officers)

ii) Every director of issuer

iii) Every accountant, engineer, appraiser or any person whose profession gives authority to a statement made by him 

iv) Every underwriter

v) Issuer

c) Minor errors on sales and earnings figures not material misstatement of fact w/in mng of §11 but current assets and liabilities were material. 

d) Everything related to 1961 was material  pp. 431-32

i) Pres and VP (founders) liable despite their limited education b/c d/n perform DD on non-expertised part of prospectus. C/n just trust lawyers and accountants so responsible even for mistakes on expertised part (knew/s’ve known mistakes)
ii) CFO also d/n perform DD and w/held info. He had reason to believe that there misstatements even in the expertised statement (1960 figures) so not entitled to passive DD defense.
iii) Lawyer signed later amendments in 1961 and d/n reasonably investigate truth of statements in unexpertised part of prospectus—no DD no matter how new he is. 
iv) Director also liable b/c more directly concerned w/ writing reg statement and d/n make reasonable investigation even though officers misled him so no DD.
e) 1960 figures only matter for liability for Peat & Marwick. P & M asked questions but d/n verify answers so liable for 1960 figures—no DD 

f) Holding: 

i) Standard for materiality:  impt to average prudent investor. 

ii) Issuer is STRICTLY liable for any material misstatement in reg statement so no DD defense for the company
iii) DD defense

(1) Some parts of reg statement expertised and some not. Key diff b/w 2 parts: 

(2) If you’re NOT expert (instead a director)

(a) D/n have to make a reasonable investigation on the expertised part and can be PASSIVE

(i) need to have no reasonable grounds to believe statements were untrue

(ii) d/n have to affirmatively check this out

(b) But if approve non-expertised part of statement, need to AFFIRMATIVELY make reasonable investigation or liable

(3) Expert always has AFFIRMATIVE duty
(a) Lawyers are experts but company c/n just rely on their statements b/c would make whole document expertised
(b) Only part here that its expertised is the audited financials so accountant is an expert but lawyers aren’t
g) Ct policy is to stop bd from blaming everyone else. In practice, parties rely on lawyers and give them explicit job to do DD. If lawyer d/n do DD, he can personally be liable for malpractice

G. Fraud liability 
1) Impt in private negotiations and when purchase on stock exchange by the public 
a) Higher need for protection with stock exchange purchases

i) D/n know who you are buying from and not engaged in commerce just want to buy stock for investment, so c/n get info that isn’t provided to you
ii) Public more vulnerable b/c possibly not sophisticated, lack knowledge of who dealing with and no opp to get warranties from persons dealing w/
b) But previously probs w/ getting public enforcement b/c had to prove RELIANCE to est fraud liability under 10b5 until Basic.

2) Rule 10 (b) (5). P. 444
a) 10b - Manipulative & Deceptive Devices
i) unlawful for person directly or indirectly to use any form of interstate commerce, mail, national securities exchange to:

(1) use in connection w/purchase or sale of any security registered on national securities exchange or any other security, manipulative or deceptive device in contravention of rules & regulations of Commission necessary or appropriate for protection of investors

b)  Rule 10b-5 - Employment of Manipulative & Deceptive Devices
i) unlawful ....

(1) to employ any scheme, etc. to defraud,

(2) to make any untrue statement of material fact, to omit a material fact necessary to not make statements misleading in light of circumstances under which they were made, or

(3) to engage in any act, etc. which operates or would operate as fraud or deceit upon any person

c) 2 settings where its impt

i) misstatements and omissions (can occur w/out trading)

ii) insider trading (can do this w/out statements to the mkt)

d) Broader scope and applies to ANY action connected to the security (d/n need to be registered/public unlike Escott/§11)

e) More limited in that it requires scienter: guilty knowledge or recklessness
i) If merely negligent—no scienter
ii) Relevant in private transactions where security involved and in impersonal transactions on the exchange
iii) Cf. Escott

3) Basic Inc. v. Levinson (1988) p. 444
a) Facts: 

i) When managers talking about selling company, purchase price usually rises. D here made 3 public statements denying that were engaged in merger negotiations but really were. Some time later, merger was approved.
ii) Ps are sellers: Shareholders who sold stock after first lie/denial sue the publicly traded company. They said that if they thought company was going to merge, w’ve waited to sell b/c price would’ve been higher—so claim RELIANCE

(1) When false info is negative, SELLERS often sue
(2) When false info is positive, BUYERS often sue
iii) Ppl who w’ve bought the stock but were deterred b/c they heard the negative info are not included in Rule 10(b)(5) b/c problems of objective proof—anybody could say they would’ve bought and so we d/n trust that ppl will be honest.
b) Materiality: 
i) TSC Industries v. Northway  test P. 446-47:  Substantial likelihood that info would’ve changed the behavior of a reasonable investor
(1) Serves several public policies which run counter to each other so this test is a compromise
(a) If had expansive notion of materiality, then risk that companies will deluge investors with info which would deter investors from reading relevant info. Would also impose a lot of unjustified costs on company
(b) If had more limited notion of materiality, then would be too hard to prove and give incentive to company to lie.
(2) Merger negotiations are self-evidently material—fundamental change to the company p. 449
ii) Another test for Materiality Texas Gulf Sulphur Co
(1) Probability that event will occur
(a) May be low when only in first stage of negotiation and mergers often die on the vine but over time if continue to have your discussions, more probable that merger will occur
(b) Look at indicia of interest (can become material at an earlier point)
(2)  Balanced against 

(a) Multiply probability and the magnitude (P x M)/S (size of company) > threshold for materiality

(3) Anticipated magnitude of the event  in light of the totality of the company activity 
(a) Merger is extremely impt

(b) Look at size of 2 corps and potential premiums over mkt value
iii) How do we decide at what time merger negotiations become material?
(1) Rejects agreement in principle approach
(a) C/n exclude info that would be significant to reasonable investor merely b/c agreement in principle as to price and structure h/n been reached
(b) Rationale for this standard was that it d/n want to deter merger agreements
(2) More impt events will become material earlier on than less impt events 

(a) If the M is bigger, it d/n take much of an increase in the P to cross the materiality threshold (if the event is going to occur - probability goes up over time as more info is known); Therefore, with an important event, the info is material sooner.

(b) Will know if decision is more important if there is indication of interest at highest corp levels

(c) Thus becomes material way earlier than agreement in principle 
(d) If company wants to keep  merger negotiations secret from the mkt should say nothing at all (no comment) and have policy that always say this regarding mergers so fact you say no comment d/n imply merger 
c) Reliance: imported into 10b5 liability: 
i) Function: to prove causation b/w statement and the harm. But someone needs to HEAR your misstatement and have their behavior affected as a result
ii) Procedural issue: to establish class actions under Rule 23 (b)(3)  for money dmgs have to show that common issues predominate over issues individual to class members
(1) If every member had to prove reliance to make it a common issue, would be too high a standard
(2) This case needs to be brought as a class action and if individual class action members have to prove reliance, predominance req w/n be met
iii) So standard instead is a rebuttable presumption of reliance
(1) Means that all Ps d/n have to prove reliance
(2) D can then rebut this by showing no reliance
(3) Usually use this standard when its often the case anyway but here reliance is rare b/c vast majority of ppl who sold stock probably d/n hear this misstatement
iv) To justify this standard, ct applies “fraud on the mkt” theory: P is relying on the fact that the company’s stock price is determined by available material info and the mkt professionals’ response to this info by buying and selling
(1) In efficient mkt, P should be able to rely on the price b/c it reflects actual info about the value of stock. 

(a) Based on common sense p. 451 footnote 24. We need only believe that mkt professionals generally consider most publicly announced material statements about companies, thereby affecting stock mkt prices. But in text say this happens ALL the time

(b) White disagrees with this assumption in his dissent p. 455 Ct s/n be relying on unproven, sophisticated business theories—up to congress. 

(2) Individual investors d/n always check price b/c they think someone else is doing it, so rely on mkt professionals
d) Get to result in Basic if have 2 kinds of reliance
i) Mkt  professionals are relying on misstatement
ii) Shareholders are the plaintiffs and rely on the mkt price
e) Can rebut by challenging either one of these parts
i) D can prove that professionals d/n rely on misstatements by looking at if info already leaked out, ppl d/n believe what has been said, etc.
(1) Key evidence: price and if its positive fraud, price should go down once truth comes out. If its negative fraud, once truth comes out price should go up. So if these things d/n happen, D can make his case.
(2) If entire mkt went up need to do an event study which asks whether the change in price around the time truth was known was significant in relation to the mkt. But might not be able to do this at time of class certification
ii) D can prove that individual P d/n rely on price. 
(1) Trade occurred for reasons outside market behavior or the disclosure – like some analyst’s prediction
(2) By taking evidence from every class member and then individual issues would trump predominance issues if some individuals w/ve made decision anyway despite knowing that statement was false 

(3) Ex: had preexisting stock order in place, automatic trading system, had heard info thru other sources, sophisticated, etc.

iii) Misrepresentation had no effect on market price
iv) Market is not efficient 

(1) Absorbing and reflecting info efficiently– smaller exchanges than NYSE and NASDAQ might not do this

(2) Evidence of that:
(a)  volume of trade (low trading volume shows the market isn’t responding to the information)
(b) opinion of experts (who testify as to the efficiency of markets)
(c) how shares are traded (how fast trades can be seen by others so they can rely on what’s going on)
f) Significance

i) Gives huge boost to private cause of action in public mkts.
ii) To take advantage of reliance presumption need 

(1) mkt w/ characteristics that would warrant this presumption (efficient mkt) AND

(2) mkt professionals relied on public statements or relied on reliance of analysts and set the price based on this reliance OR 

(3) individual investors are relying on the price; ie. ppl are not buying/selling stock for reasons unrelated to the mkt

4) 10b5 comes into play in 2 diff factual settings: 
a) Face to face commercial dealings Pommer v. Medtest Corp (7th Cir. 1992)

i) Facts: West told the Pommers that they had the patent and that sale to Abbott Labs was imminent but this w/n true. D/n have patent but had only applied for it at that point. Eventually got a patent. Abbott had expressed interest in company and $100 million was mentioned but sale eventually fell through.

ii) Checklist for 10b5: go thru elements and see if satisfied

(1) Need false statements

(a) Ex-ante perspective for patent lie: just as a statement true when made does not become fraudulent because things unexpectedly go wrong, so a statement materially false when made does not become acceptable because it happens to come true

(b) Material lie about acquisition by inflating its probability. Generic warnings or boilerplate that shares may become worthless do not enlighten investors as to specific risks or prevent reliance on false oral statements 
(c) Using formula: probability was represented by the management as high; the magnitude of the event was very large (huge drug patent); the size of the company was small; so the importance (materiality) of the event was huge for the company

(2) Need scienter (guilty knowledge): 
(a) As an officer West knew that his statements were false or was reckless
(b) Justification 
(i) want max amt of info going to mkt & d/n want to chill info that is simply negligent (even if some neg parties will get away as a result)

(ii) If you held people liable for info that they thought was true but turned out to be false – they would be afraid to say anything

(3)  Reliance

(a) P relied on patent

(b) Questionable whether P relied on imminent sale b/c such a range in purchase price of company and payoff price that seemed too good to be true. If sale to Abott was a done deal, they would have a 3 million dollar interest only bought at $200,000—should’ve questioned this. 

(4)  Statement made in conn w/ purchase/sale of securities

(a) NO b/c West may have just been talking and d/n know that Pommers were intending to purchase securities from Manning
iii) Holding: no presumption of reliance in personal transaction, no fraud on the market but sale between individuals. Jury is entitled to conclude under reasonable person standard whether 2 misleading statements were material
iv) Further issues: was Manning or West agents of Medtest? Manning sold for his own account

v) Damages: actual damages under loss causation principle, diff b/w price of stock and its value on the date of transaction if full truth were known, not full rescissionary damages (full price of stock plus interest) which imply that stock did become worthless

b) Impersonal purchases on mkts (Basic)
c) Mix of both b/c lies told face-to-face but liability for P was for public traders as whole w/out face-to-face dealings West v. Prudential Securities, Inc. (7th Cir. 2002) 

i) Facts: Stockbroker told customers a positive lie that his company was certain to be acquired at a premium—should EVERYONE who bought this stock when stockbroker told the lie have a remedy to the fraud? 
ii) Have material misstatements and liability: Stockbroker made a material misstatement but suit is against Prudential under respondent superior  
(1) Securities firm should be liable for misstatements of employees w/in scope of employment even if unauthorized by the firm

(2) So D can argue that stockbroker was acting outside of his scope of employment

iii) Issue: CAUSATION

(1) Econ theory: increase in the demand and price of the stock not dispositive and may have other causes. Price changed d/n disappear after lie d/n come true casts doubt on causation
(2) Easterbrook assumed horizontal demand curve so that if ppl who believed the lie bid up the price of the stock, then more sophisticated investors would sell and drive price back down
(3) Efficient mkt hypothesis
(a) Weak form: best predictor of security future price, is present price
(b) Strong form: security price incorporates quickly all info held by everyone 
(i) Ps in West wanted this adopted to show how info affected mkt price 
(ii) Rejected by Easterbrook 
(c) Semi-strong form: All public information is quickly incorporated into price—thus price w/n reflect private investors info unless they trade or tell public p. 451 Basic/Easterbrook in West
iv) Holding: Individuals given tip and who bought the stock can sue but other individuals who purchased shares of this security during this period of tip lack causation to sue. Ct says no class certification b/c lacked causation and c/n presume reliance.
(1) D d/n release info the public so price-adjustment mechanism of Basic d/n operate (private info d/n alert professional investors)
(2) Thus private info d/n automatically affect prices and lacks theoretical and empirical basis to presume reliance

(3) What if there’s info where the tip comes out more broadly?  Lie told to a few ppl and price actually goes up b/c enough ppl will believe the lie. Easterbrook d/n think enough ppl here believed the lie and w/n happen very often. Falsehood w/n be disclosed to enough ppl so that professionals actually believe it

v) This decision was made in 2002 and statements were made in the late 1990s and historically ppl believed almost anything so casts doubt on Easterbrook’s theory. 
5) Federal Law Santa Fe Industries v. Green
a) Ct rejects third category of liability in 10b5 cases for fiduciary duty violations—that is a cause of action under STATE LAW
b) Facts: Freeze out merger: parent (Sante Fe) forces subsidiary (Kirby) to sell to prevent holdout problem. Santa Fe has 95% of Kirby and wants to get rid of 5% minority interest.
c) §253 of Delaware Corp law: short form merger statute: permits parent to merge w/ subsidiary w/out consent or advance notice to minority stockholders. These stockholders may challenge merger in DE ct of Chancery

d) Issue:  what price D can buy P out. P d/n like price offered for Kirby stock ($150/share) b/c if Kirby sold and proceeds distributed would get $772/share. So liquidation amt is greater than what is being offered.
i) Can contest amount and get appraisal remedy in Del. Ct of Chancery. Ct will then determine the fair value of the stock 
ii) But Ps went to fed ct and filed 10b5 case instead of appraisal remedy b/c thought fed ct would be more friendly than state ct
e) Rule 10b-5 d/n apply to breach of fiduciary duty where transaction not manipulative or deceptive within meaning of this rule. If you could show that they intentionally manipulated the stockprice, they might be able to bring a 10b-5
i) No omission/misstatement in short-form merger notice permitted under DE law. NEED A LIE OR INSIDER TRADING for a cause of action under Rule 10(b) (5)  
(1) D admitted that liquidation value was true so no false statement or omission.
(2) Once full and fair disclosure has occurred, fairness of transaction not concern of statute. Ds complied w/ statute here and w/ 10b5
ii) Internal corp mis-management up to state law
iii) Federal law d/n override state corporate law except where federal law expressly requires certain responsibilities of shareholders w/r/t shareholders
f) P wanted to stretch Rule 10 (b)(5)  to include fiduciary duty breaches since already stretched to include insider trading. 
i) But insider trading provision meant to address disclosure probs while misrep provision meant to address representation probs. 
ii) 2nd circuit thought that fiduciary duty and fraud provisions were meant to address fairness so should be included. 
iii) SC disagreed b/c d/n want to flood the fed cts, fiduciary duty breaches are state concern. Was a state remedy and d/n want to insult the state ct.
g) Significance

i) Santa Fe only bars a 10-b action when there is NO deception by an insider. If, as part of the insider’s violation of his fiduciary obligations to the corporation and its shareholders, he deceives the corp., its board, or its minority shareholders, then a 10b-5 action will still be available despite Santa Fe

ii) This exception is especially likely to be invoked where a majority or controlling shareholder causes the corp, to sell stock to him or buy stock from him and the controlling shareholder d/n make full disclosure. (classic 10b-5)

h) What could they have argued in DE state court

i) Mismanagement: asset value is being lost – shown in the big difference between the liquidation and the fair market value

ii) Argue entire fairness of the deal (which could apply because it’s a controlling shareholder situation)– but it’s unclear if you could do that -because the merger statute is in place to provide a remedy for those situations

6) Purchaser of option contracts has standing to bring cause of action under Rule 10b-5 for affirmative misrepresentations Deutschman v. Beneficial Corp. (3d Cir. 1988) 
a) Facts: P bought call option when optimistic statements made, but then lie d/n come true and option matured at much lower value. Holder of call option harmed by material misrep.
b) Holding: 

i) Options purchase has standing

ii) Options deemed securities b/c mkt price for options directly responsive to changes in mkt price of underlying stock and info affecting that price
iii) Company had made false/misleading statements which caused artificial floor under mkt price and thus artificially inflated the mkt price
iv) P sued b/c purchased worthless call options in reliance of mkt price created by D’s misstatement

c) Rationale: Here, P satisfied scienter req, if allegations were proven would have held D liable to stock purchasers and P is purchaser of security 
d) Complaint satisfies 10(b)’s purpose of protecting actual participants in securities mkts
7) Standing - reliance & injury
a) SEC – automatic

b) Private parties who sell or buy shares on basis of this materially misleading statement & are injured
i) Deutschman v. Beneficial Corp. - option holders have standing to sue for misrepresentations under Rule 10b-5
ii) someone who would have bought or sold if info were correct does not have standing to bring suit
c) Statute doesn’t provide cause of action but common law created it (TX Gulf Sulphur) & was endorsed by Congress in later statute
d) Omission cases - reliance assumed
e) Class action cases - fraud on market theory – idea that the market reflects the false info, investors rely on the market and so are harmed; This is hard to prove so there is a rebuttable presumption of investor reliance on market info assuming that market is semi-strong form efficient (means that market price reflects all information that’s publicly available and at least some private info) 
8) Inside Information
a) Insider trading rule - liable if you trade yourself or tip someone else & they trade, unless you publicly disclose the information
b) Elements
i) has to involve the purchase or sale of a security
ii) inside information has to be material 
iii) State of mind of ( - negligence standard 

iv) Needs to be in connection w/purchase or sale of security (c/n be abstaining from a sale)
v) Standing - reliance by ( assumed
vi) Have to wait for disclosure to widest possible audience before trading on the information

c) Unanticipated corp takeover bids have same unexpected and dramatic effect as mining cases. Aspects of mining make it paradigm case for insider trading

i) Unexpected info can cause dramatic increase in value

ii) Info not readily observed from outside: underground so c/n tell what results are

iii) Impt to keep info secret: keep it secret to avoid ppl from buying up the adjacent land or holding out
d) Under common law, when insiders buy/sell stock on basis of “nebulous” theory then no violation b/c not considered to be material  Goodwin v. Agassiz (1933)

i) Facts: Impersonal sale on stock exchange. Suit for dmgs from losses suffered from selling stock. D (directors) purchased stock in P’s company w/ knowledge that P d/n have of possible copper deposits based on inside info: geologist’s theory

ii) Legal theory: breach of fiduciary duty and fraud

(1) But for fraud need a false statement of fact (misstatement) and omission isn’t an element of fraud

(2) No fiduciary duty b/c directors are not trustees to individual stockholders. 
(a) Some basis for this claim in a setting where director personally seeks out someone to buy their shares w/out disclosing material info

(b) Here shareholder is seeking out director in an impersonal transaction

(3) S/n make a diff though if you are face-to-face though. Ct is uncomfortable w/ going beyond traditional categories and finding new cause of action for ppl hurt in impersonal mkts by insider trading b/c actually believed no harm b/c info was NOT MATERIAL
(a) Mineral strike is of material magnitude but probability is low b/c ct d/n find geologist’s theory as credible. Thus ct d/n find it material p. 479
(b) But if was just a hope not past nebulous stage why would directors buy up this company and all the land?

iii) Theory is proposed and test drill used in May but then taken away. P sees exploratory expedition as unsuccessful thru media coverage but may have actually been successful and D tried to keep it secret. 

iv) If can get info w/ reasonable effort, its not unfair if someone w/ superior info conducts transaction w/ them to their disadvantage (see horse hypo)
(1) But here P c/n get info w/ reasonable effort

(2) Although D d/n know who was buying it and c/n disclose privately, public disclosure to the mkt w/ve worked in this case. 

(a) Purchases were in May and in April was a shareholders meeting. So c’ve disclosed at the shareholders mtg. 

(b) Also media c/ve made this disclosure since press was interested in the company
v) Face-to-face vs. impersonal transactions  – different burdens
(1) impersonal – Goodwin says that the insider who buys silently on the exchange simply has no common law liability to the other party to the trade.
(2) Face-to-face – there is no affirmative duty of disclosure and no liability if a trader simply remains silent subject to certain exceptions 
(a) Fraud or misrepresentation 

(b) Or special facts that make the situation unfair – e.g. special discrepancy in bargaining power or a big difference in the amount of info the parties have – like if one party is a director
e) HYPO: sell horse for breeding but know its infertile--why is this fraud and above not?

i) 2 ways a buyer can find out that information

(1) Inspect the gds and investigate its value which is expensive to do OR

(2) Ask the seller and get representation or warranty in 1 on 1 context

ii) But in Goodwin  it’s an impersonal transaction here so no way to ask questions of D or inspect the gds. C/n smoke out info so should give P more rights to recover. 
f) Ct says that company isn’t hurt by insider trading so why should we make it actionable?

i) Company is enriching themselves at expense of someone else--Fairness concern 
ii) Protects mkt efficiency: allowing insider trading gives directors incentive to not inform the mkt and mkt is better off w/ more info about the company
(1) Otherwise may lose confidence in the mkt price and the mkt itself 

(2) Will demand more when selling and offer less when buying

(3) Will cause the bid-ask spread to be too wide and hinder trades/liquidity of mkt

iii) If give directors opp to trade on inside info, then they may have the incentive to make the company do worse than expected and sell it short since easier to do this than to make company more successful
iv) Protects insiders – defines when they can trade so that they are able to avoid liability
v) Protects uninformed investors who have no access to this (inside) info
9) Fed law of insider trading Texas Gulf Sulphur Co (1969): 

a) Facts: Company drills test hole in Canada that has a lot of minerals so buys land around there but keeps it secret. Insider begin to purchase stock so rumors circulate in financial press
i) April 11: newspaper article inferring rich strike
ii) April 12: company press release is not technically a lie but true facts which give impression of a falsehood are actionable. 
iii) B/w press release and official statement on April 16th, D’s engaged in mkt activity buying stock

b) Holding: D must either disclose to public or avoid trading in or recommending securities concerned while inside info remains undisclosed

i) Info came out in Northern Minor magazine on April 16th but not sufficient disclosure since only mining specialists really read it. Then comes out in news conference on April 16 at 10:15 and at 10:29 on Merrill Lynch private wire, and at 10:34 on Dow Jones.
ii) Ct says that briefing not wide enough dissemination to constitute info getting out to the mkt. Dow Jones wire was sufficient b/c was widest circulating media so Darke and Coates liable. 
10) Insider involvement
a) Classic insiders - officer, director & probably employee: have certain duty to corp that is violated by inside trading (in general, an insider must abstain from trading on information that is not publicly available (OR) must disclose such information)
b) Tippers: someone who discloses material inside info to another party – the tippee (either an insider or a constructive insider, which is someone who is in the type of relationship with the corp. where they have access inside info)
i) Insider or constructive insider is liable if (Dirks): 
(1) the breach a fiduciary duty to shareholders by disclosing to tippee
(2) insider or constructive insider breaches the duty if they benefit personally directly or indirectly from tipping
(3) problems
(a) vague what duty or personal benefit is
(b) personal benefit can be through monetary benefit or giving a gift to someone 
(c) disclosing the info for altruistic reasons is not personal benefit
c) Tippee: liable if (Dirks) has or should reasonably have knowledge that the tipper has breached her fiduciary duty to shareholders (by giving the info to the tippee as a gift or by personally benefiting) and then trades on the information 
i) chain of liability only begins when there has been an initial violation of duty
ii) A fiduciary duty can also be created (and the chain continued) by the tipper making an agreement with the tippee that the tippee will not tell anyone (Chestman)
d) Misappropriator
i) fiduciaries’ undisclosed self-serving use of principal’s info to purchase or sell securities, in breach of duty of loyalty and confidentiality, defrauds principal of exclusive use of that information; (O’Hagan) (stealing info from someone who has a right to it) 
ii) look for a duty between the D and the original source of the info and also between the D and the party that had a rt to the information 

iii) Key – argue that the party with the right to the info (the law firm or whoever) is the “source” 
e) Thieves, securities analysts, and accidental/intentional eavesdropper are not considered insiders and thus aren’t liable

f) If you act in violation of duty to employer you are liable but not liable if no intentional passing of info in violation of duty to employer OR if authorized by employer to give out this info.
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