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I. Introduction

A. Compare firms with contracts ( in terms of Coase theorem, the emphasis is on (reducing) transaction costs, which are often difficult to measure

B. Two ways of thinking of firms:

i.  Bureaucracy Model ( like a mini-government, in which bureaucrats decide what to do ( resembles a political environment

ii. Creature of Contracts ( but the contracts are unusual in two ways: (1) they are vague; and (2) they are interconnected (i.e., the contract between firm and CEO is related to the contract between firm and directors, etc.)

C. Structure of a firm:
i. Main constituent entities: Customers, suppliers, employees, managers (a special kind of employee), shareholders/creditors, and government

a. We are concerned primarily with managers, shareholders, and government (as supervisor)
D. Three perspectives on the firm:

i. Berle/Means ( the separation of ownership (shareholders) and control (managers)

a. Principal problem is abuse (which is bad) ( the managers have interests that differ from those of the owners

i). The solution is increased regulation ( need increasingly stringent regulation as ownership and control are separated

ii. Law and Economics ( starts from the same observation as Berle/Means re: separation of ownership and control

a. Principal problem is agency costs (same as abuse, but without the normative implications) ( simply viewed as an additional cost, like supplies, etc.

i). The solution is market mechanisms ( belief that the market will sanction irresponsible managers/companies; shareholders/markets will set the price of the company accordingly

b. Accepts the idea of residual agency costs ( those costs that can’t be completely eliminated

c. Also accepts a limited government role ( esp. in the courts

iii. Critical Approach ( very underdeveloped ( says there’s something normatively wrong about the separation between ownership and control (Berle/Means)

a. Managers are way over-compensated, and workers and other constituencies should have a greater share of and more power in the company

i). EX: in Germany, many companies have 2 boards, one of which is supervisory (half workers, half people elected by assembly) and the other of which is for management ( gives workers/shareholders much more control/greater stake
II. Agency
A. Who is an Agent?

i. Gorton v. Doty [H.S. football coach crashes teacher’s car and injures player] agency is the relationship which results from the manifestation of consent by one person to another that the other shall act on his behalf and subject to his control, and consent by the other so to act (Restatement (Second) of Agency § 1)
a. Three elements: (1) manifestation of consent by both parties (even if unwritten); (2) one party acting on the principal’s behalf; and (3) that party’s being subject to the principal’s control 
b. NOTE: the rules of agency are quite easily manipulated by the court
c. Restatement (Second) of Agency § 1, comment (b): continuous subjection to the will of the principal which distinguishes the agent from other fiduciaries and the agency agreement from other agreements
ii. A. Gay Jenson Farms Co. v. Cargill, Inc. [lender gets involved in grain elevator’s business] “a creditor who assumes control of his debtor’s business may become liable as principal for the acts of the debtor in connection with the business” ( creditor becomes principal when he “assumes de facto control over the conduct of his debtor”
a. About the “fuzzy” line between debtor-creditor relationship and agency relationship
b. The court also appears to consider who is best positioned to avoid the risk (Cargill)

c. Any agency relationship requires an agreement, but not a contract
d. Restatement (Second) of Agency § 14O:  mere veto power over business acts of debtor by preventing purchases or sales above specified amounts (“negative control”) doesn’t make creditor a principal; creditor becomes a principal when it assumes de facto control over debtor, directs what contracts may or may not be made, whatever the terms of the formal contract may be
B. Liability of a Principal to Third Parties in Contract
i. Authority
a. Beyond the agency relationship, the agent must also have authority to take the action(s) s/he takes
b. Mill Street Church of Christ v. Hogan [churchgoer hires his derelict brother to help with repairs, brother breaks his arm] whether the brother was an “employee” for purposes of Workers’ Compensation ( court finds implied authority (or implicit actual authority) and apparent authority (the brother’s perception)
i). Again, the court appears to look at who is the least cost avoider (the church)
ii). Person alleging agency has the burden of proving it exists ( can be established by circumstantial evidence re: successive transactions, but not by a “mere statement”
iii). Important to distinguish between actual authority (express or implied) and apparent authority (from the perspective of the third party)
ii. Apparent Authority

a. Lind v. Schenley Industries, Inc. [NJ salesman told he’s going to get 1% commissions] court finds that there was apparent authority and upholds the salary, despite the fact that it quadrupled his former salary
i). Apparent authority ( “when a principal acts in such a manner as to convey the impression to a third party that an agent has certain powers which he may or may not actually possess.”
ii). Unclear if third party needs to change her behavior in response to knowledge of agency
iii). Always ask who is in a better position to control the risk
iv). Rule of apparent authority has tradeoffs: if principal is liable, it’s a harm the principal didn’t bargain for; if we don’t impose liability, third party is harmed for relying on agent’s representation
a). So, the line is that the agent must have acted reasonably
b. Three-Seventy Leasing Corp. v. Ampex Corp. [friend agrees to sell computers, then his company refuses] court finds that agent had apparent authority to confirm the computer deal ( “An agent has apparent authority sufficient to bind the principal when the principal acts in such a manner as would lead a reasonably prudent person to suppose that the agent had the authority he purports to exercise.”
i). There’s also a sense of inherent agency power ( “those things which are usual and proper to the conduct of the business which he is employed to conducts…”
iii. Inherent Agency Power

a. Watteau v. Fenwick [pub manager buys cigars w/o owner’s knowledge] owner is liable because activity is “within the authority usually confided to an agent of that character” ( principal is liable to the third party even though he told agent not to do that activity
i). In this situation, the principal was unknown to the third party
ii). Policy: principal has the ability to monitor the agent, whereas the third party has no reason to suspect, esp. when the principal is undisclosed
iii). Restatement (Second) of Agency § 194: undisclosed principal is liable for agent’s acts “done on his account, if usual or necessary in such transactions, although forbidden by the principal”
b. Kidd v. Thomas A. Edison, Inc. [agent agrees to pay musician for all concerts, whether they happen or not] to have apparent authority, you need some representation from the principal, not just the word of the agent; finds principal liable based on agent’s inherent power ( “it makes no difference that the agent may be disregarding his principal’s directions, secret or otherwise, so long as he continued in that larger field measured by the general scope of the business intrusted to his care…”
i). By the selection his agent, the principal has “vouched to some extent for his reliability”
ii). Learned Hand rejects apparent authority and estoppel rationales (because there was no communication from the principal)
c. Nogales Service Center v. Atlantic Richfield Co. (ARCO) [ARCO promises to keep NSC competitive] distinguishes inherent agency power from actual or apparent authority ( it can make the principle liable for conduct he didn’t desire/direct, to persons who may or may not have know of his existence or who didn’t rely on anything the principal said or did
i). Restatement (Second) of Agency § 8A, comment: three situations in which inherent authority exists:
a). General agent does something similar to what he is authorized to do, but in violation of orders
b). Agent acts purely for his own purposes in entering into a transaction which would be authorized if he were actuated by a proper motive
c). Agent is authorized to dispose of goods & departs from the authorized method of disposal
ii). NOTE: in the end, the court rejects jury instruction on inherent authority (conflict with instruction finding guilt only if there’s actual or apparent authority; and objection to jury instruction was insufficiently specific

iii). Restatement (Second) of Agency § 161: A general agent for a disclosed or partially disclosed principal subjects his 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 he is not so authorized

a). Comment b: rule applies regardless of whether there is apparent authority. Thus, the principal may be liable upon a contract 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.
iv. Ratification

a. Botticello v. Stefanovicz [CT husband leases land w/o wife’s permission] husband didn’t act as wife’s agent and wife did not ratify because she lacked intent to ratify and knowledge of all the material circumstances surrounding the deal
i). Ratification: “the affirmance by a person of a prior act, which did no bind him but which was done or professedly don on his account” (Restatement (Second) of Agency § 82)
a). Requires “acceptance of the results of the act with an intent to ratify, and with full knowledge of all the material circumstances”

ii). NOTE: court vacated judgment against the wife, but found the husband liable for breach of contract for conveying full title while only having one-half interest in the title
v. Estoppel

a. Hoddeson v. Koos Bros. [woman buys furniture from an impostor] agency by estoppel represents the farthest limit of circumstances in which the principal can be liable to third parties ( liability will be found where the principal fails to exercise reasonable care and vigilance to protect the customer from loss occasioned by such deceptions

i). Seems to be guided by a policy consideration ( liability arises where there was no way for the third party to check out the bona fides of the person representing himself as an agent (such as in a “modern department store”)
vi. Agent’s Liability on the Contract

a. Atlantic Salmon A/S v. Curran [man creates sham seafood corporation, buys salmon, then doesn’t pay] court finds the sleazy “agent” liable (because the company doesn’t exist and he knew it)
i). Basic rule: an agent is not liable for the contracts signed on behalf of a known principal; if principal is unknown (or partially unknown), however, the third party relies on the credit and credibility of the agent, so he is liable
ii). In this case, the agent had the most information ( best positioned to prevent the risk (“the duty rests upon the agent, if he would avoid personal liability, to disclose his agency, and not upon others to discover it”)
a). But, it was possible for the third parties to check on the legitimacy of the company
C. Liability of Principal to Third Parties in Tort

i. Servant Versus Independent Contractor
a. Two questions:

i). Is there an agency relationship?
a). Servant/employee ( agrees (1) to work on behalf of the master and (2) to be subject to the master’s control or right to control the “physical conduct” of the servant/employee

(i). Respondeat superior makes the principal liable for all actions of its employee/servant

b). Independent contractor ( principal is not liable
(i). Agent-type ( one who has agreed to work on behalf of another, but not subject to the principal’s control over the “physical conduct” (how the result is accomplished)

(ii). Non-Agent ( one who operates independently and simply enters into arm’s length transactions with others

ii). Ws the tort committed within the scope of the agency?
b. Humble Oil & Refining Co. v. Martin [car w/o emergency brake rolls out of gas station’s sloped parking lot] court finds principal liable because the contract effectively established a servant, rather than independent contractor, relationship ( control over operation, sharing operational expenses, furnishing station equipment, location and advertising, giving station owner little business discretion except for employment decisions
i). Humble owned the station and presumably should have made sure the parking lot was level
ii). The determination of servant/independent contractor is intensely fact-specific
iii). The principal (Humble) explicitly reserved the right to dictate what the operator should do
c. Hoover v. Sun Oil Co. [fire in a gas station] court finds principal not liable; the gas-station operator is an independent contractor because the principal “had no control over the details of…day-to-day operation”
i). Noted that the contractual relationship was more like a landlord-tenant relationship; also, station operator bore some financial risk
d. Murphy v. Holiday Inns, Inc. [wet floor at a Holiday Inn] court finds no agency relationship because the contract gave defendant no “control or  right to control the methods or details of doing the work”
i). But, if a franchise contract so “regulates the activities of the franchisee” as to the vest the franchiser with control, an agency relationship arises regardless of express disclaimers, etc.
ii). Control is a central element of the definition of an agency relationship

iii). Restatement (Second) of Agency § 219(1): “A master is subject to liability for the torts of his servants committed while acting in the scope of their employment.”
ii. Tort Liability and Apparent Agency

a. Billops v. Magness Construction Co. [Hilton manager ruins guests’ party] franchisor is liable ( actual authority claim should survive summary judgment because of a mandatory operating manual; even if banquet manager acted outside of scope of his duties, the court imposed liability because of apparent authority; requires that the principal made a representation (no crazy employees) on which the third party relied
i). Different from Holiday Inns ( that was a negligent janitor, this is an intentional tort by a banquet manager (more authority)
a). NOTE: intentional torts are harder to control, but the court still finds principal liable
iii. Scope of Employment

a. Ira S. Bushey & Sons, Inc. v. United States [drunk sailor sinks ship] court finds US liable for sailor’s actions not because they were within the scope of his duties, but because they were foreseeable and the harm was within the scope of the enterprise (fairness rationale)
i). Rejects the purpose rationale (from the Restatement) and the policy/economic rationale (trial court) about least cost avoider
b. Manning v. Grimsley [Orioles pitcher pegs heckling fan] court finds employer liable so long as the conduct, even though criminal, was in furtherance of servant’s duty to the master
i). Restatement (Second) of Agency § 231: a servant’s acts “may be within the scope of employment although consciously criminal or tortious” ( but not “serious crimes”
ii). Restatement (Second) of Agency § 228(2): a servant’s use of force is within the scope of employment if “the use of force is not unexpectable by the master”
iv. Statutory Claims

a. Arguello v. Conoco, Inc. [racist employees of Conoco and Conoco-branded gas stations] court relies on language in the contract disclaiming agency relationship between Conoco and Conoco-branded stores; but, allows for (potential) liability in Conoco-owned store (no liability because actions were outside scope of employees duty)
i). Behavior was criminal because it violated Title II; in a statutory context the agency rules might be different (i.e., courts might be more reluctant to find liability) ( because statute could simply impose liability on the principal regardless of common law rules
v. Liability for Torts of Independent Contractors

a. Majestic Realty Associates, Inc. v. Toti Contracting Co. [contractor building a parking lot breaks down a wall] principal can be liable for torts committed by independent contractor if the contractor retains control of the physical conduct, engages an incompetent contractor (whose incompetence can be reasonably known to the principal), or if the activity contracted for constitutes nuisance per se ( this case turns on the latter
i). The definition of “nuisance per se” equates roughly with work that is inherently dangerous (as opposed to ultra-hazardous, which imposes absolute liability)
a). Line between normal and inherently dangerous work is “shadowy,” but NY law says demolition is inherently dangerous ( principal is liable
D. Fiduciary Obligations of Agents

i. Duties During Agency

a. Reading v. Regem [soldier in Cairo escorting “secret” lorries] court finds that soldier owes any money he made to the Crown ( “if a servant takes advantage of his service and violates his duty of honesty and good faith to make a profit for himself…then he is accountable for it to his master”
i). This is “to be distinguished from cases where the service merely gives the opportunity of making money” ( where the service is the “sole cause” of the servant’s getting money and it is gotten dishonestly, “that is an advantage which he is not allowed to keep”
b. General Automotive Manufacturing Co. v. Singer [auto/metal shop manager runs his own side business] failure to disclose opportunities and retention of profits from side orders violates fiduciary duty of employee to employer to exercise utmost good faith and loyalty not to act adversely to employer’s interests; employee has duty to act for the furtherance and advancement of the employer’s interest
i). Employee liable for the amount of the profits he earned in his side line business
ii). He had a duty to disclose opportunities (default rule), even if employer couldn’t have taken advantage of them ( he breached his contract and his fiduciary duty
a). Because this is the default rule, parties are free to contract for other arrangements
ii. Duties During and After Termination of Agency: Herein of “Grabbing and Leaving”

a. Town & Country House & Home Service, Inc. v. Newberry [old employees steal mass production home cleaning business and customer list] employees aren’t prevented from entering in the business, but they can’t take the clients, “whose trade and patronage have been secured by years of business effort and advertising, and the expenditure of time and money, constituting a part of the good will of a business which enterprise and foresight have built up” ( essentially, agent can’t take the product of the principal’s work when there are other competitive means available
i). Tension between protecting entrepreneurship (employees can’t take the client list) and protecting competition (employees can enter the same line of business)
III. Partnerships
A. What is a Partnership? And who are the Partners?
i. Uniform Partnership Act (UPA) § 6(1): “A partnership is an association of two or more persons to carry on as co-owners a business for profit.”
a. This definition is widely accepted in states
ii. Partners Compared with Employees

a. Fenwick v. Unemployment Compensation Commission [salon owner makes receptionist “partner”] court finds that the relationship is not a partnership, despite the formal designation as such; focuses on “carry on” and co-ownership elements of the UPA definition; finds that “carry on” seems to imply being more than an employee
i). Elements of partnership: (1) intention of the parties, (2) right to share profits, (3) obligation to share losses, (4) ownership & control of property, (5) community of power in administration, (6) language of agreement, (7) conduct of parties toward third parties, and (8) rights upon dissolution
a). Basically, (1) intent of the parties, (2) ownership/residual claims, (3) management/control, and (4) holding out (to third parties)
b). Unclear which is the most decisive factor (maybe sharing in profits?)

ii). NOTE: court is concerned about allowing easy formation of partnership to evade the legal consequences of employee/employer relationships
iii. Partners Compared with Lenders

a. Martin v. Peyton [friends lend money to failing investment firm] no partnership arising from agreement intended to safeguard the creditor’s interests, despite veto power, inspection of books, and consultation on important decisions ( “a question of degree is often the determining factor” ( here, the provisions were only sufficient to protect the lenders’ security interest, but not to initiate any transaction on behalf of the firm or bind the firm by any of their actions
i). Lenders were arguing that they weren’t partners, to avoid liability for debtor’s debt
a). UPA § 15(b): all partners are liable jointly for debt of any partners incurred in connection with the partnership business
ii). NOTE: court finds no partnership, despite sharing of profits
b. Southex Exhibitions, Inc. v. Rhode Island Builders Association, Inc. [RI home show exhibitor wants to prove partnership] “it does not necessarily follow that evidence of profit sharing compels a finding of partnership formation”; esp. when the “totality of the circumstances” weigh against it (no mutual control over business operations, no partnership tax returns, no loss-sharing agreement) ( no partnership (actually, no clear error in lower court’s fact-finding)
i). “the labels parties assign to their intended legal relationship, while probative of partnership formation, are not necessarily dispositive as a matter of law, particularly in the presence of countervailing evidence…” ( look through the form to the economic substance
iv. Partnership by Estoppel

a. Young v. Jones [people lose $550K in sham bank that was audited by Price Waterhouse Bahamas] court rejects partnership by estoppel claim ( no clear evidence of holding out and plaintiff didn’t “give credit” to the partnership (court reads this literally to mean extending a loan); restrictive reading of partnership by estoppel
i). Partnership by estoppel ( partnership implied by law due to a holding out, even in the absence of actual partnership (analogous to apparent authority) ( requires a third party to have relied on the representation of partnership
ii). NOTE: plaintiffs wanted to sue PW-US because of money, SC jurisdiction, ease of enforcement of a remedy, etc.

iii). UPA § 7(1): persons who are not partners as to each other are not partners as to third persons

iv). UPA § 16(1): person who represents self as partner to third person is liable to that third person who has “given credit” to partnership
B. The Fiduciary Obligations of Partners

i. Introduction

a. Meinhard v. Salmon [punctilio of honor in NYC building lease partnership] managing partner breached fiduciary duty by failing to disclose new lease opportunity to financing partner and taking lease for himself; “a trustee is held to something stricter than the morals of the market place. Not honesty alone, but the punctilio of an honor the most sensitive, is then the standard of behavior”
i). Lower court’s remedy creates deadlock/inalienability ( Cardozo makes a corporation with evenly-split shares +1 for Salmon (to retain management/control)
ii). NOTE: raises time/scope problem re: partnership ( how do we define the length/terms of partnership? (see Andrews’ dissent)
b. Revised UPA § 404: 
a). Only fiduciary duties owed by a partners are duty of care and duty of loyalty
b). Duty of loyalty to the partnership and other partners is limited to the following:
(i). Don’t misappropriate the partnership opportunity (cf. Singer)
(ii). Don’t conduct or wind up in a way that is adverse to the interests of the partnership
(iii). Don’t compete with the partnership
c). Duty of care to the partnership and the other partners in conduct/winding up of partnership is limited to refraining from grossly negligent or reckless conduct, intentional misconduct, or a knowing violation of law
d). …obligation of good faith and fair dealing
e). No violation merely because the partner's conduct furthers the partner's own interest
ii. After Dissolution

a. Bane v. Ferguson [retired partner loses pension when his old firm dissolves] Posner rules that partners do not owe a fiduciary duty to former partners, only to current partners
i). NOTE: this case involved a duty of care ( claim was negligent mismanagement
iii. Grabbing and Leaving

a. Meehan v. Shaughnessy [law partners form their own firm and take clients from old firm] partners can take all steps to leave (competition value), so long as they “render on demand true and full information of all things affecting the partnership to any partner” (UPA § 20); but, taking clients without giving the old partnership a fair chance to keep them is a breach of fiduciary duty, creating an unfair advantage (entrepreneurship value ( see Newberry)
iv. Expulsion

a. Lawlis v. Kightlinger & Gray [alcoholic law partner fired] because partnership agreement provided for no cause expulsion, there was no breach of duty in firing partner; expulsion must be “bona fide” or in “good faith” for dissolution to occur without breach of partnership agreement ( here there was a “cloud of equity” around the actions of the firm
i). Represents an erosion of the “punctilio” ( no “good faith” requirement interpersonally, only professionally
ii). Emphasizes a concern about protecting clients ( Lawlis is not good at this
C. Partnership Property

i. Some comments on UPA (1914) and Revised UPA (1997):
a. UPA (1914) ( inclined to see partnership as a group of individuals, rather than as an entity
b. Revised UPA (1997) ( sees partnership as an entity (creates a “gravitational” pull toward different consequences)
i). § 201(a): A partnership is an entity distinct from its partners
ii. Putnam v. Shoaf [embezzled money from Frog Jump Gin] Putnam transferred her interest in the partnership, which included all property ( property belonging to the partnership does not belong to the individuals

a. Revised UPA § 203: property acquired by a partnership is property of the partnership and not of the partners individually
b. Revised UPA § 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
c. Revised UPA § 502: the only transferable interest of a partner in the partnership is the partner’s share of the profits and losses of the partnership and partner’s right to receive distributions
D. The Rights of Partners in Management

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

ii. UPA § 18(h): “any difference arising as to ordinary matters connected with the partnership business may be decided by a majority of the partners”
iii. National Biscuit Company v. Stroud [partners squabble over purchase of bread from Nabisco] each partner is liable for debts of other partner within scope of partnership, even if not authorized (cf. actual and/or apparent authority); non-consenting partner could dissolve partnership with notice to third parties to avoid liability
a. Half the members of a partnership are not a majority ( can’t make restrictions on the power of other partners to act
b. NOTE: Non-consenting partner was found liable even though he had given notice to Nabisco
iv. Summers v. Dooley [trash collectors in ID; one unilaterally hires employee] court finds that non-consenting partner is not liable to other partner; where there’s deadlock, the effect is to maintain the status quo (though this requires some background knowledge to determine status quo) ( “a majority of the partners did not consent to the hiring of the third man”
a. No liability to a third party (as in Nabisco) ( case is about liability of one partner to the other
v. Day v. Sidley & Austin [disgruntled powerhouse partner resigns from firm] claim that merger made partner “worse off” rejected by the court ( no breach of fiduciary duty in failure to reveal information regarding changes in internal structure (decision to eliminate Day’s chairmanship), which did not produce profit for the offending partners nor financial loss for the partnership as a whole
a. Essentially: partners have tremendous flexibility to make any agreement that suits them, without concern about niceties of partnership theory ( but, “you made your bed, now you must lie in it”
b. Revised UPA: if a partner retires pursuant to an appropriate provision in the partnership agreement, there is dissociation (§ 601) rather than dissolution (§ 801)
i). Dissociated partner is entitled (default rule) to her share of the greater of the liquidation value or value based on the sale of the entire business as a going concern (§§ 701(a), (b))
E. Partnership in Dissolution

i. The Right to Dissolve
a. Dissolution doesn’t terminate the partnership (is distinct from a winding up of the business)

i). Two ways to dissolve a partnership:

a). Without violation of the partnership agreement

(i). If there’s a natural term, at the end of the term (see Andrews’ dissent in Meinhard)
(ii). If there’s no term, it’s at will (but see Meinhard)

(iii). Or, if there’s an understanding re: expulsion, this can happen (see Lawlis)

b). With violation of the partnership agreement

(i). Parallels breach of contract ( unfettered unilateral right, but you might have to pay
b. Owen v. Cohen [partners in bowling alley can’t get along] court orders dissolution because partner created “quarrels and disagreements of such a nature and to such extent that all confidence and cooperation between the parties has been destroyed” and “by his misbehavior materially hinders a proper conduct of the partnership business”; orders repayment to partner/creditor all of his debt
i). UPA § 32: court shall decree a dissolution whenever: …(c) a partner has been guilty of such conduct as tends to affect prejudicially the carrying on of the business; (d) willfully or persistently commits a breach of the partnership agreement, or otherwise so conducts himself in matters relating to the partnership business that it is not reasonably practicable to carry on the business in partnership with him
ii). Revised UPA § 801(5): court dissolution where: (i) the economic purpose of the partnership is likely to be reasonably frustrated; (ii) another partner has engaged in conduct relating to the partnership business that makes it not reasonably practicable to carry on the business in partnership with that partner; or (iii) it is not otherwise reasonably practicable to carry on the partnership business in conformity with the partnership agreement
c. NOTE: difference between co-operating partnership and financing partnership
i). Co-operating Partnership ( all partners are involved in day-to-day management (Nabisco, Owen v. Cohen)

ii). Financing Partnership ( one (or a few) partners manage, others fund (Meinhard v. Salmon, Collins v. Lewis) ( disputes tend not to be about day-to-day management

a). A financing partner gets an equity interest (proportional returns), as opposed to a debt interest (fixed income stream)
d. Collins v. Lewis [dispute over expensive cafeteria] court refuses to dissolve the partnership because it was competently run by Lewis and the only reason there was no reasonable expectation of a profit was Collins’ meddling; but, “there always exists the power, as opposed to the right, of dissolution” ( court encourages Collins to breach the partnership agreement, even though he’ll have to pay damages
i). Any financing partnership presents a problem of incentives for the managing partner to be derelict in his duties, because the financing partner has no control over revenue-generation
e. Page v. Page [brothers in linen supply business] court rules that partnership can be dissolved at any time because there is no specific term ( it is a partnership at-will which can be terminated at any time; brother who is creditor will clearly be able to buy the company, which is about to become profitable
i). But, the court says the duty of “good faith” might protect the screwed brother ( “A partner may not dissolve a partnership to gain the benefits of the business for himself, unless he fully compensates his co-partner for is share of the prospective business opportunity…”
ii). Suggests that there is no such thing as an indefinite partnership ( aggregate theory of partnership which depends on the people who are partners (not quite an independent entity)
ii. The Consequences of Dissolution

a. Prentiss v. Sheffel [shopping mall in AZ] minority partner frozen out of management, then partnership dissolved and offered in judicial sale ( court says there is no law prohibiting partners from bidding at a judicial sale of the partnership assets
i). Defendant claimed his income for his share was less because bidding was artificially low because of other partners’ participation/paper dollar bids
a). We don’t exclude partners from bidding because (a) there are big information costs if new people buy it, (b) partners know best how to value the business, and (c) partners would be tempted to participate anyway through “straw men”
ii). Background rule: loss incurred by partnership paid in proportion to partners’ share
b. Monin v. Monin [two brothers in milk hauling] the fiduciary obligations of a partner to his or her partners continue through the wind-up phase, even after the dissolution of the partnership ( “one partner cannot benefit at the expense of the partnership”; court says Sonny is liable to Charles for damages = value of the contract
i). Also, the partnership sale agreement contained a “null and void” clause and non-compete covenant, which Sonny violated ( could be liable for breach of partnership agreement
c. Pav-Saver Corp. v. Vasso Corp. [patented paving machine] court says PSC’s wrongful termination of a permanent partnership invokes the UPA, which grants Vasso (which rightfully ousted PSC) the right to continue in business ( overrides the contract provision restoring patents to PSC
i). Because PSC wrongfully terminated the partnership, its interest in the partnership did not include good will (and the court found the patents to have no value other than good will)
ii). PROBLEM: the UPA usually is a default rule, but it’s used here by the courts to reject a provision of the partnership contract
iii). UPA § 38: damages for breach against partner who wrongfully caused dissolution
a). Non-breaching partners may continue business during the agreed term for the partnership and retain partnership property, so long as they pay breaching partner value of his interest in the partnership at the dissolution, less any damages and in like manner indemnify him against all present or future partnership liabilities
b). Breaching partner has right to receive value of his interest in the partnership, not including value of goodwill, less any damages caused by dissolution, and to be released from all existing liabilities of the partnership
(i). NOTE: in Revised UPA, there is no reduction for the value of goodwill
iii. The Sharing of Losses

a. Kovacik v. Reed [failed kitchen renovation business in SF] court holds that “where one party contributes money and the other contributes services, then in the event of a loss each would lose his own capital—the one his money and the other his labor” ( 
i). Background rule: “in the absence of an agreement to the contrary the law presumes that partners and joint adventurers intended to participate equally in the profits and losses of the common enterprise, irrespective of any amounts each contributed…with the losses being shared by them in the same proportion as they share the profits…”
ii). Revised UPA § 18(a), comment: expressly rejecting Kovacik ( “losses, whether capital or operating, are shared in proportion to each partner’s share of the profits”
iv. Buyout Agreements

a. You can establish a buy-out formula to deal with situations in which a partner is terminated (or wants to leave), to avoid dissolution/winding-up/etc. ( but you have to consider (a) “trigger” events, (b) obligation v. option, (c) price, (d) payment method, (e) protection against partnership debts, and (f) procedure for offering to buy/sell
b. G&S Investments v. Belman [coke addict partner in Tucson housing development dies] court says wrongful conduct gave the court the power to dissolve the partnership and the other partners the power to continue in the business ( price of buyout determined based on “capital account” rather than FMV (no liquidation of partnership assets required); the filing of the complaint was not the cause of dissolution
i). If there’s a buy-out agreement, courts will be VERY deferential ( “Modern business practice mandates that the parties be bound by the contract they enter into, absent fraud or duress…”
v. Law Partnership Dissolutions

a. Jewel v. Boxer [law firm splits up] “absent a contrary agreement, any income generated through the winding up of unfinished business is allocated to the former partners according to their respective interests in the partnership” ( regardless of which former partner provides legal services in the case after the dissolution
i). Rejects quantum meruit allocation, because it would cause partners constantly to compete for the most remunerative cases in case the partnership should be dissolved
ii). Embraces a sharing approach: “to allocate such income to the former partners of the old firm in accordance with their respective percentage interests in the former partnership”
iii). PROBLEM: this creates a strong disincentive for partners in new firms to work on old cases (or a strong incentive to settle quickly), of which they will only get a percentage, rather than new cases of which they will get 100%
a). Court says fiduciary duty will protect against this, and sharing of profits from cases taken by other firm ( but this won’t happen
b. Meehan v. Shaughnessy [same law firm split up with shady client letters sent] court honors “fair charge” formula in partnership agreement for cases properly removed, except the requirement that departing partners only take cases they were responsible for bringing in (the client’s right to choose counsel trumps this provision); former partners no longer have a continuing fiduciary obligation to wind-up for the benefit of each other the business they shared in their former partnership
i). Remedy for improperly removed cases (where departing partners breached their fiduciary duty to the old partnership) is sharing rule ( departing partners share profit (fee - overhead costs - fair charge = profit) from those cases with former partners
F. Limited Partnerships

i. Limited partnership is a vibrant legal form ( in which some (limited) partners avoid personal liability (only liable to the extent of their investment in the partnership)

a. NOTE: there always has to be at least one general partner (management responsibilities & unlimited liability)
ii. Holzman v. De Escamilla [farmers in CA] court says limited partners, by telling general partner what crops to plant and preventing him from withdrawing money without their signature, became general partners ( “A limited partner shall not become liable as a general partner, unless, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business”
a. NOTE: limited partnership requires an affirmative act (need certification from Secretary of State), as opposed to a general partnership, which you can just fall into

b. POLICY: if you participate in the decisions, you don’t need to be protected from the consequences arising therefrom; also, if you have control but no liability, there is a moral hazard
iii. RULPA § 303(a): “a limited partner is not liable for the obligations of a limited partnership unless the limited partner is also a general partner or, in addition to the exercise of his rights and powers as a limited partner, he takes part in the control of the business. However, if the limited partner takes part in the control of the business and is not also a general partner, the limited partner is liable only to persons who transact business with the limited partnership and who reasonably believe, based upon the limited partner’s conduct, that the limited partner is a general partner”
a. Limited partner is only liable if third party reasonably believed him to be a general partner

iv. RULPA § 303(b): “a limited partner does not participate in control…solely by…(2) consulting with and advising a general partner with respect to the business of the limited partnership”
IV. The Nature of the Corporation
A. Promoters and the Corporate Equity

i. Promoter: person who identifies a business opportunity and puts together a deal, forming a corporation as the vehicle for investment by other people
a. Restatement (Second) of Agency § 388: “Unless otherwise agreed, an agent who makes a profit in connection with transactions conducted by him on behalf of the principal is under a duty to give such profit to the principal”
ii. Southern-Gulf Marine Co. No. 9, Inc. v. Camcraft, Inc. [entrepreneur contracts for a boat before his company is formed] court enforces the contract because it is a corporation by estoppel ( where a party deals with a future corporation recognizing the corporate form, and the party is not harmed by holding it to its recognition, it is estopped from denying the existence of the corporation
a. A party can’t escape valid obligations to a de facto corporation because of its de facto character, “unless its substantial rights might thereby be affected”
B. The Corporate Entity and Limited Liability

i. Walkovsky v. Carlton [shady cab owner—10 little corporations with 2 cabs each] court refuses to “pierce the corporate veil” because owner complied with the law (re: maintaining minimum allowed insurance ($10K)); this is limited liability in its starkest guise ( innocent victim only gets $10K
a. Three theories for finding owner personally liable:
i). Piercing the corporate veil ( only “[w]henever necessary to prevent fraud or to achieve equity”
a). “prevent fraud” seems to suggest it addresses the penumbra of fraud, not just fraud itself (which is already illegal)
b). “achieve equity” is incredibly vague ( Fuld says owner complied with the law, so any inequity was permitted by the legislature
ii). Respondeat superior (agency) ( corporate law trumps agency law, usually
a). “[W]henever anyone uses control of the corporation to further his own rather than the corporation’s business, he will be liable for the corporation’s acts ‘upon the principle of respondeat superior”
iii). Enterprise liability (reverse veil-piercing) ( where owner might not be liable, but other corporations within the enterprise might ( requires showing that the companies were all operating as a single company, and that their separation was a fiction
b. Keating (dissent): this outcome is inequitable ( company was “vested with a public interest” and “organized with capital insufficient to meet liabilities which are certain to arise in the ordinary course of the corporation’s business” ( essentially: you don’t need to do anything illegal for veil piercing
ii. Sea-Land Services, Inc. v. Pepper Source [businessman with 5 corporations defaults on freight bill then dissolves defaulting corporation] court applies Van Dorn test ( finds that there was “such unity of interest and ownership that the separate personalities of the corporation and the individual [or other corporation] no longer exist” (shared control/unity of interest), but remands for more proof that “adherence to the fiction of separate corporate existence would sanction a fraud or promote injustice”
a. The elements of the Van Dorn test (both must be met):
i). Shared control/unity of interest:
a). failure to maintain adequate corporate records/comply with corporate formalities
b). commingling of funds
c). undercapitalization
d). one corporation treating the assets of another as its own
ii). Sanction fraud/promote injustice
a). Promote injustice = “something less than an affirmative showing of fraud” but more than an unsatisfied judgment (because then every plaintiff would “pass on that score”) ( “some wrong beyond a creditor’s inability to collect would result” (e.g., unjust enrichment)
b. NOTE: effort to get owner’s assets, but also to “reverse pierce” to get assets of other corporations
iii. Kinney Shoe Corp. v. Polan [Kinney Shoe pierces the corporate veil to get unpaid rent] court pierces the veil because there is a unity of interest and adhering to the fiction would not produce an “equitable result”; court uses a “totality of the circumstances” test ( basically eliding the inquiry, saying the transaction is “shady”
a. “This company was no more than a shell—a transparent shell. When nothing is invested in the corporation, the corporation provides no protection to its owner: nothing in, nothing out, no protection…”
b. Discusses (but doesn’t apply) third prong from Laya (may apply in certain cases) ( least cost avoider re: capitalization
i). “permissive and not mandatory” requirement that sophisticated parties (esp. banks) should conduct a reasonable investigation of corporation’s credit, and then assume the risk of contracting with undercapitalized corporations ( doesn’t apply in tort situations, however
iv. In re Silicone Gel Breast Implants Products Liability Litigation [breast implants MDL with parent-subsidiary corporate relationship] court rejects summary judgment because subsidiary could be “but the alter ego of” the parent, based on a showing of “substantial domination” of the subsidiary; also gets at parent directly for negligent undertaking ( putting its name on the faulty products
a. Factors: common directors/officers; common business departments; consolidated financial/tax statements; parent finances the subsidiary; parent caused incorporation of subsidiary; subsidiary is grossly undercapitalized; parent pays salaries and other expenses of subsidiary; subsidiary’s only business comes from parent; parent uses subsidiary’s property as its own; daily operations are not kept separate; and subsidiary doesn’t observe basic corporate formalities; etc.
b. Suggests that the fraud/injustice/inequity requirement might arise in contract, but not in tort (in many states) ( because of third parties’ consensual involvement in contracts, but not in tort
i). Even so, says there’s probably inequity/injustice in allowing subsidiary to be grossly undercapitalized re: potential risks
v. Frigidaire Sales Corp. v. Union Properties, Inc. [limited partnership with corporation as general partner] court upholds limited liability where defendants were limited partners and also managed corporate general partner, because they “scrupulously separated their actions on behalf of the corporation from their personal actions” and “no fraud or manifest injustice is perpetrated upon third persons who deal with the corporation”
a. GM: never give up ( today this can be done with a LLC
C. Shareholder Derivative Actions

i. Introduction

a. One way of limiting the actions of managers to creating profit for shareholders, not for themselves ( arising from the fiduciary duties of the managers
i). Shareholders interfere with the management of the business, violating the traditional separation of functions
ii). Three aspects of shareholding:

a). Loyalty: loyalty to the corporation
b). Voice: participation in the decisions/actions of the company
c). Exit: ability to leave the company/sell your shares
b. Cohen v. Beneficial Industrial Loan Corp. [NJ bond requirement] SCOTUS upholds requirement that named plaintiff put up a security for costs, to cover reasonable expenses (including counsel fees), unless she owns at least 5% or $50K of stock ( says this discourages “strike suits” (greedy lawyers); says this law is substantive, not just procedural, so it is applied by federal courts (Erie)
i). Says law is a reasonable approach, if not the best, to precluding strike suits
c. Eisenberg v. Flying Tiger Line, Inc. [distinguishing direct from derivative actions] court embraces NY law distinguishing direct/representative suits (brought for interferences “with the plaintiff’s rights and privileges as stockholders”; alleging a personal harm beyond lost value of shares) from derivative suits (brought in the right of a corporation to procure a judgment “in its favor”) ( no security for costs requirement in representative/direct suits
i). In this case, exclusion from voting was the personal harm
ii). The recovery of damages goes to the corporation in a derivative suit, but directly to shareholders in a representative suit
ii. The Requirement of Demand on the Directors

a. Grimes v. Donald [plaintiff says DE telecom company gave CEO too much power] court rejects claims because plaintiff failed to raise a reasonable doubt that board’s refusal of demand was valid business judgment; demand requirement is only necessary in derivative, not direct suits
i). Direct action: plaintiff must claim injury “separate and distinct from that suffered by other shareholders” or a “wrong involving a contractual right of a shareholder which exists independently of any right of the corporation”
a). Direct/derivative distinction turns on (a) the nature of the wrong alleged and (b) the relief, if any, which could result if plaintiff were to prevail
ii). Demand requirement in DE: plaintiff must either
a). Make a pre-suit demand that the board assert the corporation’s claim
(i). If board accepts demand, then plaintiff doesn’t have to sue
(a). But, no attorney’s fees, board might settle for nothing (though you could attack the settlement in an independent action) ( plaintiff doesn’t really want this

(ii). If board rejects demand, then plaintiff can re-file the suit

(a). but, there is a heightened burden of proving that the board’s rejection was wrongful ( this is very hard to prove because BJR applies
i. then you have to prove there was a conflict of interest, to overcome BJR
b). Allege with particularity why he was justified in not making the demand
(i). Must demonstrate futility (if he can’t prove futility, then the lawsuit fails)
(a). Substance
i. Conflict of interest ( majority of the board has a personal financial interest in the transaction

ii. Lack of independence ( majority of the board is incapable of acting independently, even if not personally conflicted (i.e., familial interest, executive “domination”)

iii. Egregiously wrong ( when the underlying transaction is not the exercise of valid business judgment

(b). Proof Standard ( reasonable doubt, which seems to suggest a pretty low standard, but Grimes makes this a little harder: significant doubt in a reasonable person
(c). Pleading ( must plead with particularity (high standard), using the “tools at hand” (news, press, SEC filings, books, etc.)

(d). Standard of review is abuse of discretion ( highly deferential to the DE Chancery Court

(ii). NOTE: in DE, you can’t make a demand and then withdraw it
iii). POLICY: acts like an ADR mechanism; allows the board to do the right thing/control the litigation; might prevent/weed out strike suits; if demand is excused or wrongfully refused, shareholder can still litigate
b. Marx v. Akers [NY derivate suit against IBM for outside directors’ compensation] demand requirement is excused for challenges where directors were self-interested, because of the conflict of interest (outside directors); demand is not excused for individual directors not acting in a self-interested manner (executives, who didn’t get compensation)
i). NY (Barr) standard for demand/futility ( complaint must allege with particularity:
a). majority of the board is interested in the challenged transaction ( can either be self-interest in the transaction at issue or being “controlled” by a self-interested director
b). majority of the board did not fully inform themselves about the challenged transaction to the extent reasonably appropriate under the circumstances
c). the challenged transaction was so egregious on its face that it could not have been the product of sound business judgment of the directors
ii). NOTE: case dismissed on the merits ( director compensation did not constitute waste, even if demand requirement was waived
iii. The Role of Special Committees

a. Auerbach v. Bennett [company sets up committee of “independent” directors to review company’s international bribes] NY, not DE; special litigation committee hires outside counsel, which recommends abandoning the derivative suit (after the demand phase) ( court upholds the committee’s decision
i). BJR applies to the independent directors, so long as the conflicted directors are not involved and the committee is actually independent
ii). Plaintiff can challenge:

a). the independence of the special litigation committee ( but it’s easy to make the committee independent

b). the investigative procedures and methodologies (as opposed to the substance/conclusions, which are subject to BJR) ( this is very hard to do
(i). proof that the investigation has been so restricted in scope, so shallow in execution, or otherwise so halfhearted as to constitute a pretext or sham, would raise questions of good faith or conceivably fraud not shielded by the BJR

iii). NOTE: this seems to make it easy for a corporation to overcome derivative litigation
b. Zapata Corp. v. Maldonado [DE approach to special litigation committees] even after demand is excused, board has power to create an SLC to investigate a lawsuit and make recommendations to the court
i). SLC recommendations are reviewed in two-step process:
a). “inquire into the independence and good faith of the committee” ( corporation has the burden of proving independence, good faith, and reasonable investigation (good procedures/methodologies)
b). Court applies its own business judgment ( consider and weigh how compelling the corporate interest in dismissal is when faced with a non-frivolous lawsuit, giving “special consideration to matters of law and public policy in addition to the corporation’s best interests”

ii). NOTE: this analysis applies to situations in which demand was excused, not in which an independent committee made a decision based on a demand ( controlled by BJR
D. The Role and Purposes of Corporations

i. A.P. Smith Mfg. Co. v. Barlow [NJ corporation donates to Princeton] court upholds donation as intra vires ( made in reasonable belief that it would aid public welfare and advance interests both as a private corporation and as part of community (not made indiscriminately or to a pet charity of corporate directors in furtherance of personal rather than corporate ends)
a. Seems to go pretty far in allowing charitable corporate donations for public policy reasons; but, makes light of impacts on shareholders’ profits/lack of shareholder control of recipient
b. NOTE: courts have been extremely tolerant in accepting the business judgment of officers/directors including about whether a charitable donation will be good for the corporation in the long run
i). CA, NY laws all allow corporate charitable donations for charitable, scientific, educational, etc. purposes, without consideration of corporate benefit (DE doesn’t say anything about corporate benefit)
ii. Dodge v. Ford Motor Co. [Ford withholds special dividends and announces plan to expand production and drop the price of cars] court upholds decision to expand, but rejects the withholding of special dividends because “it is not within the lawful powers of a board of directors to shape and conduct the affairs of a corporation for the merely incidental benefit of shareholders and for the primary purpose of benefiting others” ( rare example of the court’s rejecting a corporate “charitable” decision
a. Ford had a sufficient surplus to continue to give the dividend without detriment to its business, so refusing was an “abuse of discretion” ( failure to maximize profits is an abuse of the duty of good faith to shareholders
b. Eleemosynary activities are okay when they are for the employees, but not when it’s for “mankind”
c. NOTES: Ford was worried that demand was elastic, so lowering prices wasn’t entirely altruistic; also, the Dodges were competitors, so Ford was trying to undercut them and cut off their money
iii. Shlensky v. Wrigley [Cubs owner refuses to put lights in Wrigley Stadium] court defers to board’s decision unless tainted with fraud ( highly deferential to directors’ charitable decisions, even if the target is a “pet charity”
V. The Duties of Officers, Directors, and Other Insiders

A. The Obligations of Control: Duty of Care

i. Duty of Care: fiduciary duty of director to exercise reasonable care in managing the corporation’s affairs ( generally, courts are VERY deferential (courts don’t rely on their own business judgment) ( the business judgment rule (BJR)
a. Standard of liability is gross negligence ( throw the “punctilio” right out the door
b. POLICY for low burden: complexity of decision-making; benefit of risk-taking; shareholders are often highly diversified, can exercise voice or exit; courts don’t want to interpose
ii. Kamin v. American Express Co. [AMEX distributes shares of devalued stock as dividend rather than selling and taking a loss for tax purposes] court upholds decision under BJR, because directors had a legitimate interest in keeping up the value of the stock by issuing good financial statements; there was no evidence of bad faith or fraud
a. Director is only chargeable with negligence for malfeasance or nonfeasance, not misjudgment ( a bad decision is not sufficient to sustain a claim of waste/violation of duty of care
b. NOTE: directors were probably large shareholders ( self-interested in preserving the share price, but court ignores this (duty of loyalty), and views it as a duty of care case
iii. Smith v. Van Gorkom (Del. Sup. Ct. 1985) [dominant CEO of Trans-Union pushes sale of company to Pritzkers] rejects BJR because board’s decision was not informed (took only 2 hours, made without proper papers), the market test was meaningless because of the Pritzker terms, and because the proxy materials submitted to shareholders were deficient (board had no adequate info re: intrinsic value of company; “false and misleading” characterization of a valuation report presented to the board) ( gross negligence
a. Directors breached duty of care (1) by their failure to inform themselves of all relevant and reasonably available information and (2) by their failure to disclose all material information that is reasonably important to a shareholder re: merger
b. Entire fairness ( even if the BJR doesn’t apply, the transaction can be upheld if entirely fair
i). Factors: “the timing, initiation, negotiation, and structure of the transaction, the disclosure to and approval by the directors, and the disclosure to and approval by the shareholders” Cinerama v. Technicolor
c. Duty of loyalty and duty of care in DE have created “a virtual per se rule of [awarding] damages for breach of the fiduciary duty of disclosure ( Cinerama v. Technicolor
iv. Francis v. United Jersey Bank [old drunk widow doesn’t stop deadbeat sons from destroying reinsurance company] widow of founder held personally liable for corporation's insolvency for breach of duty of care as director for failing to notice and put an end to sons' siphoning from client accounts; receipt of financial statements gave rise to duty to inquire ( she was entirely uninformed
a. Directors are not responsible for day-to-day involvement or audit but general monitoring of corporate affairs and policies ( duty to “keep informed,” “not slant their eyes,” “regular review of financial statements,” “rudimentary knowledge” (not even “reasonable” knowledge)
b. Her negligence was a proximate cause of (a “substantial factor in”) the company’s decline ( “contributed to the climate [and continuation] of corruption” 
v. In re Caremark International Inc. Derivative Litigation (1996) [approving settlement of healthcare kickback case] essentially establishes a “duty of attention” ( distinguishes “considered” (no substantive review, BJR, even if grossly negligent) and “unconsidered” action (no BJR); looks at procedure for proof ( board must have “information and recording systems” (forced alternative regulatory system that ensures boards will take procedural steps)
vi. Various approaches to duty of care in DE:
a. Court’s own business judgment (Zapata) ( strong standard, might be used re: passive board

b. Gross negligence (Van Gorkom) ( was action way out of bounds?

c. Strict BJR (Caremark) ( turns on whether action was “considered” or “unconsidered”

d. Internal reporting requirements (Caremark) ( “information and recording systems”

e. Jawboning & shaming (Disney) ( doesn’t find violation, but uses position to shame/reprimand
f. Duty of “good faith” (Disney) ( adds a third prong (in addition to duties of care and loyalty)
B. In re Walt Disney Co. Derivative Litigation [Eisner-Ovitz ordeal] lawsuit challenges Ovitz’ compensation package and severance package; court rejects challenges, but shames Eisner (and Ovitz, Litvack, and Bollenbach); says liability can be imposed director-by-director (rather than as a whole)
i. Summary of DE’s “hazy” rules on corporate fiduciary duties:
a. Has director actually exercised business judgment?
i). if refraining to act was considered, it’s business judgment
b. If yes, the BJR applies ( the BJR is a presumption that directors acted (1) on an informed basis and (2) in good faith ( not a substantive rule of law
i). If not, then BJR doesn’t apply, and the question is whether defendant was grossly negligent
c. Plaintiff can rebut the presumption of the BJR by proving that action was (1) not in good faith, or (2) unintelligent or unadvised
i). To prove the action was not in good faith, plaintiff needs to prove (a) fraud, (b) self-dealing, or (c) bad faith
a). Fraud ( intentional misrepresentation or (perhaps) other related misconduct (duty of care)
b). Self-dealing ( being on both sides of a transaction with the company (duty of loyalty)
c). Bad faith ( this is NEW ( where Disney becomes very important (duty of good faith):

(i). Intentional dereliction of duty or conscious disregard of responsibilities to the corporation;

(ii). Intentionally placing one’s own interests or preferences over the welfare of the corporation; 

(iii). Intentionally violating applicable law
ii). To prove the action was unintelligent or unadvised, plaintiff needs to show that directors failed to inform themselves about the transaction ( refers to process, not substance

a). If plaintiff proves directors failed to inform themselves, then you ask if they were grossly negligent ( if so, then plaintiff wins (unless company has opted out of liability by adopting an exculpatory clause ( then remedy limited to injunctive relief)

(i). NOTE: court sometimes suggests you can win by proving gross negligence without proving director was uninformed/unintelligent

b). If not, plaintiff loses

d. If plaintiff fails to rebut BJR, plaintiff can still prevail by establishing waste
i). Waste: an exchange so one-sided that no business person of ordinary sound judgment could conclude that the corporation has received adequate consideration; irrational squandering or gift of corporate assets

e. If plaintiff succeeds in rebutting the BJR, then burden shifts to defendant to prove “entire fairness”
i). Entire fairness: (a) fair process and (b) fair substance (Weinberger v. UOP)

ii. Three kinds of duties under fiduciary duty:
a. Duty of care: must exercise business judgment, inform oneself, not be grossly negligent

b. Duty of loyalty: must not self-deal

c. Duty of good faith: not recognized as an independent duty before Disney ( showing of bad faith can rebut BJR presumption, shift burden to defendant to prove “entire fairness”

i). NOTE: bad faith may not be exculpated under Del. § 102(b)(7) ( so damages might be available

ii). BUT: note that this theory did not work in Disney
C. Duty of Loyalty

i. Duty of Loyalty arises in two contexts: (1) self-dealing; and (2) corporate opportunities

a. Rigorous scrutiny/most scrupulous care, not BJR, applies in instances of self-dealing
ii. Directors and Managers
a. Bayer v. Beran [director/president’s wife sings in company’s radio commercials] the BJR yields to the rule of undivided loyalty; court says you must show both good faith (looks at intentions and procedures) and inherent fairness ( here, the court finds that there was no “negligence, waste, or improvidence”
i). Remedy: usually the remedy is rescission, although recently there is also a damages remedy
ii). Plaintiff only needs to provide “any evidence” of either bad faith or unfairness ( heave standard on directors to prove it wasn’t self-dealing
iii). “Taint” ( even if only one part of a transaction is self-dealing, the whole thing will probably be voided as a pretext for the self-dealing

iv). Problem: the on/off approach when there’s self-dealing doesn’t acknowledge the fact that there can be a continuum of influence
b. Lewis v. S.L. & E., Inc. [tire dealership on property in Rochester] court says defendants failed to prove that the transaction (rental payments) were fair and reasonable at the time they were approved, despite the directors’ self-interest ( transaction is thus voidable
i). A self-interested transaction can be allowed (no violation of duty of loyalty) if directors can prove that it was approved by disinterested directors upon full disclosure/knowledge or if fair and reasonable (intrinsic fairness) at the time it was approved

iii. Corporate Opportunities

a. Directors can be liable for taking a corporate opportunity where (a) the opportunity actually came to the company and (b) the company could have taken advantage of the opportunity
b. Broz v. Cellular Information Systems, Inc. [Midwest cellular companies, director of one company takes a deal for his own company] court says man didn’t breach duty of loyalty, because the opportunity didn’t come to him in his capacity as director and the company wouldn’t have taken opportunity ( although the company that subsequently acquired it would have, he had no duty of loyalty until after the acquisition
i). We don’t want directors exploiting their position to create opportunities for themselves ( not the case here, despite his own company’s being in the same market as the one for which he was a director
ii). Burden of proof: usually on the challenger, unless disinterested directors/officers rejected the opportunity in advance, in which case the director/officer must prove that the rejection/taking of the opportunity were fair to the corporation
iv. Dominant Shareholders

a. Sinclair Oil Corp. v. Levien [Venezuelan oil company] dominant shareholder has fiduciary duties, because it effectively acts as a board of directors; intrinsic fairness standard applied in instances of self-dealing between a parent and subsidiary dominated by that parent ( “Self dealing occurs when the parent, by virtue of its domination of the subsidiary, causes the subsidiary to act in such a way that the parent receives something from the subsidiary to the exclusion of, and detriment to, the minority stockholders of the subsidiary”
i). Excessive dividends: because parent “received nothing from [subsidiary] to the exclusion of an detrimental to [the subsidiary’s] minority stockholders, there was no self-dealing” ( so, the court applies BJR
ii). Breach of contract: breach wasn’t self dealing, but causing subsidiary not to enforce the breach with parent was self-dealing because parent received products produced by subsidiary through contract, but minority shareholders did not ( no BJR ( failed to meet intrinsic fairness standard
iii). NOTE: almost all subsidiaries are wholly owned; if less than 100%, parent owes exacting fiduciary duties to minority shareholders
b. Zahn v. Transamerica Corp. [tobacco prices skyrocket and dominant shareholders wants to make good] majority shareholder causes directors to call one class of stock without disclosing appreciation in value so minority shareholders would not convert to other class; transactions involving different classes of stock held to principle of intrinsic fairness to minority shareholders ( directors required to treat fairly each class of stock and may not take actions which are designed to enhance the value of one class at the expense of another
i). NOTE: nothing per se illegal about the call by the directors; but the fact that it was directed by a dominant shareholder and the call was for no purpose other than to benefit the B shareholders at the expense of the A shareholders made it subject to intrinsic fairness
v. Ratification

a. Sometimes self-dealing is actually advantageous, so the company shouldn’t have to forego the deal ( reduces transaction costs and provides extra-legal (internal) enforcement mechanisms
i). There is a need to create a “safe harbor” for a director to self-deal without fear of a challenge
a). Ex post ( ratification
b). Ex ante ( prior approval (from board or shareholders)
b. Fliegler v. Lawrence [MT mining company self-deal is shareholder approved] reads Gottlieb as requiring a majority vote of “disinterested” or “independent” shareholders to get to BJR ( voters here are mostly interested directors, so the court rejects this approach; says § 144(a)(2) only rebuts the presumption of voidability, but doesn’t provide immunity; BUT, holds that defendants proved the intrinsic fairness of the transaction 
i). Gottlieb: “shareholder ratification of an ‘interested transaction,’ although less than unanimous, shifts the burden of proof to an objecting shareholder to demonstrate that the terms are so unequal as to amount to a gift or waste of corporate assets…” ( court reads this as applying only when there is a majority vote by “disinterested” shareholders
c. Del. Gen. Corp. Law § 144(a): no contract or transaction between a corporation and 1 or more [director or officer] shall be void or voidable solely for this reason, or solely because the director or officer is present at or participates…if:
i). Material facts are known by the board and it is authorized by a majority of votes of disinterested directors
a). NOTE: full disclosure and majority vote of disinterested directors creates a “safe harbor” re: duty of loyalty (not duty of care) ( reviewed under BJR

ii). By disclosing the transaction to shareholders and getting good faith approval from shareholders
iii). The transaction or contract is fair to the corporation at the time it’s authorized, approved, or ratified
d. In re Wheelabrator Technologies, Inc. Shareholders Litigation [waste management companies merge] where there’s a transaction between a corporation and its controlling stockholder and the majority of disinterested shareholders (“majority of the minority”) ratify a deal, the standard is still entire fairness, but the burden shifts to the plaintiffs to prove unfairness; BUT, when there’s no majority shareholder (as in this case), disinterested shareholder ratification under § 144(a)(2) shifts all the way back to BJR
i). But, where it’s an “interested” transaction between corporation and director, satisfaction of § 144(a)(2) shifts the burden to plaintiff, and the standard becomes BJR
ii). NOTE: informed shareholder ratification extinguishes a duty of care claim
iii). Greater belief in the validity of the shareholder votes when there’s no majority shareholder
D. Disclosure and Fairness

i. Trading in securities takes palace in (1) the primary market (issuer ( investor) and (2) the secondary market (investors trade securities without significant participation by issuer)

a. Securities Act of 1933: primarily regulates the primary market ( two goals:

i). Mandating disclosure of material information to investors

ii). Prevention of fraud

b. Securities Exchange Act of 1934: primarily concerned with second market transactions, including:

i). Insider trading and other forms of securities fraud

ii). Short-swing profits by corporate insiders

iii). Regulation of shareholder voting via proxy solicitations

iv). Regulation of tender offers

v). NOTE: also created the SEC
ii. Definition of a Security
a. Important for two reasons: (1) you know whether you have to register it under Securities Act; and (2) bringing a fraud claim under the Acts is much easier than under state common law

b. Securities Act § 2(1): includes stock, notes, bonds, evidence of indebtedness, investment contracts, and any instrument commonly known as a “security” ( “unless the context otherwise requires”

i). Exchange Act definitions are interpreted as in pari material
ii). Two competing concerns: clarity and objectivity on the one hand, and protecting investors on the other hand
c. Great Lakes Chemical Corp. v. Monsanto Co. [whether membership interest in LLC is a security] court says membership interest in LLC (in this case) is not a security, even though it satisfies the five Forman characteristics of “stock,” because this is a “commercial venture” rather than an “investment” ( plaintiff can’t bring 10b-5 claims re: failure to disclose
i). SEC v. W.J. Howey: SCOTUS creates “flexible rather than static” approach to defining an “investment contract” ( three elements: (1) “an investment of money,” (2) “in a common enterprise,” (3) “with profits to come solely from the efforts of others”
ii). United Housing v. Furman: SCOTUS says “stock” has five common features: (1) the right to receive dividends contingent upon an apportionment of profits; (2) negotiability; (3) the ability to be pledged or hypothecated; (4) voting rights in proportion to the number of shares owned; and (5) the ability to appreciate in value
a). ALSO: “any interest or instrument commonly known as a security” = “investment contract” according to SCOTUS
iii). Landreth: SCOTUS says where five Furman elements are met, the “stock” is a security; Howey balancing only applies to “investment contracts”
a). The court in Monsanto distinguishes Landreth, because “[t]he primary goal of the securities laws is to regulate investment, and not commercial ventures” ( Landreth involved an investment, as opposed to the transaction in Monsanto
iii. The Registration Process

a. Securities Act § 5: (1) a security may not be offered for sale through the mails of by use of other means of interstate commerce unless a registration statement has been filed with the SEC; (2) securities may not be sold until the registration statement has become effective; and (3) the prospectus (a disclosure statement) must be delivered to the purchaser before the sale

i). Two kinds of exemptions: certain types of security and certain types of transaction (such as statutory private placement)
b. Doran v. Petroleum Management Corp. [buyer of limited partnership in oil prospecting company] no question interest is a security, but buyer says company failed to register (strict liability); company claims the private offering exemption applies (Securities Act § 4(2)); court says it’s not a private offering because offerees weren’t provided with information about issuer or given effective access to such information as would have been disclosed in registration statement
i). Transactional exemptions apply when there is no practical need for protections of the Act
a). The main question is: did the offerees know of have a realistic opportunity to learn facts essential to an investment judgment?
ii). Factors in determining if an offering was private:
a). The number offerees and their relationship to each other and the issuer

(i). Sophistication of investor is not a substitute for access to information that registration would disclose ( must be sufficient basis of accurate information such that the investors’ sophistication can be brought to bear thereupon

b). The number of units offered
c). The size of the offering

d). The manner of the offering

c. Private rights of action:

i). Exchange Act § 10(b) (see below)

ii). Securities Act § 11: cause of action directed at fraud in registration statement ( defendant has burden of proving its misconduct did not cause plaintiff’s damages

(i). No privity requirement, so liability could include: issuer, anyone who signed the registration statement, every director, auditor/expert (accountant, engineer, appraiser, etc.), every underwriter

iii). Securities Act § 12(a)(1): imposes strict liability on violators of § 5

iv). Securities Act § 12(1)(2): imposes liability on anyone who makes material misrepresentation or omission (so long as he could have known with the exercise of reasonable care) ( only applies to primary market, not secondary market

d. Due Diligence ( the defendant must prove that they were not negligent in connection with the preparation of the registration statement ( so, lawyers/underwriters must do due diligence to defend clients against § 11 and § 12(a) claims 
e. Escott v. BarChris Construction Corp. [§ 11 claim against bowling alley equipment manufacturer] court finds that (1) there were many misstatements, (2) many of which were material (matters of which an average prudent investor ought to know); rejects company’s due diligence defense, because material misstatements create strict liability for the issuer; court finds all others failed to conduct a reasonable investigation such that their due diligence defenses all failed
i). § 11(b): due diligence defense available to all except issuer for an § 11(a) claim, so long as they conduct a “reasonable investigation” (§ 11(c))
a). Two key elements of due diligence:
(i). Expertised/non-expertised ( hugely important distinction
(a). Non-expertised: obligation of affirmative due diligence ( reasonable investigation and reasonable belief in the truth of the statements

(b). Expertised: only have to have reasonable ground to believe/not believe statements that were untrue ( no affirmative duty

i. Expert is liable for his/her statements ( has an affirmative duty

ii. Lawyers are not experts
iv. Rule 10b-5 ( liability for fraud, the “canonical text”
a. Rule 10b-5: It shall be unlawful for any person, directly or indirectly, by the use of any means or instrumentality of interstate commerce, or of mails or of any facility of any national securities exchange,
a). To employ any device, scheme, or artifice to defraud ( not used very often
b). To make any untrue statement of a material fact or to omit to state a material fact necessary in order to make the statement made, in the light of the circumstances under which they were made, not misleading, or ( this is the most commonly used
c). To engage in any act, practice, or course of business which operates or would operate as a fraud or deceit upon any person

in connection with the purchase or sale of any security.
b. Rule 10b-5 applies everywhere, not just to registered securities ( there is a scienter requirement for private securities fraud actions
i). Two settings in which 10b-5 is important:

a). Misstatements/omissions

b). Insider trading

ii). Relevant in two factual settings:

a). Commercial dealings between parties transacting face-to-face
b). Impersonal transactions on the market
c. Basic, Inc. v. Levinson (SCOTUS 1988) [managers falsely denied merger negotiations to keep stock price down] establishes fraud-on-the-market theory; claim brought by shareholders who sold in reliance on lie; two critical elements of a 10b-5 claim are materiality of the misrepresentation/omission and reliance thereupon
i). Materiality: “there must be a substantial likelihood that the disclosure of the omitted fact would have been viewed by the reasonable investor as having significantly altered the ‘total mix’ of information made available” (TSC Industries)
a). Magnitude ( a merger is significant
b). Probability ( it is relatively unlikely that any merger negotiations will be successful
(i). Citing Texas Gulf: materiality “will depend at any given time upon a balancing of both the indicated probability that the event will occur and the anticipated magnitude of the event in light of the totality of the company activity” 

(a). (PxM)/S ≥ W, where S=size of the company and W=materiality
(ii). A merger becomes more probable over time ( becomes material when there is indicia of interest at the highest corporate level (way earlier than agreement-in-principle)

c). To avoid tipping the market, companies say “no comment” (so that nothing is said earlier to trigger a 10b-5 omission claim) ( have policies to this effect, so papers can’t interpret “no comment” to mean “yes”
ii). Reliance: court creates fraud-on-the-market theory ( investors are relying on the price and on market professionals to reflect all public information
a). This is based on the efficient capital markets hypothesis (ECMH) ( that the market accurately/efficiently reflects price ( plaintiff must prove that the market warrants this presumption
(i). Assumes that (a) professionals rely on the misstatements/omissions and (b) investors/plaintiffs rely on the marketplace
b). This creates a rebuttable presumption of reliance ( defendant can rebut by showing:
(i). Professionals didn’t rely ( if the truth was already leaked or if the price didn’t move after the fraud was revealed (but this is very complex to prove)
(ii). Investors/plaintiffs didn’t rely ( motivated by other factors (had standing buy/sell orders, thought she was a badass day trader, etc.)
(a). NOTE: this comes up as a predominance issue re: class certification ( doesn’t this seem to suggest that individual questions predominate?
(iii). That the market is not efficient ( poorly developed exchange, trade between two people, etc. ( undermines the ECMH
c). Fraud-on-the-market reliance important for (a) certifying a class and (b) proving up damages
iii). NOTE: people who would have bought but for the lie have no claim (no “purchase or sale”); also, anyone can say “I would have bought…” ( fear of massive fraud
d. West v. Prudential Securities, Inc. [broker tells lie about pending acquisition to a few private clients] Easterbrook rejects fraud-on-the-market claim; says market price responds to information, not demand (because people will substitute one stock for the next) ( no causal link between non-public information and increased price
i). Three forms of the ECMH:
a). Strong ( price of security incorporates instantaneously all information (incl. non-public) ( West plaintiffs argue this

(i). But, in light of Enron, etc. ( maybe when non-public information is leaked a little more widely or a few people with a lot of $ act on it, it can have an effect

b). Semi-strong ( price of security incorporates all public information (Basic, West)

c). Weak ( best predictor of future price is present price (says nothing about information)
e. Pommer v. Medtest Corp. [medical tech company lies about patent and future sale to Abbott] there were statements which were material and false, there was probably scienter, and plaintiffs relied on statement about patent, but did not rely on statements about acquisition ( no relief for plaintiffs re: acquisition, but they get remedy re: patent (limited to “loss causation” ( the difference between the price of the stock and its true value on the date of the transaction, rather than full rescission implying that the stock became worthless)
i). Rule 10b-5 can be used in the commercial dealing context, not just with fraud-on-the-market
f. Standing ( in Blue Chip Stamps v. Manor Drug Stores, SCOTUS put some bite into the rule that Rule 10b-5 applies only to purchasers and sellers of a corporation’s securities, not to someone who refrained from purchasing
g. Scienter ( in Ernst & Ernst v. Hochfelder, SCOTUS read a scienter requirement into the misstatement/omission ( must be made with an “intent to deceive, manipulate, or defraud”; courts have found recklessness to be sufficient
h. Secondary liability ( in Central Bank of Denver v. First Interstate Bank, SCOTUS held that there is no implied right of action against those who aid and abet violations of Rule 10b-5
i. Santa Fe Industries, Inc. v. Green [parent offers low bid to squeeze out minority shareholders in its subsidiary] SCOTUS rejects fiduciary duty claim under Rule 10b-5 where the transaction is “neither deceptive or manipulative”; Rule 10b-5 is limited to misstatements, lies, and insider trading ( once full and fair disclosure has occurred, the court is not concerned re: fairness of the transaction
i). Shareholders could have gone to DE Chancery Court for an appraisal remedy ( get court to name a fair price
j. Deutschman v. Beneficial Corp. [call option-holder sues] court says option-holders have standing to sue under Rule 10b-5 for affirmative misrepresentations ( all of the other elements of a 10b-5 claim are met
E. Inside Information

i. We don’t like insider trading, because it undermines our confidence in the fairness of the markets and threatens to decrease the liquidity of the market; also, it might create a perverse incentive for insiders to deliberately mismanage a company and sell short
ii. Goodwin v. Agassiz [buyer of mine shares knows of theory of copper lode] no liability of insider who purchased shares knowing likely would be more valuable based on geologist's theory, though seller would not have sold if had known of theory ( because it is a mere theory (not material); but, court recognizes that there is an “actionable wrong”
a. directors have no duty to inform shareholders of aspirations, faith, and future plans
b. impersonal transactions v. personal transactions

i). impersonal (on stock exchange) ( insider not required to seek out other party and disclose all material information when that party’s identity is not known or readily ascertainable

ii). personal transactions between insider and stockholder are subject to close scrutiny
iii. SEC v. Texas Gulf Sulphur Co. [drilling in Canada, insiders start buying, media reports strike, press release sort of denies it] court holds that all investments made by informed insiders violated Rule 10b-5; unclear if the statement impacted the market, though you can’t get away from the disclosure laws by saying true facts to create a false impression
a. “anyone in possession of material inside information must either disclose it to the investing public, or, if he is disabled from disclosing it in order to protect a corporate confidence, or he chooses not to do so, must abstain from trading in or recommending the securities concerned while such inside information remains undisclosed”
i). Materiality ( “whether a reasonable man would attach importance…in determining his choice of action in the transaction in question”
b. Insider trading is permitted (if info is non-material) or, if material, only after disclosure is sufficiently accessible to the public:
i). medium of disclosure ( broadest medium generally available to investing public

ii). timing ( reasonable waiting period so that market can absorb/react to information

a). depends on (a) time of day/week, (b) whether market responded, (c) type of information/ease of translation into market action, (d) etc.
iv. Other kinds of insider trading:
a. Tips from insiders to outsiders
i). including accidental tips ( usually no liability for accidental tips, because there’s no violation of a duty

b. Information generated by outsiders (e.g., someone who knows a company is about to acquire another company, etc.)
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